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U.S. TAX SHELTER INDUSTRY:
THE ROLE OF ACCOUNTANTS,
LAWYERS, AND FINANCIAL PROFESSIONALS

FOUR KPMG CASE STUDIES:
FLIP, OPIS, BLIPS, AND SC2

I. Introduction

In 2002, the U.S. Senate Permanent Subcommittee on Investigations of the Committee on
Governmental Affairs, a the direction of Senator Carl Levin, then its Chairman, initiated an in-depth
investigation into the development, marketing, and implementation of abusive tax shelters by
professional organizations such as accounting firms, banks, investment advisors, and law firms. The
information in this Report is based upon the ensuing bipartisan investigation conducted jointly by the
Subcommittee’ s Democratic and Republican staffs, with the support of Subcommittee Chairman
Norm Coleman.

During the course of its investigation, the Subcommittee issued numerous subpoenas and
document requests, and the Subcommittee staff reviewed over 235 boxes, and severd electronic
compact disks, containing hundreds of thousands of pages of documents, including tax product
descriptions, marketing material, transactional documents, manuas, memoranda, correspondence, and
electronic mail. The Subcommittee staff also conducted numerous, lengthy interviews with
representatives of accounting firms, banks, investment advisory firms, and law firms. In addition, the
Subcommittee staff reviewed numerous statutes, regulaions, legal pleadings, reports, and legisation,
dealing with federal tax shelter law. The staff consulted with federal and state agencies and various
accounting, tax and financial experts, including the U.S. Department of the Treasury, U.S. Internal
Revenue Service (IRS), Public Company Accounting Oversight Board (PCAOB), Cdifornia
Franchise Tax Board, tax experts on the staffs of the Joint Commission on Taxation, Senate
Committee on Finance, and House Committee on Ways & Means, various tax professionals, and
academic experts, and other persons with relevant information.

The evidence reviewed by the Subcommittee establishes that the devel opment and sale of
potentially abusive and illegal tax shelters have become a lucrative business in the United States, and
professional organizations like major accounting firms, banks, investment advisory firms, and law
firms have become mgjor developers and promoters. The evidence also shows that respected
professional firms are spending substantial resources, forming alliances, and developing the internal
and external infrastructure necessary to design, market, and implement hundreds of complex tax
shelters, some of which areillegal and improperly deny the U.S. Treasury of billions of dollarsin tax
revenues.
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The term “tax shelter” has come to be used in avariety of ways depending upon the context. In
the broadest sense, atax shelter is adevice used to reduce or eliminate the tax liability of the tax
shelter user. Sometax shelters are specific tax benefits explicitly enacted by Congress to advance a
legitimate endeavor, such as the low income housing tax credit. Those types of |egitimate tax shelters
are not the focus of this Report. The tax shelters under investigation by the Subcommittee are
complex transactions used by corporations or individuals to obtain significant tax benefitsin a
manner never intended by the tax code. These transactions have no economic substance or business
purpose other than to reduce or eliminate a person’stax liability. These abusive tax shelters can be
custom-designed for a single user or prepared as a generic “tax product” available for sde to multiple
clients. The Subcommittee investigation focuses on the abusive tax shelters sold as generic tax
products available to multiple clients.

Under current law, generic tax sheltersare not illegal per se; they are potentially illegal
depending upon how purchasers actually use them and cdculate their tax liability on their tax returns.
Over the last five years, the IRS has begun publishing notices identifying certain generic tax shelters
as “potentially abusive’ and warning taxpayers that use of such “listed transactions’ may lead to an
audit and assessment of back taxes, interest, and penalties for usng anillegal tax shelter. Asused in
this Report, “potentially abusive’ tax shelters are those that come within the scope of an IRS “listed
transaction,” while “illegal” tax shelters are those with respect to which the IRS has taken actual
enforcement action against taxpayers for violating federal tax law.

The Subcommittee investigation perceives an important difference between selling a potentially
abusive or illegal tax shelter and providing routine tax planning services. None of the transactions
examined by the Subcommittee derived from arequest by a specific corporation or individual for tax
planning advice on how to structure a specific business transaction in a tax-efficient way; rather all of
the transactions examined by the Subcommittee involved generic tax products that had been
affirmatively developed by afirm and then vigorously marketed to numerous, in some cases
thousands, of potential buyers. There is abright line difference between responding to asingle
client’ stax inquiry and aggressively developing and marketing a generic tax shelter product. While
the tax shelter industry of today may have sprung from the former, it is now clearly driven by the
latter.

In order to gain a deegper understanding of theissues, the Subcommittee conducted four in-depth
case studies examining tax products sold by aleading accounting firm, KPMG, to individuals or
corporétions to help them reduce or diminate their U.S. taxes. KPMG is one of the largest
accounting firmsin the world, and it had built a reputation as a respected auditor and expert tax
advisor. KPMG vigorously denies beng atax shelter promoter, but the evidence obtained as a result
of the Subcommittee investigation is overwhelming in demonstrating KPM G’ s active and, at times,
aggressive role in promoting and profiting from generic tax products sold to individuals and
corporations, including tax products later determined by the IRS to be potentially abusive or illegal
tax shelters.

Earlier thisyear, KPMG informed the Subcommittee that it maintained an inventory of over
500 “active tax products’ designed to be offered to multiple clientsfor afee. The four KPMG case
studies featured in this Report are the Bond Linked Issue Premium Structure (BLIPS), Foreign
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Leveraged Investment Program (FLIP), Offshore Portfolio Investment Strategy (OPIS), and the S-
Corporation Charitable Contribution Strategy (SC2). KPMG sold these four tax products to more
than 350 individuals from 1997 to 2001. All four generated significant fees for the firm, producing
total revenuesin excess of $124 million.! The IRS later determined that three of the products, BLIPS,
FLIP, and OPIS, were potentially abusive or illegal tax shelters, while the fourth, SC2, is till under
review. As of June 2002, an IRS analysis of just some of thetax returns associaed with BLIPS,
FLIP, and OPIS had identified 186 people who had used BLIPS to claim losses on their tax returns
totaling $4.4 billion, and 57 people who had used FLIP or OPIS to claim tax losses of $1.4 billion, for
agrand total of $5.8 billion.? Evidence made available to the Subcommittee suggests that lost tax
revenues are also significant, including documents which show that, for 169 out of 186 BLIPS
participants for which information was recorded, federal tax revenues were reduced by $1.4 billion.

Some members of the U.S. tax profession are apparently claiming that the worst tax shelter
abuses are already over, so there is no need for investigations, reforms, or stronger laws. The
Subcommittee investigation, however, indicates just the opposite: while afew tax shelter promoters
have ended their activities, the tax shelter industry as a whole remains active, developing new
products, marketing dubious tax shelters to numerous individuals and corporations, and continuing to
wrongfully deny the U.S. Treasury billions of dollars in revenues, leaving average U.S. taxpayers to
make up the difference.

! etter dated 9/12/03, from KPM G’s legal counsel, Wilkie Farr & Gallagher, to the Subcommittee, at 2.
According to KPM G information provided to the Subcommittee in this letter and a letter dated 8/8/03, FLIP was sold
to 80 persons, in 63 transactions, and produced total gross revenues for the firm of about $17 million over afour-
year period, 1996-1999. OPIS was sold to 111 personsin 79 transactions, and produced about $28 million over a
two-year period, 1998-1999. BLIPS, the largest revenue generator, was sold to 186 persons in 186 transactions, and
produced about $53 million over a one-year period from about October 1999 to about October 2000. SC2 was sold
to 58 S corporations in 58 transactions, and produced about $26 million over an 18-month period from about March
2000 to about September 2001. Other information presented to the Subcommittee suggests these revenue figures may
be understated and that, for example, BLIPS generated closer to $80 million in feesfor the firm, OPIS generated
over $50 million, and SC2 over $30 million.

2Ynited Statesv. KPMG, Case No. 1: 02M S00295 (D.D.C. 7/9/02), “Declaration of Michael A. Halpert,”
Internal Revenue Agent, at 137.




II. Findings

Based upon itsinvestigation to date, the Subcommittee Minority staff recommends that the
Subcommittee make the following findings of fact.

(1) The saleof potentially abusive and illegal tax shelters has become alucrative businessin
the United States, and some professional firms such as accounting firms, banks,
investment advisory firms, and law firms are major participants in the mass marketing of
generic “tax products’ to multiple dients.

(2) Although KPMG denies being atax shelter promoter, the evidence establishes that KPMG
has devoted substantial resources to, and obtained significant fees from, developing,
marketing, and implementing potentially abusive and illegal tax sheltersthat U.S.
taxpayers might otherwise have been unable, unlikely or unwilling to employ, costing the
Treasury billions of dollarsin lost tax revenues.

(3) KPMG devotes substantial resources and maintains an extensive infrastructure to produce
acontinuing supply of generic tax productsto sdl to multiple clients, using a process
which pressuresitstax professionalsto generate new ideas, move them quickly through
the development process, and approve, at times, potentially abusive or illegd tax shelters.

(4) KPMG uses aggressive marketing tactics to sell its generic tax products, including by
turning tax professionals into tax product salespersons, pressuring its tax professionals to
meet revenue targets, using telemarketing to find clients, using confidentid client tax data
to identify potential buyers, targeting its own audit clients for sales pitches, and using tax
opinion letters and insurance policies as marketing tools.

(5) KPMG isactively involved in implementing the tax shelters which it sellsto its clients,
including by enlisting participation from banks, investment advisory firms, and tax exempt
organizations; preparing transactional documents; arranging purported loans; issuing and
arranging opinion letters, providing administrative services, and preparing tax returns.

(6) Some major banks and investment advisory firms have provided critical lending or
investment services or participated as essential counter partiesin potentially abusive or
illegd tax shelters sold by KPMG in return for substantid fees or profits.

(7) Some law firms have provided legal services that facilitated KPMG' s development and
sale of potentially abusive or illegal tax shelters, including by providing design assistance
or collaborating on allegedly “independent” opinion |etters representing to clientsthat a
tax product would withstand an IRS challenge, in return for substantial fees.

(8) Some charitable organizations have participated as essential counter partiesin ahighly
questionable tax shelter developed and sold by KPMG, in return for donations or the
promise of future donations.
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(9) KPMG has taken a number of measures to conced its tax shelter activities from tax
authorities and the public, including by refusing to register potentially abusive tax shelters
with the IRS, restricting file documentation, and using improper tax return reporting
techniques.

I11. Executive Summary

The Subcommittee’ sinvestigation into the role of professional organizationsin the tax shelter
industry has identified two fundamental, relatively recent changes in how the industry operates.

First, the investigation has found that the tax shelter industry is no longer focused primarily on
providing individualized tax advice to persons who initiate contact with atax advisor. Instead, the
industry focus has expanded to deve oping a steady supply of generic “tax products’ that can be
aggressively marketed to multiple clients. In short, the tax shelter industry has moved from providing
one-on-one tax advice in response to tax inquiries to also initiating, designing, and mass marketing
tax shelter products.

Secondly, the investigation has found that numerous respected members of the American
business community are now heavily involved in the development, marketing, and implementation of
generic tax products whose objective is not to achieve a business or economic purpose, but to reduce
or eliminate aclient’s U.S. tax liability. Dubious tax shelter sales are no longer the province of
shady, fly-by-night companieswith limited resources. They are now big business, assigned to
talented professionals at the top of their fields and able to draw upon the vast resources and
reputations of the country’s largest accounting firms, law firms, investment advisory firms, and
banks.

The four case studies featured in this Report examine tax products developed by KPMG, a
respected auditor and tax expert and one of the top four accounting firmsin the United States. In the
latter half of the 1990s, according to KPMG employees interviewed by Subcommittee staff, KPMG's
Tax Services Practice underwent a fundamental change in direction by embracing the devel opment of
generic tax products and pressing its tax professionals to sell them. KPMG now maintains an
inventory of more than 500 active tax products and routinely pressesits tax professionals to
participate in tax product marketing campaigns.

Three of the tax products examined by the Subcommittee, FLIP, OPIS, and BLIPS, are similar
in nature. In fact, BLIPS was developed as a replacement for OPIS which was developed as a
replacement for FLIP.2 All threetax products function as “loss generators,” meaning they generate
large paper losses that the purchaser of the product then uses to offset other income, and shelter it

3See, e.g., document dated 5/18/01, “ PFP Practice Reorganization Innovative Strategies Business Plan —
DRAFT,” authored by Jeffrey Eischeid, Bates KPMG 0050620-23, at 1.
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from taxation.* All three products have generated hundreds of millions of dollars in phony paper
losses for taxpayers, using a series of complex, orchestrated transactions involving shell corporations,
structured finance, purported multi-million dollar loans, and deliberately obscure investments.® All
three also generated substantial fees for KPM G, with BLIPS and OPIS winning slots among KPMG's
top ten revenue producersin 1999 and 2000, before sdes were discontinued. All three tax products
are also covered by the “listed transactions’ that the IRS has published and declared to be potentially
abusive tax shelters.® In all three cases, the IRS has already begun requiring taxpayers who used
these products to pay back taxes, interest, and penalties. Over a dozen taxpayers pendized by the IRS
for using these tax products have subsequently filed suit against KPMG for selling them an illegal tax
shelter.’

The fourth tax product, SC2, is described by KPMG as a*“ charitable contribution strategy.”®
It isdirected at individuals who own profitable corporations organized under Chapter S of the tax
code (hereinafter “S corporations’), which means that the corporation’s income is attributed directly
to the corporate owners and taxable as personal income. SC2 isintended to generate a tax deductible
charitable donation for the corporate owner and, more importantly, to defer and reduce taxation of a
substantial portion of the income produced by the S corporation, essentially by “allocating” but not
actually distributing that incometo atax exempt charity holding the corporation’s stock. Like BLIPS,
FLIP, and OPIS, SC2 requires a series of complex, orchestrated transactions to obtain the promised
tax benefits. Among other measures, these transactions involve the issuance of non-voting stock and
warrants, a corporate non-distribution resolution, and a stock redemption agreement; a temporary
donation of the non-voting stock to a charity; and various stepsto “allocate” but not distribute
corporate incometo the tax exempt charity.® Early in its deve opment, KPMG tax professionals
referred to SC2 as“ S-CAEPS,” pronounced “escgpes.” The name was changed after a senior tax
official pointed out: “I think the last thing we or aclient would want is aletter in thefilesregarding a
tax planning strategy for which the acronym when pronounced sounds like we are saying ‘ escapes.’”*°

Yld. See also document dated 7/21/99, entitled “Action Required,” authored by Jeff Eischeid, Bates KPMG
0040502 (In the case of BLIPS, “akey objective is for the tax loss associated with the investment structure to
offset/shelter the taxpayer’s other, unrelated, economic profits.”).

°See Appendix A for a more detailed explanation of BLIPS.
®FLIP and OPIS are covered by IRS Notice 2001-45 (2001-33 IRB 129)(8/13/01); while BLIPS is covered

by IRS Notice 2000-44 (2000-36 IRB 255)(9/5/00). See also United Statesv. KPMG, Case No. 1: 02M S00295
(D.D.C. 9/6/02).

See, e.g., Jacoboni v. KPMG, Case No. 6:02-CV-510 (M.D. Fla. 4/29/02)(OPIS); Swartz v. KPMG, Case
No. C03-1252 (W.D. Wash. 6/6/03)(BL IPS); Thorpev. KPMG, Case No. 5-030CV-68 (E.D.N.C.
1/27/03)(FLIP/OPIS).

8The formal title of the tax product is the S-Corporation Charitable Contribution Strategy.
9See Appendix B for a more detailed explanation of SC2.
®Email dated 3/24/00, from M ark Springer to multiple K PM G tax professionals, “RE: S-corp Product,”

Bates KPM G 0016515. See also email dated 3/24/00, from M ark Springer to multiple KPM G tax professionals,
“Re: S-corp Product,” Bates 0016524 (suggesting replacing “all S-CAEPS references with something much more
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In 2000 and 2001, SC2 was one of KPMG’ s top ten revenue producers. SC2 is not covered by one of
the “listed transactions” issued by the IRS, but is currently undergoing IRS review.™

Together, these four case histories, BLIPS, FLIP, OPIS, and SC2, provide an in-depth portrait
of how a professional organization like KPMG, and the professional organizationsit aliesitself with,
end up developing, marketing, and implementing highly questionable or illegal tax products. The
evidence also sheds light on the critical roles played by other professional organizations to make
suspect tax products work.

A. Developing New Tax Products

The Subcommittee investigation has found that the tax product development and approval
process used at KPM G was deeply flawed and led, at times, to the approval of tax products that the
firm knew were potentially abusive or illegal. Among other problems, the evidence shows that the
KPMG approval process has been driven by market considerations, such as consideration of a
product’s revenue potential and “speed to market,” aswell as by intense pressure that KPMG
supervisors have placed on subordinates to “sign-off” on the technical merits of a proposed product
even in the face of serious questions about its compliance with the law.

The case of BLIPS illustrates the problems. Evidence obtained by the Subcommittee
discloses an extended, unresolved debate among KPMG tax professionals over whether BLIPS met
the technical requirements of federd tax law. 1n 1999, the key KPMG technical reviewer resisted
approving BLIPS for months, despite repeated expressions of dismay from superiors. Hefinaly
agreed to withdraw his objections to the product in this emall sent to his supervisor: “I don’'t likethis
product and would prefer not to be associated with it [but] | can reluctantly live with a more-likdy-
than-not opinion being issued for the product.” This assessment is not exactly the solid endorsement
that might be expected for atax product sold by a major accounting firm.

The most senior officialsin KPMG’s Tax Services Practice exchanged emailswhich frankly
acknowledged the problems and reputational risks associated with BLIPS, but neverthel ess supported
putting it on the market for sale to clients. One senior tax professional summed up the pending issues
with two questions:

“ (1) Have we drafted the opinion with the appropriate limiting bells and whistles ... and (2)
Are we being paid enough to offset the risks of potential litigation resulting from the
transaction? ... My own recommendation is that we should be paid alot of money herefor our
opinion since the transaction is clearly one that the IRS would view as falling squarely within
the tax shelter orbit.”

benign”).

"See email dated 4/10/02, from US-Tax Innovation Center to multiple KPMG tax professionals, “IRS
Summons Information Request for SC2,” Bates XX 001433 (“The IRS has requested certain information from the
Firm related to SC2.”); undated KPM G document entitled, “April 18 IRS Summons Response.”
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No one challenged the analysis that the risky nature of the product justified the firm’s charging “alot
of money” for atax opinion letter predicting it was more likely than not that BLIPS would withstand
an IRS challenge. When the same KPM G official observed, “| do believe the time has cometo shit
and get off the pot,” the second in command at the Tax Services Practice responded, “1 believe the
expression is shit OR get off the pot, and | vote for shit.”

BLIPS, like its predecessors OPIS and FLIP, was sold by KPMG to numerous clients before
the IRS issued notices declaring them potentially abusive tax shelters that did not meet the
requirements of federal tax law. Other professional firms have also sold potentially abusive or illegal
tax products such as the Currency Options Brings Reward Alternatives (COBRA) and Contingent
Deferred Swap (CDS) sold by Ernst & Y oung, the Bond and Option Sales Strategy (BOSS and Son of
BOSS) sold by PricewaterhouseCoopers, the Customized Adjustable Rate Debt Facility (CARDS)
sold by Deutsche Bank, the FLIP tax product sold by Wachovia Bank, and the Slapshot tax product
sold by J.P. Morgan Chase.”” The saleof these abusive tax shelters by other firms clearly
demonstrates that flawed approval procedures are not confined to asingle firm or asingle profession.
Many other professional firms are also developing and selling dubious tax products.

B. Mass Marketing Tax Products

A second striking aspect of the Subcommittee investigation was the discovery of the
substantial effort KPMG has expended to market its tax products to potential buyers. The
investigation found that KPMG maintains an extensive marketing infrastructure to sdl its tax
products, including a market research department, a Sales Opportunity Center that works on tax
product “marketing strategies,” and even a full-fledged telemarketing center staffed with people
trained to make cold calls to find buyers for specific tax products. When investigating SC2, the
Subcommittee discovered that KPM G used its telemarketing center in Fort Wayne, Indiana, to contact
literally thousands of S corporations across the country and help elevate SC2 to one of KPMG' s top
ten revenue-producing tax products.

The evidence aso uncovered a corporate culturein KPMG’ s Tax Services Practice that
condoned placing intense pressure on the firm’ s tax professionals — CPAs and lawyers included — to
sell the firm’s generic tax products. Numerous internd emails by senior KPM G tax professionals
exhorted colleagues to increase their sales efforts. One email thanked KPMG tax professionals for a
team effort in developing SC2 and then instructed these professionalsto “SELL, SELL, SELL!!”
Another email warned KPMG partners: “Look at the last partner scorecard. Unlike golf, alow
number isnot agood thing. ... A lot of us need to put more revenue on the board.” A third email
asked all partnersin KPMG's premier technical tax group, Washington National Tax (WNT), to
“temporarily defer non-revenue producing activities’ and concentrate for the “next 5 months’ on
meeting WNT’ s revenue goals for the year. The email stated: “Listed below are thetax products
identified by the functional teams as having significant revenue potential over the next few months. ...
Thanks for help in this critically important matter. As [the Tax Services Practice second in

12g)apshot is an abusive tax shelter that was examined in a Subcommittee hearing last year. See “Fishtail,
Bacchus, Sundance, and Slapshot: Four Enron Transactions Funded and Facilitated by U.S. Financial Institutions,”
S.Prt. 107-82 (107" Congress 1/2/03).
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command] said, ‘We are dealing with ruthless execution - hand to hand combat - blocking and
tackling.” Whatever the mixed metaphor, let’sjust doit.”

The four case studies featured in this Report provide detailed evidence of how KPMG pushed
its tax professionals to meet revenuetargets, closdy monitored their sales efforts, and even, at times,
advised them to use questionabl e sales techniques. For example, in the case of SC2, KPMG tax
professionals were directed to contact existing clients about the product, including KPMG’ s own
audit clients. In awritten document offering sales advice on SC2, KPM G advised its employees, in
some cases, to make misleading statements to potential buyers, such as claiming that SC2 was no
longer available for sale, even though it was, apparently hoping that reverse psychology would then
cause the client to want to buy the product. KPMG aso utilized confidential and sensitive client data
in an internal database containing information used by KPMG to prepare client tax returnsin order to
identify potential targets for its tax products.

KPMG also used opinion letters and insurance policies as selling pointsto try to convince
uncertain buyers to purchase atax product. For example, KPMG tax professionals were instructed to
tell potential buyers that opinion letters provided by KPMG and Sidley Austin Brown & Wood would
protect the buyer from certain IRS pendties, if the IRS were later to invalidate the tax product. In the
case of SC2, KPMG tax professionals were instructed to tell buyers that, “for a small premium,” they
could buy an insurance policy from AlG, Hartford Insurance, or another firm that would reimburse
the buyer for any back taxes or penalties actually assessed by the IRS for using the tax product. These
selling points suggest KPM G was trying to present its tax products as arisk free gambit for its clients.
They also suggest that KPM G was pitching its tax products to persons with limited interest in the
products and who likely would not have used them to avoid paying their taxes, absent urging by
KPMG to do so.

C. Implementing Tax Products

Developing and selling atax product to aclient did not, in many cases, end KPMG's
involvement with the product, since the product often required the purchaser to carry out complex
financial and investment activitiesin order to realize the promised tax benefits. In the four cases
examined by the Subcommittee, KPM G enlisted abevy of other professonals, including lawyers,
bankers, investment advisors and others, to carry out the required transactions. In the case of SC2,
KPMG actively found and convinced various charitable organizations to participate. Charitiestold
the Subcommittee staff that KPMG had contacted the organization “out of the blue,” convinced them
to participate in SC2, facilitated interactions with the SC2 “donors,” and supplied drafts of the
transactional documents.

The Subcommittee investigation found that BLIPS, OPIS, FLIP, and SC2 could not have been
executed without the active and willing participation of the law firms, banks, investment advisory
firms, and charitable organizations that made these products work. In the case of BLIPS, OPIS and
FLIP, law firms and investment advisory firms helped draft complex transactional documents. Major
banks, such as Deutsche Bank, HVB, UBS, and NatWest, provided purported loans for tens of
millions of dollars essential to the orchestrated transactions. Wachovia Bank initially provided client
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referralsto KPMG for FLIP sales, then later began its own efforts to sell FLIP to clients. Two
investment advisory firms, Quellos Group LLC (“Quellos’) and Presidio Advisory Services
(“Presidio”), participated directly in the FLIP, OPIS, or BLIPS transactions, even entering into
partnerships with the clients. Inthe case of SC2, several pension funds agreed to accept corporate
stock donations and sign redemption agreementsto “sell” back the stock to the corporation after a
specified period of time. In dl four cases, Sidley Austin Brown & Wood agreed to provide alegal
opinion letter attesting to the validity of the relevant tax product. Other law firms, such as Sherman
and Sterling, prepared transactional documents and hel ped carry out specific transactions. In return,
each of the professional firms was paid lucrative fees.

In the case of BLIPS, documents and interviews showed that banks and investment advisory
firms knew the BLIPS transactions and “loans’ were structured in an unusual way, had no reasonable
potential for profit, and were designed instead to achieve specific tax amsfor KPMG clients. For
example, the BLIPS transactions required the bank to lend, on a non-recourse basis, tens of millions
of dollars to a shell corporation with few assets and no ongoing business, to give the same shell
corporation an unusual “loan premium” providing additional tens of millions of dollars, and to enter
into interest rate swaps that, in effect, reduced the “loan’s’ above-market interest rate to a much lower
floating market rate.

Documents and interviews also disclosed that the funds “loaned” by the banks were never
really put at risk. The so-called loan proceeds were instead deemed “collateral” for the “loan” itsdf
under an “overcollateralization” provision that required the “borrower” to place 101% of the loan
proceeds on depasit with the bank. Theloan proceeds serving as cash collaeral were then subject to
severe investment regtrictions and closely monitored by the bank. The end result was that only a
small portion of the fundsin each BLIPS transaction were ever placed at risk in true investments.
Moreover, the banks were empowered to unilaterally terminate a BLIPS loan under a variety of
circumstances including, for example, if the cash collateral were to fall below the 101% requirement.
The banks and investment advisory firms knew that the BLIPS loan structure and investment
restrictions made little economic sense apart from the client’ s tax objectives, which consisted
primarily of generating huge paper losses for KPM G clients who then used those losses to offset other
income and shelter it from taxation.

Documents and interviews showed that the same circumstances existed for the FLIP and OPIS
transactions — banks and investment advisory firms financed and participated in structured and tightly
controlled financial transactions and loans primarily designed to generate tax |osses on paper for
clients, while protecting bank assets.

A professional organization that knowingly participates in an abusive tax shelter with no real
economic substance violates the tax code’s prohibition against aiding or abetting tax evasion.® A
related issue is whether and to what extent lawyers, bankers, investment advisors, tax exempt
organizations, and others have an obligation to evaluate the transactions they are asked to carry out
and refrain from participating in potentially abusive or illegal tax shelters. Another issue is whether

1326 U.S.C. 6701.
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professional organizations that participate in these types of transactions qualify as tax shelter
promoters and, if so, are obliged under U.S. law to register the relevant transactions as tax shelters
and maintain client lists.

These issues are particularly pressing for several professional firmsinvolved in the KPMG
transactions that may betax shelter promotersin their own right. For example, Sidley Austin Brown
& Wood is under investigation by the IRS for issuing more than 600 legal opinion letters supporting
13 questionable tax products, including BLIPS, FLIP and OPIS.** Deutsche Bank has sponsored a
Structured Transactions Group that, in 1999, offered an array of tax products to U.S. and European
clients seeking to “executetax driven deals’ or “gain mitigation” strategies™ Internal bank
documents indicate that Deutsche Bank was aggressively marketing its tax products to large U.S.
corporaions and individuals, and planned to close hillions of dollars worth of transactions.’® At least
two of thetax products being pushed by Deutsche Bank, BLIPS and the Customized Adjustable Rate
Debt Facility (CARDS), were later determined by the IRS to be potentially abusive tax shelters.

Another set of issues arising from KPMG’ s enlistment of other professionas to implement its
tax products involves the role played by tax opinion letters. A tax opinion letter, sometimes called a
legal opinion letter when issued by alaw firm, isintended to provide written advice to a client on
whether a particular tax product is permissible under thelaw and, if challenged by the IRS, how likdy
it would be that the challenged product would survive court scrutiny. Traditionally, such opinion
letters were supplied by an independent tax expert with no financial stake in the transaction being
evaluated, and an individudized letter was sent to asingle client. The mass marketing of tax products
to multiple clients, however, has been followed by the mass production of opinion lettersby a
professonal firm that, for each letter sent to aclient, is paid ahandsomefee. The attractive profits
available from such an arrangement have placed new pressure on the independence of the tax opinion
letter provider.

In the four case histories featured in this Report, the Subcommittee investigation uncovered
disturbing evidence related to how tax opinion letters were being developed and used in connection
with KPM G’ stax products. In each of the four case histories, the Subcommittee investigation found
that KPM G had drafted its own prototype tax opinion letter supporting the product and used this
prototype as a template for the letters it actually sent to itsdients. In addition, in all four case
histories, KPMG arranged for an outside law firm to provide a second favorable opinion letter.
Sidley Austin Brown & Wood, for example, issued hundreds of opinion letters supporting BLIPS,

14See “Declaration of Richard E. Bosch,” IRS Revenue Agent, In re John Doe Summons to Sidley A ustin
Brown & Wood (N.D. Ill. 10/16/03).

®Email dated 4/3/02, from Viktoria Antoniades to Brian M cGuire and other Deutsche Bank personnel, “US
GROUP 1 Pres,” DB BLIPS 6329-52, attaching a presentation dated 11/15/99, entitled “ Structured Transactions
Group North America,” at 6336.

1d. at 6345-46.
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FLIP and OPIS." The evidence indicates that KPMG either directed its dientsto Sidley Austin
Brown & Wood to obtain the second opinion letter, or KPMG itself obtained the client’ s opinion
letter from the law firm and delivered it to the client, apparently without the client’ s actually speaking
to any of the lawyers at the firm.

The evidence raises serious questions about the independent status of Sidley Austin Brown &
Wood in issuing the legal opinion letters supporting the KPMG tax products. The evidence indicates,
for example, that KPM G col laborated with the law firm ahead of time to ensure it would supply a
favorable opinion letter. In thecase of BLIPS, KPMG and Sidley Austin Brown & Wood actually
exchanged copies of their drafts, eventually issuing two, allegedly independent opinion letters that
contain numerous, virtually identica paragraphs. Moreover, Sidley Austin Brown & Wood provided
FLIP, OPIS, and BLIPS clients with nearly identical opinion letters that included no individualized
legal advice. In many cases, the law firm apparently issued its |etter without ever speaking with the
client to whom the tax advice was directed. By routinely directing its clientsto Sidley Austin Brown
& Wood to obtain a second opinion letter, KPM G produced a steady stream of income for the law
firm, further undermining its independent status. One document even indicates that Sidley Austin
Brown & Wood was paid afeein every casein which aclient was told during a FLIP sales pitch
about the availability of a second opinion letter from an outside law firm, whether or not the client
actually purchased the letter. Thistype of close, ongoing, and lucrative collaboration raises serious
guestions about the independence of both parties and the value of their opinion lettersin light of the
financial stake that both firms had in the sale of the tax product being andyzed.

A second set of issues related to the tax opinion letters involves the accuracy and reliability of
their factual representations. The tax opinion letters prepared by KPMG and Sidley Austin Brown &
Wood in BLIPS, FLIP, and OPIStypically included a set of factual representations made by the
client, KPMG, the participating investment advisory firm, and the participating bank. These
representations were critical to the accounting firm’s analysis upholding the validity of the tax
product. In all three cases, the Subcommittee investigation discovered that KPMG had itself drafted
the factual representations attributed to other parties. The evidence shows that prior to attributing
factual representations to other professional firmsinvolved in the transactions, KPMG presented draft
statements to the parties beforehand and negotiated the wording. But in the case of the factual
representations attributed to its client, the evidence indicates KPMG did not consult with the client
beforehand and, in some cases, even refused, despite client objections, to alow the client to alter the
KPM G-drafted representations.

Equally disturbing is that some of the key factua representations that KPMG made or
attributed to its clients appear to contain false or misleading statements. For example, KPMG wrote
in the prototype BLIPS opinion letter that the client “ has represented to KPMG ... [that the client]
independently reviewed the economics underlying the [BLIPS] Investment Fund before entering into
the program and believed there was a reasonabl e opportunity to earn a reasonable pre-tax profit from

I n the case of SC2, KPM G also arranged for Bryan Cave to issue a legal opinion supporting the tax
product, butitis unclear whether Bryan Cave ever issued one.
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the transactions.” In fact, it is doubtful that many BLIPS clients “independently reviewed” or
understood the complicated BLIPS transactions or the “economics’ underlying them. In addition,
KPMG knew there was only a remote possibility — not a reasonable possibility — of aclient’s earning
apre-tax profit in BLIPS. Nevertheless, since the existence of areasonable opportunity to earn a
reasonable profit was central to BLIPS' having economic substance and complying with federal tax
law, KPMG included the client representation in its BLIPS tax opinion letter.

D. Avoiding Detection

In addition to the many development, marketing, and implementation problems just described,
the Subcommittee investigation uncovered disturbing evidence of measures taken by KPMG to hide
itstax product activitiesfrom the IRS and the public. Despite its 500 active tax product inventory,
KPMG has never registered, and thereby disclosed to the IRS the existence of, asingle one of its tax
products. KPMG has explained this failure by claiming that it is not atax promoter and does not sl
any tax products that have to be registered under the law. The evidence suggests, however, that
KPMG'sfailure to register may not be attributable to a good faith analysis of the technical merits of
the tax products.

Five years ago, in 1998, a senior KPMG tax professiond advocated in very explicit terms that,
for business reasons, KPM G ought to ignore federal tax shelter requirements and not register the
OPIS tax product with the IRS, even if required by law. In an email sent to several senior colleagues,
this KPMG tax professional explained hisreasoning. Inthat email, he assumed that OPIS qualified
as atax shdter, and then explaned why the firm should not, even in this case, register it with the IRS
asrequired by law. Among other reasons, he observed that the IRS was not vigorously enforcing the
registration requirement, the penalties for noncompliance were much less than the potential profits
from selling the tax product, and “industry norms’ were not to register any tax products at all. The
KPMG tax professional coldly calculated the penalties for noncompliance compared to potential fees
from selling OPIS. “Based upon our analysis of the gpplicable penalty sections, we conclude that the
penaltieswould be no greater than $14,000 per $100,000 in KPMG fees. ... For example, our average
[OPIS] deal would result in KPMG fees of $360,000 with a maximum penalty exposure of only
$31,000.” The senior tax professional also warned that if KPMG were to comply with the tax shelter
registration requirement, this action would place thefirm at such a competitive disadvantagein its
sales that KPMG would “not be able to compete in the tax advantaged products market.” In short, he
urged KPMG to knowingly, purposefully, and willfully violate the federal tax shelter law.

The evidence obtained by the Subcommittee indicates that, over the following five years,
KPMG rejected several internal recommendations by tax professionals to register atax product as a
tax shelter with the IRS. For example, the Subcommittee investigation learned that, on at least two
occasions, the head of KPMG’ s Department of Professional Practice, avery senior tax official, had
recommended that BLIPS and OPIS be registered as tax shelters, only to be overruled each time by
the head of the entire Tax Services Practice. Ingead of registering tax products with the IRS, KPMG
instead apparently devoted resources to devising rationales for not registering them. For example, a
fiscal year 2002 draft business plan for a KPMG tax group described two tax products that were
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under development, but not yet approved, in part due to tax shelter registration issues. With respect
to the first product, POPS, the business plan stated: “We have completed the solution’ s technical
review and have dmost findized the rationalefor not registering POPS as atax shelter.” With
respect to the second product, described as a“ conversion transaction ... that halves the taxpayer’s
effective tax rate by effectively converting ordinary income to long term capital gain,” the business
plan states: “The most significant open issue is tax shelter registration and the impact registration
will have on the solution.”

KPMG'’s concealment efforts did not stop with its years-long refusal to register any tax shelter
with the IRS. KPMG also appears to have used improper reporting techniques on client tax returnsto
minimize the return information that could alert the IRS to the existence of itstax products. For
example, inthe case of OPIS and BLIPS, some KPMG tax professionals advised their clientsto
participate in the transactions through “grantor trusts’ and then file tax returns in which all of the
capital gains and losses from the transactions were “ netted” at the grantor trust levd, instead of each
gain or loss being reported individually on the return. The intended result was that only asingle,
small net capital gain or loss would appear on the client’ s personal income tax return.

A key KPMG tax expert objected to this netting goproach when it was first suggested within
the firm in 1998, writing to his colleagues in one email: “When you put the OPI S transaction
together with this ‘stealth’ reporting approach, thewhole thing stinks.” He wrote in a separate email:
“You should all know that | do not agree with the conclusion ... that capital gains can be netted at the
trust level. | believe we are filing misleading, and perhaps fa se, returns by taking this reporting
position.” Despite these strongly worded emails from the KPM G tax professional with authority over
thistax return issue, several KPM G tax professionals apparently went ahead and prepared client tax
returns using grantor trust netting. In September 2000, in the same notice that declared BLIPS to be a
potentidly abusive tax shelter, the IRS explicitly warned againg grantor trust netting: “In addition to
other penalties, any person who willfully conceds the amount of capital gains and lossesin this
manner, or who willfully counsels or advises such concealment, may be guilty of acriminal offense.”
In response, KPM G apparently contacted some BLIPS clients and advised them to re-file their
returns.

KPMG used avariety of tax return reporting techniques in addition to grantor trust netting to
avoid detection of its activities by the IRS. In addition, in the four cases examined by the
Subcommittee, KPMG required some potential purchasers of the tax products to sign “nondisclosure
agreements’ and severely limited the paperwork used to explain the tax products. Client
presentations were done on chalkboards or erasable whiteboards, and written materials were retrieved
from clients before leaving a mesting. Another measure taken by senior KPMG tax professionals was
to counsd staff not to keep certain revealing documentation in their files or to dean out their files,
again, to limit detection of firm activity. Still another tactic discussed in severa KPMG documents
was explicitly using attorney-client or other legal privileges to limit disclosure of KPMG documents.
For example, one handwritten document by a KPM G tax professional discussing OPIS issues states
under the heading, “Brown & Wood”: “Privilege B& W can play abig role at providing protectionin
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thisarea.” None of these actions to conced its activities seems consistent with what should be the
practices of aleading public accounting firm.

E. Disregarding Professional Ethics

In addition to all the other problems identified in the Subcommittee investigation, troubling
evidence emerged regarding how KPMG handled certain professional ethics issues, including issues
related to fees and auditor independence. The fees charged to KPMG clients raise several concerns.
Some appear to be “ contingency fees,” meaning fees which are paid only if a client obtains specified
results from the services offered, such as achieving specified tax savings. More than 20 states
prohibit the payment of contingency fees to accountants, and SEC, AICPA, and other rules constran
their usein variousways. Internal KPMG documents suggest that, in at least some cases, KPMG
deliberately manipulated the way it handled certain tax products to circumvent contingency fee
prohibitions. A document discussing OPIS fees, for instance, identifies the states that prohibit
contingency fees and, then, rather than prohibit OPIS transactions in those states or require an
alternative fee structure, directs KPM G tax professionals to make sure the OPI S engagement letter is
signed, the engagement is managed, and the bulk of servicesis performed “in ajurisdiction that does
not prohibit contingency fees.”

In the case of BLIPS, clients were charged a single fee equal to 7% of the “tax losses’ to be
generated by the BLIPS transactions. The client fee was typically paid to Presidio, ainvestment
advisory firm, which then gpportioned the fee amount among various firms according to certain
factors. The feerecipientstypically included KPMG, Presidio, a participating bank, and Sidley
Austin Brown & Wood. This fee splitting arrangement may violate restrictions on contingency fees,
client referrd fees, and fees paid jointly to lawyers and non-lawyers.

KPMG'’stax products dso raise auditor independence issues. Three of the banksinvolved in
BLIPS, FLIP, and OPIS (Deutsche Bank, HVB, and Wachovia Bank), employ KPMG to audit their
financial statements. SEC rules state that auditor independence isimpaired when an auditor has a
direct or material indirect business relationship with an audit dient. KPMG apparently attempted to
address the auditor independence issue by giving its clients a choice of banksto usein the
transactions, including at least one bank that was not a KPMG audit client. It is unclear, however,
whether individuals actually could choose what bank to use. Moreover, it is unclear how providing
clients with a choice of banks aleviated KPMG's conflict of interest, sinceit still had a direct or
material, indirect business relationship with a bank whose financial statements were certified by
KPMG auditors.

A second set of auditor independence issues involves KPM G’ s decision to market tax
products to its own audit clients. By engaging in this marketing tactic, KPMG not only took
advantage of its auditor-client relationship, but also created a conflict of interest in those cases where
it successfully sold atax product to an audit client. The conflict of interest arises when the KPMG
auditor reviewing the client’ s financial statementsis required, as part of that review, to examine the
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client’stax return and its use of unusud tax strategies. In such situations, KPMG is, in effect,
auditing its own work.

A third set of professional ethicsissues involves conflict of interest concerns related to the
legal representation of clients who, after purchasing atax product from KPMG, have come under IRS
scrutiny. The issues include whether KPMG should be referring these clients to alaw firm that
represents KPM G itself on unrelated matters, and whether alaw firm that has alongstanding, close,
and ongoing relationship with KPMG, representing it on unrelated matters, should also represent
KPMG clients. While KPMG and the client have an immediate joint interest in defending the tax
product that KPMG sold and the client purchased, their interests could quickly diverge if the suspect
tax product isfound to bein violation of federal tax law. This divergence in interests has been
demonstrated repeatedly since 2002, as growing numbers of KPMG clients have filed suit against
KPMG seeking arefund of past fees they paid to the firm and additional damages for KPMG’s selling
them an illegal tax shelter.

The following pages provide more detailed information about these and other problems
uncovered during the Subcommittee investigation into the role of professional firmsin the tax shelter
industry.

The tax products featured in this Report were devel oped, marketed, and executed by highly
skilled professionals in the fields of accounting, law, and finance. Higorically, such professionals
have been distinguished by their obligation to meet a higher standard of conduct in business than
ordinary occupations. When it came to decisions by these professionals on whether to approve a
guestionable tax product, employ telemarketers to sell tax services, or omit required information from
atax return, one might have expected a thoughtful discussion or andysis of the firm’s fiduciary
duties, its ethical and professional obligations, or what should be done to protect the firm’s good
name. Unfortunately, evidence of those thoughtful discussions was virtually non-existent and
considerations of professionalism seem to have had little, if any, effect on KPM G’ s mass marketing
of itstax products.

IV. Recommendations

Based upon its investigation to date and the above findings, the Subcommittee Minority staff
recommends that the Subcommittee make the following policy recommendations.

(1) Congress should enact legislation to increase penalties on promoters of potentially abusive
and illegal tax shelters, clarify and strengthen the economic substance doctrine, and bar
auditorsfrom providing tax shelter servicesto their audit clients.

(2) Congress should increase funding of IRS enforcement efforts to stop potentially abusive
and illegal tax shelters, and the IRS should dramaticaly increase its enforcement efforts
against tax shelter promoters.
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(3) The RS and PCAOB should conduct ajoint review of tax shelter activities by accounting
firms, and take stepsto clarify and strengthen federal and private sector procedures and
prohibitions to prevent accounting firms from aiding or abetting tax evasion, promoting
potentially abusive or illegal tax shelters, or engaging in related unethical or illegal
conduct. The PCAOB should consider banning public accounting firms from providing
tax shelter services to their audit clients and others.

(4) The IRS and federd bank regulators should conduct ajoint review of tax shelter activities
at major banks, and clarify and strengthen bank procedures and prohibitions to prevent
banks from aiding or abetting tax evasion, promoting potentially abusive or illegal tax
shelters, or engaging in related unethical or illegal conduct.

(5) The U.S. Department of Justice and IRS should conduct ajoint review of tax shelter
activities at major law firms, and take stepsto clarify and strengthen federd and private
sector rulesto prevent law firms from aiding or abetting tax evasion, promoting potentially
abusive or illegal tax shelters, or engaging in related unethical or illegal conduct. The
U.S. Treasury Department should clarify and strengthen professional standards of conduct
and opinion letter requirements in Circular 230 and explicitly addresstax shelter issues.

(6) Federal and private sector regulators should clarify and strengthen federd and private
sector rulesrelated to opinion letters advising on tax products, including setting standards
for lettersrelated to mass marketed tax products, requiring fair and accurate factual
representations, and barring collaboration between a tax product promoter and afirm
preparing an allegedly independent opinion letter.

(7) The American Institute of Certified Public Accountants (AICPA), American Bar
Association, and American Bankers Associaion should establish standards of conduct and
procedures to prevent members of their professions from aiding or abetting tax evasion,
promoting abusive or illegal tax shelters, or engaging in related unethical or illegal
conduct, including by requiring a due diligence review of any tax-related transaction in
which amember is asked to participate. Tax exempt organizations should adopt similar
standards of conduct and procedures.

(8) The AICPA, American Bar Association, and American Bankers Association should
strengthen professional standards of conduct and ethics requirements to stop the
development and mass marketing of tax products designed to reduce or eliminate aclient’s
tax liability, and should prohibit their members from using aggressive sales tacticsto
market tax products, including by prohibiting use of cold calls and telemarketing, explicit
revenue goals, and fees contingent on projected tax savings.

(9) The AICPA and American Bar Association should strengthen professional standards of
conduct and ethics requirements to prohibit the issuance of an opinion letter on atax
product when the independence of the author has been compromised by providing
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accounting, legal, design, sales, or implementation assistance related to the product, by
having afinancial stake in the tax product, or by having a financial stakein arelated or
similar tax product.

V. Overview of U.S. Tax Shelter Industry

A. Summary of Current Law on Tax Shelters

The definition of an abusivetax shelter has changed and expanded over timeto encompass a
wide variety of illegal or potentially illegal tax evasion schemes. Existing legal definitions are
complex and appear in multiple sections of the tax code.’® These tax shelter definitions refer to
transactions, partnerships, entities, investments, plans, or arrangements which have been devised, in
whole or significant part, to enable taxpayers to eliminate or understate their tax liability. The
General Accounting Office (GAO) recently summarized these definitions by describing “abusive
shelters’ as“very complicated transactions promoted to corporations and wealthy individuas to
exploit tax loopholes and provide large, unintended tax benefits.”*°

Over the past ten years, Federa statutes and regulations prohibiting illegal tax shelters have
undergone repeated revision to darify and strengthen them. Today, key tax code provisions not only
prohibit tax evasion by taxpayers, but dso penalize persons who knowingly organize or promote
illegal tax shelters® or who knowingly aid or abet the filing of tax return information that understates
ataxpayer’s tax liability.? Additiona tax code provisions now require taxpayers and promotersto
discloseto the IRS information about certain potentidly illegal tax shelters.??

Recently, the IRS issued regulations to clarify and strengthen the law’ s definition of atax
shelter promoter and the law’ s requirements for tax shelter disclosure.® For example, these

B3ee, e.g., 26 U.S.C. §§ 461(i)(3)(defining tax shelter for certain tax accounting rules); 6111(a), (c) and
(d)(defining tax shelter for certain registration and disclosure requirements); and 6662(d)(2)(C)(iii)(defining tax
shelter for application of understatement penalty).

1% Challenges Remain in Combating Abusive Tax Shelters,” testimony by Michael Brostek, Director, Tax
Issues, GAO, before the U.S. Senate Finance Committee, No. GAO-04-104T (October 21, 2003)(herei nafter “GAO
Testimony”) at 1.

%026 U.S.C. § 6700.

%126 U.S.C. § 6701.

Zgee, e.g., 26 U.S.C. §8§ 6011 (taxpayer must disclose reportable transactions); 6111 (organizers and
promoters must register potentially illegal tax shelters with IRS), 6112 (promoters must maintain lists of clients who

purchase potentially illegal tax shelters and, upon request, disclose such client lists to the IRS).

Zgee, e.g., Treas. Reg. Sec. 301.6112-1 and Sec. 1.6011-4, which took effect on 2/28/03.
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regulations now make it clear that tax shelter promotersinclude “persons principally responsible for
organizing atax shelter aswell as persons who participate in the organization, management or sale of
atax shelter” and any person who is a“material advisor” on atax shelter transaction.? Disclosure
obligations, which apply to both taxpayers and tax shelter promoters, require disclosure to the IRS,
under certain circumstances, of information related to six categories of potentially illegal tax shelter
transactions. Among others, these disclosures include any transaction that is the same or similar to a
“listed transaction,” which is atransaction that the IRS has formally determined, through regulation,
notice, or other published guidance, “as having a potential for tax avoidance or evasion” and is
subject to the law’s registration and client list maintenance requirements.?® The IRS has stated in
court that it “considers a‘listed transaction” and all substantially similar transactions to have been
structured for a significant tax avoidance purpose’ and refers to them as “ potentially abusive tax
shelters.”?® The IRS has also stated in court that “the IRS has concluded that taxpayers who engaged
in such [listed] transactions have failed or may fail to comply with the internal revenue laws.”? As of
October 2003, the IRS had published 27 listed transactions.

In addition to the statutory and regulatory requirements and prohibitions, federal courts have
developed over the years a number of common law doctrines to identify and invalidate illegal tax

ZPpetition dated 10/14/03, “United States' Ex Parte Petition for Leave to Serve IRS ‘John Doe’ Summons
on Sidley Austin Brown & Wood,” (D.N.D. Ill.), a 1 8.

|d. at 1 11. See also “Background and Present Law Relating to Tax Shelters,” Joint Committee on
Taxation (JCX-19-02), 3/19/02 (hereinafter “Joint Committee on T axation report”), at 33; GAO Testimony at 7.
The other five categories of transactions subject to disclosure are transactions offered under conditions of
confidentiality; including contractual protections to the “investor”; resulting in specific amounts of tax losses;
generating a tax benefit when the underlying asset is held only briefly; or generating differences between financial
accounts and tax accounts greater than $10 million. GAQO Testimony at 7.

%petition dated 10/14/03, “United States' Ex Parte Petition for Leave to Serve IRS ‘John Doe’ Summons
on Sidley Austin Brown & Wood,” (D.N.D. Ill.), a §111-12.

ZPetition dated 10/14/03, “United States' Ex Parte Petition for Leave to Serve IRS ‘ John Doe’ Summons
on Sidley Austin Brown & Wood,” (D.N.D. Ill.), at 7 16.
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shelters, including the economic substance,?® business purpose,” substance-over-form,® step
transaction,® and sham transaction® doctrines. A study by the Joint Committee on Taxation
concludes that “[t]hese doctrines are not entirdy distinguishable” and have been applied by courtsin
inconsistent ways.*

Bipartisan legislation to clarify and strengthen the economic substance and business purpose
doctrines, as well as other aspects of federal tax shdter law, has been devel oped by the Senate
Finance Committee. This legislation has been twice approved by the Senate during the 108"
Congress, but has yet to become law.*

B. U.S. Tax Shelter Industry and Professional Organizations

Finding: The sale of potentially abusive and illegal tax shelters has become a lucrative
business in the United States, and some professional firms such as accounting firms,
banks, investment advisory firms, and law firms are major participants in the mass
marketing of generic “tax products” to multiple clients.

83eg, e.g., Gregory v. Helvering, 293 U.S. 465 (1935); ACM Partnership v. Commissioner, 157 F.3d 231
(3d Cir. 1998), cert. denied 526 U.S. 1017 (1999); Bail Bonds by Marvin Nelson, Inc. v. Commissioner, 820 F.2d
1543, 1549 (9" Cir. 1987)(“The economic substance factor involves a broader examination of ... whether from an
objective standpoint the transaction was likely to produce economic benefits aside from a tax deduction.”).

®See, e.g., Gregory v. Helvering, 293 U.S. 465 (1935); Commissioner v. Transport Trading & Terminal
Corp., 176 F.2d 570, 572 (2™ Cir. 1949), cert. denied 339 U.S. 916 (1949)(Judge L earned Hand)(“The doctrine of
Gregory v. Helvering ... means that in construing words of a tax statute which describe commercial or industrial
transactions we are to understand them to refer to transactions entered upon for commercial or industrial purposes
and not to include transactions entered upon for no other motive but to escape taxation.”)

NSee, e.g., Weiss v. Stearn, 265 U.S. 242, 254 (1924) (“Questions of taxation must be determined by
viewing what was actually done, rather than the declared purpose of the participants; and when applying the
provisions of the Sixteenth Amendment and income laws ... we must regard matters of substance and not mere
form.”)

%See, e.g., Commissioner v. Court Holding Co., 324 U.S. 331, 334 (1945) (“The transaction must be
viewed as a whole, and each step, from the commencement of negotiations to the consummation of the sale, is
relevant. A sale by one person cannot be transformed for tax purposes into a sale by another using the latter as a
conduit through which to pass title.”); Palmer v. Commissioner, 62 T.C. 684, 692 (1974).

$25eg, e.g., Gregory v. Helvering, 293 U.S. 465 (1935); Rice's Toyota World v. Commissioner, 752 F.2d
89, 91-92 (4'" Cir. 1985); United Parcel Service of America, Inc. v. Commissioner, 78 T.C.M. 262 at n. 29 (1999),
rev’'d 254 F.3d 1014 (11" Cir. 2001)(“Courts have recognized two basic types of sham transactions. Shams in fact
are transactions that never occur. In such shams, taxpayers claim deductions for transactions that have been created
on paper but which never took place. Shams in substance are transactions that actually occurred but which lack the
substance their form represents.”).

%Joint Committee on T axation report at 7.

¥See, e.g., S. 476, the CARE Act of 2003 (108" Congress, first session), section 701 et seq.
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Illegal tax shelters sold to corporations and wealthy individuals drain the U.S. Treasury of
billions of dollarsin lost tax revenues each year. According to GAO, arecent IRS consultant
estimated that for the six year period, 1993-1999, the IRS lost on average between $11 and $15
billion each year from abusivetax shelters.®® In actual cases closed between October 1, 2001, and
May 6, 2003, involving just 42 large corporations, GAO reports that the IRS proposed abusive
shelter-related adjustments for tax years,1992 to 2000, totaling more than $10.5 hillion.** GAO
reports that an IRS database tracking unresolved, abusive tax shelter cases over anumber of years
estimates potential tax losses of about $33 billion from listed transactions and another $52 billion
from nonlisted abusive transactions, for a combined total of $85 billion.*

GAO has also reported that IRS data provided in October 2003, identified about 6400
individuals and corporations that had bought abusive tax shelters and other abusive tax planning
products, as well as almost 300 firms that appear to have promoted them.*® According to GAO, as of
June 2003, the IRS had approved investigations of 98 tax shelter promoters, including some directed
at accounting or law firms*

IRS Commissioner Mark Everson testified at arecent Senate Finance Committee hearing that:
“A significant priority in the Service' s efforts to curb abusive transactions is our focus on
promoters.”* He stated, “The IRS has focused its attention in the area of tax shelters on accounting
and law firms, among others. The IRS has focused on these firms because it believes that, in the
instances in which the IRS has acted, these firms were acting as promoters of tax shelters, and not
simply astax or legal advisers.”

Mr. Everson also described the latest generation of abusive tax shelters as complex, difficult-
to-detect transactions developed by extremely sophisticated people:

“The latest generation of abusive tax transactions has been facilitated by the growth of
financial products and structures whose own complexity and non-transparency have provided
additional toolsto allow those willing to design transactions intended to generate unwarranted
tax benefits....[A]busive transactions that are used by corporations and individual s present
formidable administrative challenges. The transactions themselves can be creative, complex

®GAO Testimony at 12.
*®1d. at 11.
¥1d. at 10.
% d. at 11.
*1d. at 16.

4‘)Tes'[imony of Mark Everson, IRS Commissioner, before the Senate Committee on Finance, “ Tax Shelters:
Who’s Buying, Who's Selling and What' s the Government Doing About 1t?” (10/21/03), at 7.
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and difficult to detect. Ther creators are often extremely sophisticated, as ae many of their
users, who are often financially prepared and motivated to contest the Service's chdlenges.”*

The Commissioner stated that due to the “growth in the volume of abusive transactions’ and
“adisturbing decline in corporate conduct and governance,” among other factors, the IRS has
enhanced its response to abusive transactions in general, and abusive tax sheltersin particular.*? He
said that the Office of Tax Shelter Analysis (OTSA), first established in February 2000 within the
Large and Mid-Size Business Division, is continuing to lead IRS tax shelter efforts. He stated that,
“OTSA plans, centralizes and coordinates LM SB’ s tax shelter operations and collects, analyzes, and
distributes within the IRS information about potentially abusive tax shelter activity.”* Mr. Everson
described a number of ongoing IRS tax shelter initiatives including efforts to increase enforcement
resources, conduct promoter audits, enforce IRS document requests against accounting and law firms,
implement global settlements for persons who used certain illegal tax shelters, develop proposed
regulations to improve tax opinion letters and ethics rules for tax professionals appearing before the
IRS, and issue additional noticesto identify illegal tax shelters.

The Commissioner warned:

“[A]busive transactions can and will continue to pose athreat to the integrity of our tax
administration system. We cannot afford to tolerate those who willfully promote or
participate in abusive transactions. The stakes are too high and the effects of an insufficient
response are too corrosive.”*

Professional organizationslike accounting firms, banks, investment advisers, and law firms
are now key participants in the tax shelter industry. These firms specialize in producing tax shelters
that utilize complex structured finance transactions, multi-million dollar loans, novel tax code
interpretations, and expensive professional services requiring highly skilled professionals. These
firms routinely enlist assstance from other respected professiona firms and financial institutions to
provide the accounting, investment, financing or legal services needed for the tax shelters to work.

During the past ten years, professional firms active in the tax shelter industry have expanded
their role, moving from selling individualized tax shelters to specific clients, to developing generic
tax products and mass marketing them to existing and potential clients. No longer content with
responding to client inquiries, these firms are employing the same tactics employed by disreputable,
tax shelter hucksters: churning out a continuing supply of new and abusive tax products, marketing

“d. at 2.
“2d. at 3.
“d. at 8.

“1d. at 16.
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them with hard sell techniques and telemarketer cold cdls; and taking deliberate measures to hide
their activities from the IRS.

VI. Four KPMG Case Histories

A. KPMG In General

KPMG International is one of the largest public accounting firmsin the world, with over 700
officesin 152 countries.” In 2002, it employed over 100,000 people and had worl dwide revenues of
$10.7 billion. KPMG International is organized as a Swiss “non-operating association,” functions as
afederation of partnerships around the globe, and maintains its headquarters in Amsterdam.

KPMG LLP (hereinafter “KPMG”) isaU.S. limited liability partnership and a member of
KPMG International. KPMG isthe third largest accounting firm in the United States, and generates
more than $4 billion in annual revenues. KPMG was formed in 1987, from the merger of two long-
standing accounting firms, Peat Marwick and Klynveld Main Goerdeler, along with their individual
member firms. KPMG maintains its headquarters in New Y ork and numerous offices in the United
States and other countries. KPMG is run by a*“Management Committee” made up of 15 individuals
drawn from the firm’ s senior management and major divisions.”* KPMG'’s Chairman and CEQ is
Eugene O’'Kelly, who joined KPMG in 1972, became partner in 1982, and was appointed Chairman
in 2002. KPMG’s Deputy Chairman is Jeffery M. Stein, who was a so appointed in 2002. From

*The general information about KPM G is drawn from KPMG documents produced in connection with the
Subcommittee investigation; Internet websites maintained by KPM G LLP and KPM G International; and a legal
complaint filed by the U.S. Securities and Exchange Commission (SEC) in SEC v. KPMG LLP, Civil Action No. 03-
CV-0671 (D. S.D.N.Y .)(Jan. 29, 2003), alleging fraudulent conduct by KPM G and certain KPM G audit partnersin
connection with audits of certain Xerox Corporation financial statements.

“The 15 Management Committee members are the Chairman, Deputy Chairman, Chief Financial Officer,
General Counsel, head of the Department of Professional Practice, head of the Department of M arketing and
Communications, head of the Department of Human Resources, the two most senior officias in the Tax Services
Practice, the two most senior officials in the Assurance Practice, and the most senior official in each of four industry-
related “lines of business,” such as telecommunications and energy. Subcommittee interview of Jeffrey Stein
(10/31/03).
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2000 until 2002, Mr. Stein was the Vice Chairman for Tax heading KPMG's Tax Services Practice,
and prior to that he served as head of operations, or second in command, of the Tax Services Practice.

KPMG's Tax Services Practiceisamajor divison of KPMG. It providestax compliance, tax
planning, and tax return preparation services. The Tax Services Practice employs more than 10,300
tax professionals and generates gpproximatey $1.2 billion in annual revenues for thefirm. These
revenues have been increasing rapidly in recent years, including a 45% cumulative increase over four
years, from 1998 to 2001.*” The Tax Services Prectice is headquartered in New Y ork, has 122 U.S.
offices, and maintains additional offices around theworld. The current head of the Tax Serviceis
Vice Chairman for Tax, Richard Smith.

The Tax Services Practice has over two dozen subdivisions, offices, “ practices’ or “groups’
which over the years have changed missons and personnel. Many have played key rolesin
developing, marketing, or implementing KPMG’ s generic tax products, including the four products
featured in this Report. One key group is the Washington National Tax Practice (WNT) which
provides technical tax expertise to the entire KPMG firm. A WNT subgroup, The Tax Innovation
Center, leads KPM G’ s efforts to devel op new generic tax products. Another key group isthe
Department of Professional Practice (DPP) for Tax, which, among other tasks, reviews and approves
all new KPMG tax products for sale to clients. KPMG's Federal Tax Practice addresses federal tax
compliance and planning issues. KPMG’s Persona Financid Planning (PFP) Practice focuses on
selling “tax-advantaged” products to high net worth individuals and large corporations.” Through a
subdivision known as the Capital Transaction Services (CaTS) practice, later renamed the Innovative
Strategies (1S) practice, PFP led KPMG'seffortson FLIP, OPIS, and BLIPS.* KPMG's Stratecon
Practice, which focuses on “business based” tax planning and tax products, led the firm’s efforts on
SC2. Innovative Strategies and Stratecon were disbanded in 2002, and their tax professionals
assigned to other groups®

Several senior KPM G tax professionals interviewed by the Subcommittee staff, when asked to
describe KPM G’s overal approach to tax services, indicated that the firm made a significant change
in direction in the late 1990s, when it made a formal decision to begin devoting substantial resources

YInternal KPM G presentation dated 7/19/01, by Rick Rosenthal and M arsha Peters, entitled “Innovative
Tax Solutions.” A chartincluded in this presentation tracksincreases in the Tax Service’s gross revenues from 1998
until 2001, showing a cumulative increase of more than 45% over the four-year period, from 1998 gross revenues of
$830 million to 2001 gross revenues of $1.24 billion.

“Minutes dated 11/30/00, Monetization Solutions Task Force Teleconference, Bates KPMG 0050624-29,
at 50625.

“Document dated 5/18/01, “PFP Practice Reorganization Innovative Strategies Business Plan — DRAFT,”
Bates KPM G 0050620-23, at 1.

stratecon appears to have been very active until its dissolution. See, e.g., email dated 4/8/02, from Larry
M anth to multiple KPM G tax professionals, on “ Stratecon Final Results for M arch 2002,” depicting Stratecon’s
M arch 2002 revenues and operating expenses.
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to developing and marketing tax products that could be sold to multiple clients. The Subcommittee
staff was told that KPMG made this decision, in part, due to the success other accounting firms were
experiencing in selling tax products; in part, due to the large revenues earned by the firm from selling
aparticular tax product to banks;*! and, in part, due to new tax leadership that was enthusiastic about
increasing tax product sales. Among other actions to carry out this decision, the firm established the
Tax Innovation Center which was dedicated to generating new generic tax products. One senior
KPMG tax professiond told the Subcommittee staff that some KPMG partners considered it
“important” for the firm to become an industry leader in producing generic tax products. He said that,
of the many new products KPM G devel oped, some were “relatively plain vanilla,” while others were
“aggressive.” He sad that thefirm’'s palicy was to offer only tax products which met a“morelikely
than not” standard, meaning the product had a greater than 50 percent probability of withstanding a
challenge by the IRS, and that KPM G deliberately chose a higher standard than required by the
AICPA, which permits firms to offer tax products with a*“realistic possibility of success,” or aone-in-
three chance of withstanding an IRS challenge.*

In recent years, KPMG has become the subject of IRS, SEC, and state investigations and
enforcement actions in the areas of tax, accounting fraud, and auditor independence.®® These
enforcement actions include ongoing litigation by the IRS to enforce tax shelter related document
requests and atax promoter audit of the firm; SEC, California, and New Y ork investigationsinto a
potentially abusive tax shelter involving at least 10 banks that are allegedly using sham mutual funds
established on KPMG's advice; SEC and Missouri investigations or enforcement actions relaed to
alleged KPMG involvement in accounting fraud at Xerox Corporation or General American Mutual
Holding Co.; and auditor independence concerns leading to an SEC censure of KPMG for investing
in AIM mutual funds while AIM was an audit client, and to an ongoing SEC investigation of tax
product client referrals from Wachovia Bank to KPMG while Wachoviawasa KPM G audit client. In
addition, a number of taxpayers have filed suit against KPMG for alegedly selling them an illegal tax
shelter or improperly involving them in work on illegal tax shelters.

B. KPMG?’s Tax Shelter Activities

Finding: Although KPMG denies being a tax shelter promoter, the evidence establishes
that KPMG has devoted substantial resources to, and obtained significant fees from,
developing, marketing, and implementing potentially abusive and illegal tax shelters
that U.S. taxpayers might otherwise have been unable, unlikely or unwilling to employ,
costing the Treasury billions of dollars in lost tax revenues.

SIFor information about this tax product, see Appendix C, “Sham Mutual Fund Investigation.”

2K PM G’s policy isincluded in the KPM G Tax Services Manual - U.S., May 2002, K PM G Accounting &
Reporting Publication, (hereinafter “KPM G Tax Services Manua”), § 24.5.2, at 24-3.

Brief summaries of these matters are included in Appendix C.
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KPMG has repeatedly denied being atax shelter promoter. KPMG has denied it in court
when opposing IRS document requests for information related to tax shelters,> and denied it in
response to Subcommittee questions. KPMG has never registered any tax product with the IRS as a
potentially abusive tax shelter.

KPMG does not refer to any of itstax products as “tax shelters” and objects to using that term
to describeits tax products. Instead, KPMG refersto itstax products as “tax solutions’ or “tax
strategies.” The KPMG Tax Services Manual defines a“tax solution” as“atax planning idea,
structure, or service that potentidly is applicable to more than one dient situation and that is
reasonable to believe will be the subject of leveraged deployment,” meaning sdes to multiple
clients>

In response to a Subcommittee inquiry, KPMG provided the Subcommittee with alist of over
500 “ active tax products’ designed to be offered to multiple clients for afee.®® When the
Subcommittee asked KPMG to identify the ten tax products that produced the most revenue for the
firmin 2000, 2001, and 2002, KPMG denied having the ability to reliably track revenues associated
with individual tax products and thus to identify with certainty its top revenue producers.>’ To
respond to the Subcommittee’ s request, KPM G indicated that it had “undertaken a good faith,
reasonabl e effort to estimate the tax strategies that were likely among those generating the most
revenues in the years requested.”*® KPMG identified atotal of 19 tax products that were top revenue-
producers for the firm over the three year period.

The Subcommittee staff’ s preliminary review of these 19 top revenue-producing tax products
determined that six, OPIS, BLIPS, 401(k)ACCEL, CARDS, CLAS, and CAMPUS, are ether within
the scope of “listed transactions’ already determined by the IRS to be potentially abusive tax shelters
or within the scope of IRS document requests in an ongoing IRS review of KPM G’ s tax shelter

%See United Statesv. KPMG, Case No. 1: 02M S00295 (D.D.C. 9/6/02), “Answer to Petition to Enforce
Internal Revenue Summonses,” at Y1 (“KPM G asserts that it is not a tax shelter organizer, but a professional firm
whose tax professionals provide advice and counseling on a one-on-one basis to clients and prospective clients
concerning the clients’ tax situations.”)

*®KPM G Tax Services Manual, §24.1.1, at 24-1.
%Untitled document, produced by KPM G on 2/10/03, Bates K PM G 0000009-91.

%"See chart entitled, "Good Faith Estimate of Top Revenue-Generating Strategies," attached to letter dated
8/8/03, from KPM G’s legal counsel to the Subcommittee, Bates KPM G 0001801 ("Because each tax strategy is
tailored to a client's particular circumstances, the firm does not maintain any systematic, reliable method of recording
revenues by tax product on a national basis, and therefore is unable to provide any definitive list or quantification of
revenues for a 'top ten tax products' as requested by the Subcommittee.").

8 d.
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activities.®® The Subcommittee determined that many, if not all, of the 19 tax products were designed
to reduce the tax liability of corporations or individuals, and employed features such as structured
transactions, complex accounting methods, and novel tax law interpretations, often found in illega
tax shelters. The Subcommittee staff briefly reviewed a number of other KPMG tax products as
well® and found that they, too, carried indicia of a potentially abusive tax shelter.

KPMG insststhat al of itstax products are theresult of legitimate tax planning services. In
legal pleadings seeking KPMG documents, however, the IRS has stated that anumber of KPMG' s tax
products appear to be “tax shelters’ and requested related documentation to determine whether the
firm is complying with federal tax shelter laws.® The IRS specifically identified as “tax shelters”
FLIP, OPIS, BLIPS, TRACT, IDV, 401(k) ACCEL, Contested Liabilities, Economic Liability
Transfer, CLAS, CAMPUS, MIDCO, certain “Tax Treaty” transactions, PICO, and FOCUS.* The
IRS also alleged that, according to information from a confidential source, “KPMG continues to hide
from the IRS information about tax sheltersit is now developing and marketing” and “KPMG
continues to develop and aggressively market dozens of possibly abusive tax shelters.”®

The Subcommittee staff selected three of KPMG’s 19 top revenue producing tax products for
more intensive study, OPIS, BLIPS and SC2, as well as an earlier tax product, FLIP, which KPMG
had stopped selling after 1999, but which was the precursor to OPIS and BLIPS, and the subject of
law suits filed in 2002 and 2003, by persons claiming KPMG had sold them an illegal tax shelter. All
four of these tax products were explicitly designed to reduce or eliminate the tax liability of
corporéions or individuals. Three, FLIP, OPIS and BLIPS, have already been determined by the IRS
to beillegal or potentialy abusive tax shelters, and the IRS has penalized taxpayers for using them.

A number of these taxpayers have, in turn, sued KPMG for sellingthemillegal tax shelters.® Itis
these four products that are featured in this Report.

%Compare 19 tax products listed in the chart produced by KPM G on 8/8/03, Bates KPM G 0001801, to the
tax productsidentified in United Statesv. KPMG, Case No. 1: 02M S00295 (D.D.C. 7/9/02), “Petition to Enforce
Internal Revenue Service Summonses.”

T hese tax products included OTHELL O, TEMPEST, RIPSS, AND California REIT.

1y nited Statesv. KPMG, Case No. 1: 02M S00295 (D.D.C. 7/9/02), “ Petition to Enforce Internal Revenue
Service Summonses.”

21d.

8ynited Statesv. KPMG, Case No. 1: 02M S00295 (D.D.C. 7/9/02), “Declaration of Michael A. Halpert,”
Internal Revenue Agent, at 138.

®See, e.g., Jacoboni v. KPMG, Case No. 6:02-CV-510 (M.D. Fla. 4/29/02)(OPIS); Swartz v. KPMG, Case
No. C03-1252 (W.D. Wash. 6/6/03)(BL IPS); Thorpev. KPMG, Case No. 5-030CV-68 (E.D.N.C.
1/27/03)(FLIP/OPIS). In addition, a KPM G tax professional has sued KPM G for defamation in "retaliation for the
Plaintiff's refusal to endorse or participate in [KPM G's] illegal activitiesand for his cooperation with government
investigators." Hamersley v. KPMG, Case No. BC297905 (L os Angeles Superior Court 6/23/03).
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The dispute over whether KPMG sells benign “tax solutions” or illegal “tax shelters’ ismore
than alinguistic difference; it goes to the heart of whether respected institutions like this one have
crossed the line of acceptable conduct. Shedding light is amemorandum prepared fiveyears ago, in
1998, by a KPMG tax professional advising the firm not to register what wasthen a new tax product,
OPIS, as a“tax shelter” with the IRS.®> Hereis the advice this tax professional gave to the second
most senior Tax Services Practice official at KPMG:

“For purposes of this discussion, | will assume that we will conclude that the OPI'S product
meets the definition of atax shelter under IRC section 6111(c).

Based on this assumption, the following are my conclusions and recommendations as to why
KPMG should make the business/strategic decision not to register the OPIS product as a tax
shelter. My condusions and resulting recommendation [are] based upon the immediate
negative impact on the Firm’s strategic initiative to develop a sustainable tax products practice
and the long-term implications of establishing ... a precedent in registering such a product.

First, the financial exposure to the Firm is minimal. Based upon our analysis of the
applicable penalty sections, we conclude that the penalties would be no greater than $14,000

per $100,000 in KPMG fees. ... For example, our average deal would result in KPMG fees of
$360,000 with a maximum penalty exposure of only $31,000.

This further assumes that KPM G would bear 100 percent of the penalty. In fact ... the penalty
IS joint and several with respect to anyone involved in the product who was required to
register. Given that, at aminimum, Presidio would aso be required to register, our share of
the penalties could be viewed as being only one-half of the amounts noted above. If other
OPI S participants (e.g., Deut[s|che Bank, Brown & Wood, etc.) were also found to be
promoters subject to the registration requirements, KPM G’ s exposure would be further
minimized. Finally, any ultimate exposure to the penalties are abatable if it can be shown that
we had reasonable cause. ...

To my knowledge, the Firm has never registered a product under section 6111 ...

Third, the tax community at large continues to avoid registration of all products. Based
upon my knowledge, the representations made by Presidio and Quadra, and Larry DeLap’'s
discussions with his counterparts at other Big 6 firms, there are no tax products marketed to
individuals by our competitors which are registered. Thisincludesincome conversion
strategies, loss generation techniques, and other related strategies.

®Memorandum dated 5/26/98, from Gregg Ritchie to Jeffrey Stein, then head of operationsin the Tax
Services Practice, “OPIS Tax Shelter Registration,” Bates KPM G 0012031-33. Emphasisin original.
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Should KPMG decide to begin to register itstax products, | believe that it will position us
with a severe competitive disadvantage in light of industry norms to such degree that we will
not be able to compete in the tax advantaged products market.

Fourth, there has been (and, apparently, continues to be) a lack of enthusiasm on the
part of the Service to enforce section 6111. In speaking with KPMG individuals who were
a the Service ... the Service has apparently purposefully ignored enforcement efforts reated to
section 6111. Ininformal discussions with individuals currently at the Service, WNT has
confirmed that there are not many registration applications submitted and they do not have the
resources to dedicate to this area.

Finally, the guidance from Congress, the Treasury, and the Service is minimal, unclear,
and extremely difficult to interpret when attempting to apply it to ‘tax planning
products. ...

| believe the rewards of a successful marketing of the OPIS product ... far exceed the financial
exposure to penalties that may arise. Once you have had an opportunity to review this
information, | request that we have a conference with the persons on the distribution list ... to
come to aconclusion with respect to my recommendation. Asyou know, we must
immediately deal with thisissue in order to proceed with the OPIS product.”

This memorandum assumes that OPIS qualifies as atax shelter under federal law and then
advocates that KPM G not register it with the IRS as required by law. The memorandum advises
KPMG to knowingly violate the law requiring tax shelter registration, becausethe IRS is not
vigorously enforcing the registration requirement, the penalties for noncompliance are much less than
the potential profits from the tax product, and “industry norms” are not to register any tax products at
all. The memorandum warnsthat if KPMG were to comply with the tax shelter registration
requirement, this action would place the firm a such a competitive disadvantage that KPM G would
“not be able to compete in the tax advantaged products market.”

The Subcommittee has learned that some KPMG tax professionds agreed with this analysis,®
while other senior KPMG tax professionds provided the opposite advice to the firm.®” but the head of
the Tax Services Practice, the Vice Chairman for Tax, ultimately decided not to register the tax
product as atax shelter. KPMG authorized the sale of OPISin thefdl of 1998.% Over the next two

%See, e.g., email dated 5/26/98, from Mark Springer to multiple KPM G tax professionals, “Re: OPIS Tax
Shelter Registration,” Bates KPM G 0034971 (“1 would still concur with Gregg’s recommendation .... | don’t think
we want to create a competitive DISADVANTAGE, nor do we want to lead with our chin.” Emphasisin original.)

5L awrence DeL ap, then DPP head, told the Subcommittee he had advised the firm to register OPIS as a tax
shelter. Subcommittee interview of Lawrence DelLap (10/30/03).

%8See email dated 11/1/98, from Larry Del ap to William Albaugh and other K PM G tax professionals,
“OPIS,” Bates KPM G 0035702.
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years, KPMG sold OPIS to more than 111 individuals. It earned feesin excess of $28 million,
making OPIS one of KPMG’ stop ten tax revenue producersin 2000. KPMG never registered OPIS
as atax shelter with the IRS. In 2001, the IRS issued Notice 2001-45 declaring tax products like
OPIS to be potentially abusive tax shelters.

The following sections of this report describe the systems, procedures, and corporate culture
behind KPMG'’s efforts to devel op, market, and implement its tax products, as well as steps KPMG
has taken to avoid detection of its activities by tax authorities and others. Each of these sections
includes specific evidence drawn from the BLIPS, SC2, OPIS, and FLIP case histories. Appendices
A and B provide more detailed descriptions of how BLIPS and SC2 worked.

(1) Developing New Tax Products

Finding: KPMG devotes substantial resources and maintains an extensive
infrastructure to produce a continuing supply of generic tax products to sell to clients,
using a process which pressures its tax professionals to generate new ideas, move them
quickly through the development process, and approve, at times, illegal or potentially
abusive tax shelters.

KPMG prefersto describe itself as atax advisor that responds to client inquiries seeking tax
planning services to structure legitimate business transactions in atax efficient way. The
Subcommittee investigation has determined, however, that KPM G has aso developed and supports
an extensive internal infrastructure of offices, programs, and procedures designed to churn out a
continuing supply of new tax products unsolicited by a specific client and ready for mass marketing.

Drive to Produce New Tax Products. In 1997, KPMG established the Tax Innovation
Center, whose sole mission is to push the development of new KPMG tax products. Located within
the Washington National Tax (WNT) Practice, the Center is staffed with about a dozen full-time
employees and assisted by others who work for the Center on arotating basis. A 2001 KPMG
overview of the Center states that “[t]ax [s]olution development is one of the four priority activities of
WNT” and “asignificant percentage of WNT resources are dedicated to [t]ax [s]olution devel opment
at any given time.”®

Essentially, the Tax Innovation Center works to get KPM G tax professionals to propose new
tax product ideas and then provides administrative support to devel op the proposals into approved tax
products and move them successfully into the marketing stage. As part of this effort, the Center
maintains a*“Tax Services Idea Bank” which it usesto drive and track new tax product ideas. The
Center asks KPMG tax professionals to submit new ideas for tax products on “Idea Submission
Forms’ or “Tax Knowledge Sharing” forms with specified information on how the proposed tax

8%« Tax Innovation Center Overview,” Solution Development Process Manual (4/7/01), prepared by the
KPMG Tax Innovation Center (hereinafter “TIC M anual”), at i.
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product would work and who would be interested in buying it.”> The Idea Submission Form asks the
submitter to explain, for example, “how client savings are achieved,” “the tax, business, and financial
statement benefits of theidea,” and “the revenue potentia of thisidea,” including “key target
markets,” “the typical buyer,” and an estimated “average tax fee per engagement.”

In recent years, the Center has established a firm-wide, numerical goal for new tax idea
submissions and applied ongoing pressure on KPMG tax professionals to meet thisgoal. For
example, in 2001, the Center established this overall objective: “Goal: Deposit 150 New Ideasin
Tax Services IdeaBank.”™™ On May 30, 2001, the Center reported on the Tax Services' progressin
meeting this goal as part of alarger power-point presentation on “year-end results” in new tax
solutions and ideas development. For each of 12 KPMG “Functiona Groups’ within the Tax
Services Practice, a one-page chart shows the precise number of “Deposits,” “Expected Deposits,”
and “In the Pipeline” ideas which each group had contributed or were expected to contribute to the
Tax Services Idea Bank. For example, the chart reports the total number of new ideas contributed by
the e-Tax Group, Insurance Group, Passthrough Group, Personal Financial Planning Group, State and
Loca Tax (SALT) Group, Stratecon, and others. It showsthat SALT had contributed the most ideas
at 32, while e-Tax had contributed the least, having deposited only one new idea. It showed that,
altogether, the groups had deposited 122 new ideas in the idea bank, with 38 more expected, and 171
“in the pipeline.”

In addition to reporting on the number of new ideas generated during the year, the Center
reported on its efforts to measure and improve the profitability of the tax product development
process. The year-end presentation reported, for example, on the Tax Innovation Center’s progressin
meeting its goal to “Measure Solution Profitability,” noting that the Center had devel oped software
systems that “ captured solution development costs and revenue” and “[p]repared quarterly Solution
Profitability reports.” It also discussed progressin meeting agoal to “Increase Revenue from Tax
Services IdeaBank.” Among other measures, the Center proposed to “[s]et deployment team revenue
goalsfor al solutions.”

Development and Approval Process. Once ideas are deposited into the Tax Services Idea
Bank, KPMG has devoted substantial resources to transforming the more promising ideas into generic
tax products that could be sold to multiple dients.

KPMG's development and approval process for new tax productsis described inits Tax
Services Manual and Tax Innovations Center Manual.”” Essentially, the process consists of three
stages, each of which may overlap with another. In the first stage, the new tax idea undergoes an

"T|C Solution Development Process,” TIC Manual at 6.

K PM G presentation dated 5/30/01, “ Tax |nnovation Center Solution and |dea Development - Y ear-End
Results,” Bates XX at4.

2K PM G Tax Services Manual, Chapter 24, pages 24-1 to 24-7.
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initial screening “for technical and revenue potential.”” Thisinitia analysisis supposed to be
provided by a“Tax Lab” which isaformal meeting, arranged by the Tax Innovations Center, of six or
more KPMG tax experts specializing in thetax issues or industry affected by the proposed product.™
Promising proposals are also assigned one or more persons, sometimes referred to as “ National
Development Champions” or “Development Leaders,” to assist in the proposal’ sinitial analysis and,
if warranted, shepherd the proposal through the full KPMG approval process. For example, the lead
tax professiona who moved BLIPS through the development and approval process was Jeffrey
Eischeid, assisted by Randall Bickham, while for SC2, the lead tax professional was Lawrence
Manth, assisted by and later succeeded by Andrew Atkin.

If aproposal survivestheinitia screening, in the second stage, it must undergo a thorough
review by the Washington National Tax Practice (“WNT review”), which is responsible for
determining whether the product meets the technical requirements of existing tax law.” WNT
personnd often spend significant time identifying and searching for ways to resolve problems with
how the proposed product is structured or is intended to be implemented. The WNT review must also
include analysis of the product by the WNT Tax Controversy Services group “to address tax shelter
regulationsissues.””® WNT must “sign-off” on the technical merits of the proposal for it to be
approved for sale to clients.

In the third and final stage, the product must undergo review and gpproval by the Department
of Practice and Professionalism (“DPP review”). The DPP review must determine that the product
not only complies with the law, but also meets KPMG'’ s standards for “risk management and
professional practice.””” Thislatter review includes consideration of such matters as the substantive
content of KPM G tax opinion and client engagement letters, disclosures to dients of risks associated
with atax product, the need for any confidentiality or marketing restrictions, how KPMG fees are to

TIC Manual at5.

™The TIC Manual states that a Tax Lab is supposed to evaluate “the technical viability of the idea, the
idea’ s revenue generation potential above the Solution Revenue threshold, and a business case for developing the
solution, including initial target list, marketing considerations, and preliminary technical analysis.” TIC Manual at 5.

™In an earlier version of KPM G’s tax product review and approval procedure, WNT did not have a formal
role in the development and approval process, according to senior tax professionals interviewed by the
Subcommittee. This prior version of the process, which was apparently the first, firm-wide procedure established to
approve new generic tax products, was established in 1997, and operated until mid 1998. In it, a three-person Tax
Advantaged Product Review Board, whose members were appointed by and included the head of DPP-T ax,
conducted the technical review of new proposals. I1n 1998, when this responsibility was assigned to the WNT, the
Board was disbanded. The earlier process was used to approve the sale of FLIP and OPIS, while the existing
procedure was used to approve the sale of BLIPS and SC2. Subcommittee interview of Lawrence DelLap (10/30/03).

KPM G Tax Services M anual, § 24.4.1, at 24-2.

"1d., § 24.5.2, at 24-3.
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be structured, whether auditor independenceissues need to be addressed, and the potential impact of a
proposed tax product on the firm’ s reputation.”

Each of the three stages takes time, and the entire development and approval process can
consume sx months or longer. The processis labor-intensve, since it requires tax professionals to
examine the suggested product, which is often quite complex, identify various tax issues, and suggest
solutionsto problems. The process often includes consultations with outside professonals, not only
on tax issues, but also on legal, investment, accounting, and finance issues, since many of the
products require layers of corporations, trusts, and special purpose entities; complex financial and
securities transactions using arcane financia instruments; and multi-million-dollar lending
transactions, all of which necessitate expert guidance, detailed paperwork, and logistical support.

The KPMG development and approval processis intended to encourage vigorous analysis and
debate by thefirm’stax experts over the merits of a proposed tax product and to produce a
determination that the product complies with current law and does not impose excessive financial or
reputational risk for the firm. All KPMG personnel interviewed by the Subcommittee indicated that
the final approval that permitted a new tax product to go to market was provided by the head of the
DPP. KPMG’'sTax Services Manud states that the DPP “generally will not approve a solution unless
the appropriate WNT partner(s)/principal (s) conclude that it is at least more likely than not that the
desired tax consequences of the solution will be upheld if challenged by the appropriate taxing
authority.”” KPMG defines “more likely than not” as a“ greater than 50 percent probability of
success if [atax product is] challenged by the IRS.”® KPMG personnel told the Subcommittee that
the WNT' sfinal sign-off on the technical issues had to come before the DPP would provide itsfinal
sign-off allowing a new tax product to go to market.

Once approved, KPM G procedures required a new tax product to be accompanied by a
number of documents before its release for sale to clients, including an abstract summarizing the
product; a standard engagement letter for clients purchasing the product; an electronic powerpoint
presentation to introduce the product to other KPMG tax professionals; and a“whitepaper”
summarizing the technical tax issues and their resolution.®* In addition, to “launch” the new product
within KPMG, the Tax Innovation Center is supposed to prepare a“Tax Solution Alert” which serves
“asthe official notification” that the tax product is available for saleto clients® ThisAlertis

Subcommittee interview of Lawrence Delap (10/30/03). The Subcommittee staff was told that, since
1997, DPP-Tax has had very limited resourcesto conduct its new product reviews. Until 2002, for example, DPP-
Tax had atotal of less than ten employees; in 2003, the number increased to around or just above 20. In contrast,
DPP-Assurance, which oversees professional practice issues for KPM G audit activity, has well over 100 employees.

KPM G Tax Services Manual, § 24.5.2, at 24-3.

®1d., §41.19.1, at 41-10.

81d., § 24.4.2, at 24-2. See also TIC Manual at 10.

8T|C Manual at 10.



-34-

supposed to include a “digest” summarizing the product, alist of the KPMG *“ deployment team”
members responsible for “delivering” the product to market, pricing information, and marketing
information such as a“ Solution Profile’ of clients who would benefit from the tax product and
“Optimal Target Characteristics’ and the expected “ Typical Buyer” of the product. The four case
histories demonstrated that KPM G personnel sometimes, but not always, complied with the
paperwork required by its procedures. For example, while SC2 was the subject of a“Tax Solution
Alert,” BLIPS was not.

In addition to or in lieu of the required “whitepaper” explaining KPMG’s position on key
technical issues, KPMG often prepared a“ prototype” tax opinion letter laying out the firm’sanalysis
and conclusions regarding the tax consequences of the new tax product.®® KPMG defines a “tax
opinion” as “any written advice on the tax consequences of a particular issue, transaction or series of
transactions that is based upon specific facts and/or representations of the client and that is furnished
to the client or another party in aletter, a whitepaper, amemorandum, an electronic or facsimile
communication, or other form.”® Thetax opinion |etter includes, & aminimum under KPM G palicy,
a statement of the firm’s determination that, if challenged by the IRS, it was “more likdy than not”
that the desired tax consequences of the new tax product would be upheld in court. The prototype tax
opinion letter isintended to serve as atemplate for the tax opinion letters actually sent by KPMG to
specific clients for afee.

In addition to preparing its own tax opinion letter, in some cases KPMG seeks an opinion
letter from an outside party, such asalaw firm, to provide an “independent” second opinion on the
validity of the tax product. KPMG made arrangements to obtain favorable legal opinion letters from
an outside law firm in each of the case studies examined by the Subcommittee.

The tax product development and approval process just described is the key internal procedure
at KPMG today to determine whether the firm markets benign tax solutions that comply with the law
or abusive tax sheltersthat do not. The investigation conducted by the Subcommittee found that, in
the case of FLIP, OPIS, BLIPS, and SC2, KPMG tax professionals were under pressure not only to
develop the new products quickly, but also to approve products that the firm’s tax experts knew were
potentially illegal tax shelters. In several of these cases, top KPMG tax experts participating in the
review process expressed repeated concerns about the legitimacy of the relevant tax product. Despite
these concerns, all four products were approved for sale to dients.

BLIPS Development and Approval Process. The deveopment and approval process
resulting in the marketing of the BLIPS tax product to 186 individualsillustrates how the KPMG

BKPMG Tax Services M anual, § 41.17.1, at 41-8.

81d., § 41.15.1, at 41-8. A KPMG tax opinion often addresses all of the legal issues related to a new tax
product and provides an overall assessment of the tax consequences of the new product. See, e.g., KPM G tax
opinion on BLIPS. Other KPM G tax opinions address only alimited number of issues related to anew tax product
and may provide different levels of assurance on the tax consequences of various aspects of the same tax product.
See, e.g., KPMG tax opinionsrelated to SC2.
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processworks.®> BLIPS was first proposed as a KPMG tax ideain late 1998, and the generic tax
product was initially gpproved for salein May 1999. The product was finally gpproved for salein
August 1999, after the transactional documentation required by the BLIPS transactions was
completed. One year later, in September 2000, the IRS issued Notice 2000-44, determining that
BLIPS and other, similar tax products were potentially abusive tax shelters and taxpayers who used
them would be subject to enforcement action.®® After this notice was issued, KPMG discontinued
sales of the product.

Internal KPMG emails disclose an extended, unresolved debate among WNT and DPP tax
professionals over whether BLIPS met the technical requirements of federal tax law, a debate which
continued even after BLIPS was approved for sale. Several outsidefirms were also involved in
BLIPS development including Sidley Austin Brown & Wood, alaw firm, and Presidio Advisory
Services, an investment advisory firm run by two former KPMG tax partners. Key documents at the
beginning and during a key two-week period of the BLIPS approval process are instructive.

BLIPS wasfirst proposed in late 1998, as a replacement product for OPIS, which had earned
KPMG substantial fees. From the beginning, senior tax leadership put pressure on KPMG tax
professionals to quickly approve the new product for saleto clients. For example,
after being told that a draft tax opinion on BLIPS had been sent to WNT for review and “we can
reasonably anticipate ‘ approval’ in another month or so,”®’ the head of the entire Tax Services
Practice wrote:

“Given the marketplace potential of BLIPS, | think amonth is far too long — especialy in the
spirit of ‘first to market’. 1I'd likefor all of you, within the bounds of good professional
judgement, to dramatically accelerate thistimeline. ... I'd like to know how quickly we can
get this product to market.”®

Five days later, the WNT technical expert in charge of Persona Financial Planning (PFP) tax
products -- who had been assigned responsibility for moving the BLIPS product through the WNT
review process and was under instruction to keep the head of the Tax Services Practice informed of

%See Appendix A for more information about BLIPS.
8| RS Notice 2000-44 (2000-36 IRB 255)(9/5/00).

8Email dated 2/9/99, from Jeffrey Eischeid to John Lanning, Doug Ammerman, M ark Watson and Larry
DelLap, “BLIPS,” Bates MTW 0001.

8Email dated 2/10/99, from John Lanning to multiple KPM G tax professionals, “ RE: BLIPS,” BatesMTW
0001. See also memorandum dated 2/11/99, from Jeffrey Zysik of TIC to “Distribution List,” BatesMTW 0002
(“As each of you is by now aware, a product with a very high profile with the tax |eadership recently was submitted
to WNT/Tax Innovation Center. We are charged with shepherding this product through the WNT ‘productization’
and review process as rapidly as possible.”)
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BLIPS' status -- wrote to severd colleagues asking for a*“ progress report.” He added a postcript:
“P.S. | don't like this pressure any more than you do.”®

A few days later, on February 19, 1999, aimost a dozen WNT tax experts held an initial
meeting to discussthe technical issuesinvolved in BLIPS® Six major issues were identified, the
first two of which posed such significant technical hurdles that, according to the WNT PFP technical
reviewer, most participants, including himself, left the meeting thinking the product was “dead.”**
Some of the most difficult technical questions, including whether the BLIPS transactions had
economic substance, were assigned to two of WNT’s most senior tax partners who, despite the
difficulty, took just two weeks to determine, on March 5, that their technical concerns had been
resolved. The WNT PFP technical reviewer continued to work on other technical issues related to the
project. Almost two months later, on April 27, 1999, he sent an email to the head of DPP stating that,
with respect to the technical issues assigned to him, he would be comfortable with WNT’ s issuing a
more-likely-than-not opinion on BLIPS.

Three days later, at meetings held on April 30 and May 1, anumber of KPMG tax
professonals working on BLIPS attended a meeting with Presidio to discuss how the invesments
caled for by the product would actually be carried out. The WNT PFP technical reviewer told the
Subcommittee staff that, at these meetings, the Presidio representative made a number of troubling
comments that led him to conclude that the review team had not been provided dl of the relevant
information about how the BL IPS transactions would operate, and re-opened concerns about the
technical meritsof the product. For example, he told the Subcommittee staff that a Presidio
representative had commented that “the probability of actudly making aprofit from this transactionis
remote” and the bank would have a“veto” over how the loan proceeds used to finance the BLIPS deal
would beinvested. In his opinion, these statements, if true, meant the investment program at the
heart of the BLIPS product lacked economic substance and business purpose as required by law.

On May 4, 1999, the WNT PFP technica reviewer wrote to the head of the DPP expressing
doubts about approving BLIPS:

“Larry, while | am comfortable that WNT did its job reviewing and analyzing the technical
issues associated with BLIPS, based on the BLIPS meeting | attended on April 30 and May 1,
| am not comfortable issuing a more-likely-than-not opinion letter [with respect to] this
product for the following reasons:

...[T]he probability of actually making a profit from this transaction is remote (possible,
but remote);

%Email dated 2/15/99, from M ark W atson to multiple K PM G tax professionals, “BLIPS Progress Report,”
BatesMTW 0004.

%% Meeting Summary” for meeting held on 2/19/99, Bates MTW 0009.

%ISubcommittee interview of Mark Watson (11/4/03).
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The bank will control how the ‘loan’ proceeds areinvested via aveto power over
Presidio’ s investment choices; and

It appears that the bank wants the ‘loan’ repaid within approximately 60 days ....

Thus, | think it is questionable whether a client’ s representation [in atax opinion letter] that
he or she believed there was a reasonabl e opportunity to make a profit is areasonable
representation. Even more concerning, however, is whether aloan was actudly made. If the
bank controls how the loan proceeds are used and when they are repaid, hasthe bank actually
made a bona fide loan?

I will no doubt catch hell for sending you this message. However, until the above issues are
resolved satisfactorily, | am not comfortable with this product.” 2

The DPP head responded: “It is not clear to me how this comports with your April 27 message
[expressing comfort with BLIPS], but because thisis a PFP product and you are the chief PFP
technical resource, the product should not be approved if you are uncomfortable.”®® The WNT PFP
technical reviewer responded that he had learned new information about how the BLIPS investments
would occur, and it was this subsequent information that had caused him to reverse his position on
issuing atax opinion letter supporting the product.®

On May 7, 1999 the head of DPP forwarded the WNT PFP technical expert’s email to the
leadership of the tax group and noted: “1 don’t believe a PFP product should be approved when the
top PFP technical partner in WNT believesit should not be approved.”*

On May 8, 1999, the head of KPMG’s Tax Services Practice wrote: “| must say that | am
amazed that at this late date (must now be six months into this process) our chief WNT PFP technical

Email dated 5/4/99, from Mark Watson to Larry Delap, Bates KPMG 0011916.
SEmail dated 5/5/99, from Larry Del ap to Mark Watson, Bates KPMG 0011916.

“Email dated 5/5/99, from Mark Watson to Larry DelLap, Bates KPMG 0011915-16. Mr. Watson was hot
the only KPM G tax professional expressing serious concerns about BLIPS. See, e.g., email dated 4/6/99, from
Steven Rosenthal to Larry DelLap, “RE: BLIPS,” Bates M TW 0024; email dated 4/26/99, from Steven Rosenthal to
Larry DeLap, “RE: BLIPS Analysis,” Bates M TW 0026;email dated 5/7/99, from Steven Rosenthal to multiple
KPM G professionals, “Who Is the Borrower in the BLIPS transaction,” Bates M TW0028; email dated 8/19/99, from
Steven Rosenthal to Mark Watson, Bates SMR 0045.

®Email dated 5/7/99, from Larry Delap to 3 KPM G tax professionals, with copiesto John Lanning, Vice
Chairman of the Tax Services Practice, and Jeffrey Stein, second in command of the Tax Services Practice, Bates
KPM G 0011905. In the same email he noted that another technical expert, whom he had asked to review critical
aspects of the project, had “informed me on Tuesday afternoon that he had substantial concern with the ‘who is the
borrower” issuer [sic].” Later that same day, May 7, the two WNT technical reviewers expressing technical
concerns about BLIPS met with the two senior WNT partners who had earlier signed off on the economic substance
issue, to discuss the issues.
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expert has reached this conclusion. | would have thought that Mark would have been involved in the
ground floor of this process, especially on an issue as critical as profit motive. What gives? This
appears to be the antithesis of * speed to market.” Is there any chance of ever getting this product off
the launching pad, or should we simply give up???"*

On May 9, one of the senior WNT partners supporting BLIPS sent an email to one of the

WNT technical reviewers objecting to BLIPS and asked him: “Based on your analysis ... do you
conclude that the tax results sought by the investor are NOT ‘more likely than not’ to be realized?’
The technical reviewer responded: “Yes.”¥’

On May 10, the head of the WNT sent an email to five WNT tax professionals:

“Gentlemen: Please help me on this. Over the weekend while thinking about WNT
involvement in BLIPS | was under the impression that we had sent the transaction forward to
DPP Tax on the basis that everyone had signed off on their respective technical issues(s) and
that | had signed off on the overall more likely than not opinion. If thisimpression is correct,
why arewe revisiting the opinion other than to beef up the technicd discussion and further
refine the representations on which the conclusions are based. | am very troubled that at this
late date the issue is apparently being revisited and if | understand correctly, a prior decision
changed on this technical issue? Richard, in particular, jog my memory on this matter since
based my overal opinion on the fact tha everyone had signed off on their respective areas.?’ *

A few hourslater, the head of WNT sent eight senior KPMG tax professionals, including the

Tax Services Practice head, DPP head, and the WNT PFP technical reviewer, along email message
urging final approval of BLIPS. He wrotein part:

“Many people have worked long and hard to craft atax opinion in the BLIPS transaction that
satisfies the more likely than not standard. | believed that wein WNT had completed our work
amonth ago when we forwarded the [draft] opinion to Larry. ...

[T]hisisaclassic transaction where we can labor over the technical concerns, but the ultimate
resolution - if challenged by the IRS - will be based on the facts (or lack thereof). In short, our
opinion isonly as good as the factual representations that it is based upon. ... Thereal

‘rubber meets the road’ will happen when the transaction is sold to investors, what the
investors actua motive for investing the transaction is and how the transaction actually
unfolds. ... Third, our reputation will be used to market the transaction. Thisisagivenin
these types of deals. Thus, we need to be concerned about who we are getting in bed with

0027.

%Email dated 5/8/99, from John Lanning to four KPM G tax professionals, Bates KPM G 0011905.

"Email exchange dated 5/9/99, between Richard Smith and Steven Rosenthal, Bates SMR 0025 and SMR

®Email dated 5/10/99, from Philip Wiesner to multiple WNT tax professionals, Bates M TW 0031.
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here. In particular, do we believe that Presidio has the integrity to sell the deal on the facts
and representations that we have written our opinion on?! ...

Having said al the above, | do believe the time has come to shit and get off the pot. The
business decisions to me are primarily two: (1) Have we drafted the opinion with the
appropriate limiting bells and whistles ... and (2) Are we being paid enough to offset the risks
of potential litigation resulting from the transaction? ... My own recommendation is that we
should be paid alot of money here for our opinion since the transaction is clearly one that the
IRS would view as falling squardy within the tax shelter orbit. ....”%

Later the same day, the Tax Services operations head wrote in response to the email from the
WNT head: “I think it's shit OR get off the pot. | vote for shit.”*®

The same day, the WNT PFP technical reviewer wrote to the head of the Tax Services
Practice: “ John, in my defense, my change in heart about BLIPS was based on information Presidio
disclosed to me at ameeting on May 1. Thisinformation raised serious concernsin my mind about
the viability of the transaction, and indicated that WNT had not been given complete information
about how the transaction would be structured .... | want to make money as much as you do, but |
cannot ignore information that raises questions as to whether the subject strategy even works.
Nonetheless, | have sent Randy Bickham four representations that | think need to be added to our
opinion letter. Assuming these representations are made, | am prepared to move forward with the
strategy.” '™

A meeting was held on May 10, to determine how to proceed. The WNT head, the senior
WNT partner, and the two WNT technical reviewers decided to move forward on BLIPS, and the
WNT head asked the technicd reviewers to draft some representations that, when relied upon, would
enable the tax opinion writers to reach a more likely than not opinion. The WNT head reported the
outcome of the meeting in an email:

“The group of Wiesner, R Smith, Watson and Rosenthal met this afternoon to bring closure to
the remaining technical tax issues concerning the BLIPS transaction. After athorough
discussion of the profit motive and who is the borrower issue, recommendations for additional
representations were made (Mark Watson to follow up on with Jeff Eischeid) and the decision
by WNT to proceed on amore likely than not basis affirmed. Concern was again expressed
that the critical juncture will be at the time of the first real tax opinion when the investor, bank

®Email dated 5/10/99, from Philip Wiesner to John Lanning and 8 other KPM G tax professionals, “ RE:
BLIPS,” Bates KPMG 0011904. See also email response dated 5/10/99, from John Lanning to Philip Wiesner and
other KPM G tax professionals, “RE: BLIPS,” Bates M TW 0036 (“you’ ve framed the issues well”).

10Email dated 5/10/99, from Jeffrey Stein to Philip Weisner and others, Bates KPMG 0011903.

lEmail dated 5/10/99, from Mark Watson to John Lanning and others, “FW: BLIPS,” Bates MTW 0039
(Emphasisin original.).
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and Presidio will be asked to sign the appropriate representations. Finally, it should be noted
that Steve Rosenthal expressed his dissent on the who isthe investor issue, to wit, “although
reasonable people could reach an opposite result, he could not reach amore likely than not
opinion on that issue”.” 1%

After receiving this email, the DPP head sent an email to the WNT PFP technical reviewer
asking whether he would be comfortable with KPM G’ sissuing atax opinion supporting BLIPS. The
WNT PFP technical reviewer wrote: “Larry, | don't like this product and would prefer not to be
associated with it. However, if the additional representations | sent to Randy on May 9 and 10 are in
fact made, based on Phil Wiesner’s and Richard Smith’sinput, | can reluctantly live with a more-
likely-than-not opinion being issued for the product.” %

The DPP head indicated to the Subcommittee staff that he did not consider this tepid
endorsement sufficient for him to sign off on the product. Heindicated that he then met in person
with his superior, the head of the Tax Services Practice, and told the Tax Services Practice head that
he was not prepared to approve BLIPS for sale. He told the Subcommittee staff that the Tax Services
Practice head was “not pleased” and instructed him to speak again with the technical reviewer.**

The DPP head told the Subcommittee staff that he then went back to the WNT PFP technical
reviewer and telephoned him to discuss the product. The DPP head told the Subcommittee saff that,
during this telephone conversation, the technical reviewer made a much clearer, oral statement of
support for the product, and it was only after obtaining this statement from the technical reviewer
that, on May 19, 1999, the DPP head approved BLIPS for saleto clients'® The WNT PFP technical
reviewer, however, told the Subcommittee staff that he did not remember receiving this telephone call
from the DPP head. According to him, he never, a any time after the May 1 meeting, expressed clear
support for BLIPS' approval. He also stated that an oral sign-off on this product contradicted the
DPP head's normal practice of requiring written product approvals.'®

Over the course of the next year, KPMG sold BLIPS to 186 individuals and obtained more
than $50 million in fees, making BLIPS one of its highest revenue-producing tax products to date.

The events and communications leading to BLIPS' approval for sale are troubling and
revealing for anumber of reasons. First, they show that senior KPMG tax professionals knew the
proposed tax product, BLIPS, was “ clearly one that the IRS would view as falling squarely within the

192Email dated 5/10/99, from Philip Wiesner to multiple KPM G tax professionals, Bates KPM G 0009344
'®Email dated 5/11/99, from Mark Watson, WNT, to Lawrence DeL ap, Bates KPM G 0011911.
1sybcommittee interview of Lawrence Delap (10/30/03).

10519,

1%5ybcommittee interview of Mark Watson (11/4/03).
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tax shelter orbit.” Second, they show how important “speed to market” was as afactor in the review
and approval process. Third, they show the interpersonal dynamicsthat, in thiscase, led KPMG's
key technical tax expert to reluctantly agree to approve atax product that he did not support or want
to be associated with, in response to the pressure exerted by senior Tax Services professonalsto
approve the product for sae.

The email exchange immediately preceding BLIPS' approval for sale also indicates a high
level of impatience by KPMG tax professionals in dealing with new, troubling information about how
the BLIPS investments would actually be implemented by the outside investment advisory firm,
Presidio. Questions about this outside firm’s “integrity” and how it would perform were
characterized as questions of risk to KPMG that could be resolved with a pricing approach that
provided sufficient funds “to offset the risks of potential litigation.” Finaly, the email exchange
shows that the participants in the approval process -- all senior KPMG tax professionals -- knew they
were voting for a dubious tax product that would be sold in part by relyingon KPMG’s “reputation.”
No one challenged the analysis that the risky nature of the product justified the firm’s charging “alot
of money” for atax opinion letter predicting it was more likely than not that BLIPS would withstand
an IRS challenge.

Later documents show that key KPM G tax professionals continued to express serious
concerns about the technical validity of BLIPS. For example, in July, two months after the DPP gave
his approval to sell BLIPS, one of the WNT technical reviewers objecting to the tax product sent an
email to his superiorsin WNT noting that the |oan documentation contemplated very conservative
instruments for the loan proceeds and it seemed unlikely the rate of return on the investments would
equal or exceed the loan and fees incurred by the borrower. He indicated that his cal culations showed
the planned foreign currency transactions would “ have to generate a 240% annual rate of return” to
break even. He also pointed out that, “ Although the loan is structured as a seven-year loan, the client
has a tremendous economic incentive to get out of loan as soon as possible due to the large negative
spread.” Hewrote: “Before | submit our non-economic substance comments on the loan documents
to Presidio, | want to confirm that you are still comfortable with the economic substance of this
transaction.”*®” His superiorsindicated that they were.

A month later, in August, after completing areview of the BLIPS transactional documents, the
WNT PFP technical reviewer again expressed concernsto his superiorsin WNT:

“However before engagement letters are signed and revenue is collected, | fedl it isimportant
to again note that | and severd other WNT partners remain skepticd that the tax results
purportedly generated by a BLIPS transaction would actually be sustained by a court if
challenged by the IRS. We are particularly concerned about the economic substance of the
BLIPS transaction, and our review of the BLIPS loan documents has increased our level of
concern.

7Email dated 7/22/99, from Mark Watson to Richard Smith and Phil Wiesner, Bates M TW 0078.
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“Nonetheless, since Richard Smith and Phil Wiesner —the WNT partners assigned with the
responsibility of addressing the economic substance issues associated with BLIPS — have
concluded they think BLIPS is a“more-likely-than-not” strategy, | am prepared to release the
strategy once we complete our second review of the loan documents and LLC agreement and
our comments thereon (if any) have been incorporated.” %

The other technical reviewer objecting to BLIPS wrote:

“|1 share your concerns. We are ailmost finished with our technical review of the documents
that you gave us, and we recommend some clarifications to address these technical concerns.
We are not, however, assessing the economic substance of the transaction (ie., is there adebt?
Who is the borrower? What is the amount of the liability? I's there a reasonabl e expectation of
profit?) | continue to be seriously troubled by these issues, but | defer to Phil Wiesner and
Richard Smith to assess them.” '

The senior partnersin WNT chose to go forward with BLIPS.

About six months after BLIPS tax products had begun to be sold to clients, an effort was
begun within KPM G to design a modified “BLIPS 2000."*° One of the WNT technical reviewers
who had objected to the original BLIPS again expressed his concerns

“1 am writing to communicate my views on the economic substance of the Blips,
Grandfathered Blips, and Blips 2000 strategies. Throughout this process, | have been troubled
by the application of economic substance doctrines ... and have raised my concerns repeatedly
in internal meetings. The facts as | now know them and the law that has developed, has not
reduced my level of concern.

In short, in my view, | do not believe that KPM G can reasonably issue amore-likely-than-not
opinion on these issues.”***

When asked by Subcommittee staff whether he had ever personally concluded that BLIPS met

18Email dated 8/4/99, from M ark W atson to to Brockway, David Springer; M ark and Ammerman, Douglas,
BATES SMR 0039.

109 g,

Msenjor KPM G tax professionals, again, put pressure on itstax experts to quickly approve the BLIPS 2000
product. See, e.g., email dated 1/17/00, from Jeff Stein to Steven Rosentha and others, “BLIPS 2000,” Bates SMR
0050 (technical expert is urged to analyze new product “so we can take thisto market. Your attention over the next
few days would be most appreciated.”).

MEmail dated 3/6/00, from Steven Rosenthal to David Brockway, “Blips |, Grandfathered Blips, and Blips
2000,” Bates SMR 0056. See also memorandum dated 3/28/00, to David Brockway, “Talking points on significant
tax issuesfor BLIPS 2000,” Bates SMR 0117-21 (identifying numerous problems with BLIPS).
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the technical requirements of the federal tax code, the DPP head declined to say that he had. Instead,
he said that, in 1999, he approved BLIPS for sale after determining that WNT had “completed” the
technical approval process.* A BLIPS power point presentation produced by the Personal Financial
Planning group in June, afew weeks ater BLIPS' approval for sale, advised KPMG tax professionals
to make sure that potential clients were “willing to take an aggressive position with a more likely than
not opinion letter.” The presentation characterized BLIPS as having “about a 10 risk on [a] scale of
1-10.718

In September 2000, the IRS identified BLIPS as a potentially abusive tax shelter. The IRS
notice characterized BLIPS as a product that was “being marketed to taxpayers for the purpose of
generating artificial tax losses. ... [A] lossis alowable as adeduction ... only if it is bonafide and
reflects actual economic consequences. An artificial loss lacking economic substance is not
alowable.”** The RS disallowance of BLIPS has not yet been tested in court. Rather than defend
BLIPSin court, KPMG and many BLIPS purchasers appear to be engaged in settlement negotiations
with the IRS to reduce penalty assessments.

OPIS and FLIP Development and Approval Process. OPIS and FLIP werethe
predecessors to BLIPS. LikeBLIPS, both of these products were “loss generators” intended to
generate paper losses that taxpayers could use to offset and shelter other income from taxation,™ but
both used different mechanisms than BLIPS to achieve this end. Because they were developed a
number of years ago, the Subcommittee has more limited documentation on how OPIS and FLIP were
developed. However, even this limited documentation establishes KPM G’ s awareness of serious
technical flawsin both tax products.

For example, in the case of OPIS, which was developed during 1998, a senior KPMG tax
professional wrote a 7-page memorandum filled with criticisms of the proposed tax product.**® The
memorandum states: “In OPIS, the use of debt has apparently been jettisoned. If we can not structure
adeal without at least some debt, it strikes me that all the investment banker’ s economic justification
for the deal is smoke and mirrors.” At alater point, it states. “The only thing that really distinguishes
OPIS (from FLIPS) from atax perspective is the use of an instrument that is purported to be a swap.

... However, theinstrument described in the opinion isnot a swap under I.R.C. 8446. ... [A] fairly

125 bcommittee interview of Lawrence Del ap (10/30/03).

"3power point presentation dated June 1999, by Carol Warley, Personal Financial Planning group, “BLIPS
AND TRACT,” Bates KPM G 00496339-45, at 496340. Repeated capitalizationsin original text not included.

14 RS Notice 2000-44 (2000-36 IRB 255)(9/5/00) at 255.

15see document dated 5/18/01, “PFP Practice Reorganization Innovative Strategies Business Plan —
DRAFT,” Bates KPMG 0050620-23, at 1.

116\ emorandum dated 2/23/98, from Robert Simon to Gregg Ritchie, Randy Bickham, and John Harris,
concerning OPIS, Bates KPM G 0010729.
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strong argument could be made that the U.S. investor has nothing more than a disguised partnership
interest.”

The memorandum goes on:

“If, upon audit, the IRS were to challenge the transaction, the burden of proof will be on the
investor. Theinvestor will have to demonstrate, among other things, that the transaction was
not consummated pursuant to a firm and fixed plan. Think about the prospect of having your
client on the stand having to defend against such an argument. The client would have a
difficult burden to overcome .... The failure to use an independent 3 party in any of the
transactions indicates that the deal is pre-wired.”

It also states: “If the risk of loss concepts of Notice 98-5 were goplied to OPIS, | doubt that the
investor’'s ownership interest would pass muster.” And: “Asit stands now, the Cayman company
remains extremely vulnerable to an argument that it isasham.” And: “No further atempt has been
made to quantify why 1.R.C. 8165 should not apply to deny the loss. Instead, the argument is again
made that because the law is uncertain, we win.” The memorandum observes: “We are the firm
writing the [tax] opinions. Ultimately, if thesedealsfal in atechnical sense, it is KPMG which will
shoulder the blame.”

This memorandum was written in February 1998. OPIS was approved for sale to dients
around September 1998. KPMG sold OPISto 111 individuals, conducting 79 OPIS transactions on
their behalf in 1998 and 1999.

In the case of FLIP, an email written in March 1998, by the Tax Services Practice’ ssecond in
command, identifies a host of significant technical flawsin FLIP, doing so in the course of discussing
which of two tax officesin KPMG deserved credit for developingits replacement, OPIS" The
email statesthat efforts to find a FLIP alternative “took on an air of urgency when [DPP head] Larry
Del ap determined that KPM G should discontinue marketing the existing product.” The emal
indicates that, for about six weeks, a senior KPMG tax professional and aformer KPMG tax
professional employed at Presidio worked “to tweak or redesign” FLIP and “ determined that whatever
the new product, it needed a greater economic risk attached to it” to meet the requirements of federal
tax law.

Among other criticisms of FLIP, the email states. “ Simon was the one who pointed out the
weakness in having the U.S. investor purchase awarrant for aridiculously high amount of money ....
It was clear, we needed the option to be treated as an option for Section 302 purposes, and yet in truth
the option [used in FLIP] was really illusory and stood out more like a sore thumb since no onein his
right mind would pay such an exorbitant price for such awarrant.” Theemail states: “In kicking the

UEmail dated 3/14/98, from Jeff Stein to Robert Wells, John Lanning, Larry Del ap, Gregg Ritchie, and
others, “Simon Says,” concerning FLIP, Bates 638010, filed by the IRS on June 16, 2003, as an attachment to
Respondent’ s Requests for Admission, Schneider Interestsv. Commissioner, U.S. Tax Court, Docket No. 200-02.
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tires on FLIP (perhaps too hard for thelikes of certain people) Simon discovered that there was a
delayed settlement of the loan which then raised the issue of whether the shares could even be
deemed to be issued to the Cayman company. Naturally, without the shares being issued, they could
not later be redeemed.” The email also observes. “[1]t was Greg who stated in writing to | believe
Bob Simon that the ‘the OPIS product was developed in response to your and DPP tax’ s concerns
over the FLIP strategy. We listened to your input regarding technical concerns with respect to the
FLIP product and attempt to work solutionsinto the new product ...."”

Thisemail was written in March 1998, after the bulk of FLIP sales, but it shows that the firm
had been aware for some time of the product’ s technical problems. After the email was written,
KPMG sold FLIP to ten more customersin 1998 and 1999, earning more than $3 million in fees for
doing so. In August 2001, the IRS issued anotice finding both FLIP and OPISto be potentially
abusive tax shelters.® The IRS has since audited and penalized numerous taxpayers for using these
illegd tax shelters.*

SC2 Development and Approval Process. The Subcommittee investigation also obtained
documentation establishing KPMG' s awareness of flaws in the technical merits of SC2.'%°

Documents proceeding the April 2000 decision by KPM G to approve SC2 for sale reflect
vigorous analysis and discussion of the product’srisksif challenged by the IRS. The documents also
reflect, asin the BLIPS case, pressure to move the product to market quickly. For example, one
month before SC2's final approval, an email from a KPMG professional in the Tax Innovation Center
stated: “As| wastelling you, this Tax Solution is getting some very high level (Stein/Rosenthd)
attention. Please review the whitepaper as soon as possible ...."***

On April 11, 2000, in the same email announcing SC2's approval for sale, the head of the DPP
wrote:

“Thisisareatively high risk strategy. Y ou will note that the heading to the preapproved
engagement |etter states that limitation of liability and indemnification provisions are not to be
waived. ... You will also notethat the engagement letter includes the following statement:

Y ou acknowledge receipt of a memorandum discussing certain risks associated with the

18 RS Notice 2001-45 (2001-33 IRB 129)(8/13/01).

195ee “ Settlement Initiative for Section 302/318 Basis-Shifting Transactions,” |RS Announcement 2002-97
(2002-43 IRB 757)(10/28/02).

120g5ee Appendix B for more detailed information on SC2.

121 mail dated 3/13/00, from Phillip Galbreath to Richard Bailine, “FW: S-CAEPS,” BatesK PMG
0046889.
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strategy .... Itisessentid that suchrisk discussion memorandum (attached) be provided to
each client contemplating entering into an SC2 engagement.”*#

The referenced memorandum, required to be given to al SC2 clients, identifies a number of
risks associated with the tax product, mog related to ways in which the IRS might successfully
challenge the product’s legal validity. The memorandum statesin part:

“The [IRS] or a state taxing authority could assert that some or al of the income allocated to
the tax-exempt organization should be reallocated to the other shareholders of the corporation.
... TheIRS or a state taxing authority could assert that some or all of the charitable
contribution deduction should be disallowed, on the basis that the tax-exempt organization did
not acquire equitable ownership of the stock or that the valuation of the contributed stock was
overstated. ... The IRS or a state taxing authority could assert that the strategy creates a
second dlass of stock. Under the [tax code], subchapter S corporations are not permitted to
have a second class of stock. ... The IRS or a court might discount an opinion provided by the
promoter of a strategy. Accordingly, it may be advisable to consider requesting a concurring
opinion from an independent tax advisor.”

Internally, KPM G tax professionals had identified even more technical problems with SC2
than were discussed in the memorandum givento clients. For example, KPMG tax professionals
discussed problems with identifying a business purpose to explain the structure of the transaction --
why a donor who wanted to make acash donation to acharity would first donate stock to the charity
and then buy it back, instead of simply providing a straightforward cash contribution.*** They also
identified problems with establishing the charity’ s “beneficial ownership” of the donated stock, since
the stock was provided on the clear understanding that the charity would sdl the stock back to the
donor within a specified period of time.*® KPMG tax professionals identified other technical

12E mail dated 4/11/00, from Larry DelLap to Tax Professional Practice Partners, “S-Corporation Charitable
Contribution Strategy (SC2),” Bates KPM G 0052581-82. One of the KPM G tax partners to whom this email was
forwarded wrote in response: “Please do not forward thisto anyone.” Email dated 4/25/00, from Steven Messing to
Lawrence Silver, “S-Corporation Charitable Contribution Strategy (SC2),” Bates KPM G 0052581.

2yndated KPM G document entitled, “S Corporation Charitable Contribution Strategy[:] Summary of
Certain Risks,” marked “PRIVATE AND CONFIDENTIAL,” Bates KPMG 0049987-88.

1%See, e.g., email dated 3/13/00, from Richard Bailene to Phillip Galbreath, “S-CAEPS,” BatesK PMG
0015744.

1%55ee, e.g., email dated 3/13/00, from Richard Bailene to Phillip Galbreath, “S-CAEPS,” BatesK PMG
0015745; KPMG document dated 3/13/00, “S-Corporation Charitable Contribution Strategy — Variation #1,” Bates
KPM G 0047895 (beneficial ownership is “probably our weakest link in the chain on SC2.”); memorandum dated
3/2/00, from William Kelliher to multiple KPM G tax professionals, “Comments on S-CAEPS ‘W hite Paper,’” Bates
KPM G 0016853-61.
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problems as well involving assignment of income, reliance on tax indifferent parties, and valuation
issues.'*®

More than ayear later, in December 2001, another KPM G tax professional expressed concern
about the widespread marketing of SC2 because, if the|RS “gets wind of it,” the agency would likdy
mount a vigorous and “at least partidly successful” challenge to the product:

“Going way back to Feb. 2000, when SC2 first reared its head, my recollection is that SC2
was intended to be limited to arelatively small number of large S corps. That plan made
sense because, in my opinion, there was (and is) a strong risk of a successful IRS attack on
SC2if the IRS getswind of it. ... Call me paranoid, but | think that such a widespread
marketing campaign is likely to bring KPMG and SC2 unwelcome attention from the IRS. If
0, | suspect avigorous (and at least partially successful) challenge would result.”*?’

Together, the BLIPS, OPIS, FLIP, and SC2 evidence demonstratesthat the KPMG
development process led to the approval of tax products that senior KPM G tax professionals knew
had significant technicd flaws and were potentidly illegal tax shelters. Even when senior KPMG
professonals expressed forceful objections to proposed products, highly questionable tax products
received technical and reputational risk sign-offs and made their way to market.

(2) Mass Marketing Tax Products

Finding: KPMG uses aggressive marketing tactics to sell its generic tax products,
including by pressuring its tax professionals to increase sales to meet internal revenue
targets; making sales pitches to existing clients; finding new clients through prospect
lists, telemarketing, and referral arrangements; and even making cold calls to sell tax
shelters to prospective buyers.

Until recently, accounting firms were seen as traditional, professional firms that waited for
clients to come to them with concerns, rather than affirmatively targeting potential clients for sales
pitches on tax products. One of the more striking aspects of the Subcommittee investigation was
discovery of the substantial efforts KPMG has expended to market its tax products, including

1%gee, e.g., email dated 3/13/00, from Richard Bailene to Phillip Galbreath,“S-CAEPS,” BatesK PMG
0015746, and email from Mark Watson, “S-CAEPS,” Bates KPMG 0013790-93 (raising assignment of income
concerns); emails dated 3/21/00 and 3/22/00, from Larry DeLap and Lawrence Manth, Bates KPM G 0015739-40
(raising tax indifferent party concerns); various emails between 7/28/00 and 10/25/00, among KPMG tax
professionals, Bates KPM G 0015011-14 (raising tax indifferent party concerns); and memorandum dated 2/14/00,
from William Kelliher to Richard Rosenthal, “S-Corp Charitable and Estate Planning Strategy (‘ S-CAEPS’),” Bates
KPM G 0047693-95 (raising valuation concerns).

2"Email dated 12/20/01, from William Kelliher to David Brockway, “FW: SC2,” Bates, KPM G 0012723.
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extensive efforts to target clients and, at times, use high-pressure salestactics. Evidencein the four
case studies shows that KPM G compiled and scoured prospective client ligs, pushed its personnel to
meet sales targets, closdy monitored their sales efforts, advised its professionals to use questionable
sales techniques, and even used cold callsto drum up business. The evidence also shows that, at
times, KPM G marketed tax shelters to persons who appeared to have little interest in them or did not
understand what they were being sold, and likely would not have used them to reduce their taxes
without being approached by KPMG.

Extensive Marketing Infrastructure. Asindicated in the prior section, KPMG’s marketing
efforts for new tax products normally began long before aproduct was approved for sale. Potential
“revenue analysis’ was part of the earliest screening efforts for new products. In addition, when a
new tax product is launched within the firm, the “ Tax Solution Alert” is supposed to include key
marketing information such as potential client profiles, “optimal target characteristics’ of buyers, and
the expected “typical buyer” of the product.

KPMG typically designates one or more persons to lead the marketing effort for a new tax
product. These persons are referred to as the product’s “ National Deployment Champions,”
“Nationa Product Champions,” or “Deployment Leaders.” In the four case studies investigated by
the Subcommittee, the National Deployment Champion was the same person who served as the
product’ s National Development Champion and shepherded the product through the KPM G approval
process. For example, the tax professional who led the marketing effort for BLIPS was, again, Jeffrey
Eischeid, assisted by Randall Bickham, while for SC2 it was, again, Larry Manth, assisted and
succeeded by Andrew Atkin.

National Deployment Champions have been given significant institutional support to market
their assigned tax product. For example, KPMG maintains a national marketing office that includes
marketing professionals and resources “dedicated to tax.”**® Champions can draw on this resource for
“market planning and execution assistance,” and to assemble a marketing team with a* National
Marketing Director” and designated “area champions’ to lead marketing efforts in various regions of
the United States.’® These individuals become members of the product’ s official “deployment team.”

Champions can also draw on a Tax Services group skilled in marketing research to identify
prospective clients and develop target dient lists. This group is known as the Tax Services Marketing
and Research Support group. Champions can also make use of aKPMG “cold call center” in Indiana.
This center is staffed with telemarketers trained to make cold calls to prospective clients and set up a
phone call or meeting with specified KPM G tax or accounting professionals to discuss services or

128K PM G Tax Services Manual, §2.21.1, at 2-14.

129| d
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products offered by the firm. These tdemarketers can and, at times, have made cold callsto sell
specific tax shelters such as SC2.'*°

In addition to a cadre of expert marketing support personnel, National Deployment
Champions are supported by powerful software systems that help them identify prospective clients
and track KPM G sales efforts across the country. The Opportunity Management System (OMS), for
example, is a software system that KPM G tax professionals have used to monitor with precision who
has been contacted about a particular tax product, who made the contact on behalf of KPMG, the
potential sales revenue associated with the sales contact, and the current status of each sales effort.

An email sent in 2000, by the Tax Services operations and Federal Tax Practice headsto 15
KPMG tax professionals paints a broad picture of what KPMG’ s National Deployment Champions
were expected to accomplish:

“As Nationa Deployment Champions we are counting on you to drive significant market
activity. We are committed to providing you with the tools that you need to support you in
your efforts. A few remindersin this regard.

The Tax Services Marketing and Research Support is prepared to help you refine your
existing and/or create additional [client] target lists. ... Working closely with your National
Marketing Directors you should develop the relevant prospect profile. Based on the criteria
you specify the marketing and research teams can scour primary and secondary sourcesto
compile atarget list. Thiswill help you go to market more effectively and efficiently.

Many of you have also tapped into the Practice Development Coordinator resource. Our team
of telemarketersis particularly helpful ... to further qualify prospects [redaction by KPMG]
[and] to set up phone appointments for you and your deployment team. ...

Finally tracking reports generated from OMS are critical to measuring your results. If you
don’t andyze the outcome of your efforts you will not be in a position to judge what is
working and what isnot. Toward that end you must enter datain OMS. We will generate
reports once a month from OM S and share them with you, your team, Service Line leaders
and the [Area Managing Partners|. These will be the focal point of our discussion with you
when we revisit your solution on the Monday night cal. Y ou should also be using them on
your bi-weekly team calls. ...

1%05ee, e.g., SC2 script dated 6/19 (no year provided, but likely 2000) developed for telemarketer calls to
identify individuals interested in obtaining more information, Bates KPM G 0050370-71. A telemarketing script was
also developed for BLIPS, but it is possible that no BLIPS telemarketing calls were made. BLIPS script dated
7/8/99, Bates KPM G 002560
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Thanks again for assuming the responsibilities of a National Deployment Champion. We are
counting on you to make the difference in achieving our financial goals.”***

In 2002, KPMG opened a “ Sales Opportunity Center” to make it easier for its personnel to
make use of the firm’s extensive marketing resources. An email announcing this Center stated the
following:

“The current environment is changing a breakneck speed, and we must be prepared to
respond aggress vely to every opportunity.

We have created a Sales Opportunity Center to be the ‘ eye of the needle’ —asingle place
where you can get access to the resources you need to move quickly, knowledgeably, and

effectively.

Thisinitiative reflects the efforts of Assurance (Sales, Marketing, and the Assurance &
Advisory Services Center) and Tax (Marketing and the Tax Innovation Center), and is
intended to serve as our ‘situation room’ during these fast-moving times. ...

The Sales Opportunity Center isa powerful demonstration of the Firm’s commitment to
giving you what you need to meet the challenges of these momentous times. We urge you to
take advantage of this resource as you pursue marketplace opportunities.”***

Corporate Culture: Sell Sell Sell. After anew tax product has been “launched” within
KPMG, one of the primary tasks of a National Deployment Champion is to educate KPMG tax
professional s about the new product and motivate them to sell it.

Champions use awide variety of tools to make KPMG tax professionals aware of a new tax
product. For example, they include product information in KPMG internal newsletters and emall
alerts, and organize conference calls and video conferences with KPM G tax offices across the
country. Champions have aso gone on “road shows” to KPMG field offices to make apersonal
presentation on aparticular product. These presentations include how the product works, what clients
to target, and how to respond to particular concerns. On some occasions, a presentation is videotaped
and included in an office’s “video library” to enable KPMG personnel to view the presentation at a
later date.

Documentation obtained by the Subcommittee shows that National Deployment Champions
and senior KPMG tax officials expend significant effort to convince KPM G personnel to devote time
and resources to selling new products. Senior tax professionals use general exhortations as well as

BlEmail dated 8/6/00 from Jeffrey Stein to 15 National Deployment Champions, Bates KPMG 050016.

¥2Email dated 3/14/02, from Rick Rosenthal and other K PM G professionals, to “US M anagement Group,”
(Emphasis in original.), Bates XX 001730-32.
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specific instructions directed to specific field offices to increase their sales efforts. For example, after
SC2 was launched, the head of KPMG’ s Federd Practice sent the following an email to the SC2 “area
champions’ around the country:

“1 want to personally thank everyone for their efforts during the approval process of this
strategy. It was completed very quickly and everyone demonstrated true teamwork. Thank
you! Now lef[‘]s SELL, SELL, SELL!!"*®

The Federal Tax head also called specific KPM G offices to urge them to increase their SC2
sales. Thistype of instruction from a senior KPMG tax official apparently sent a strong message to
subordinates about the need to sell the identified tax product. For example, atax professional in a
KPMG field officein Houston wrote the following after participaing in aconference cdl on SC2 in
which the Federal Tax head and the SC2 National Deployment Champion urged the office to improve
its SC2 sales record:

“1 don’t know if you were on Larry Manth’s call today, but Rosenthal led theinitial
discussion. There have been several successes.... We are behind.

Thisis THE STRATEGY that they expect significant value added fees by June 30.
Theheatison......"

In thefour case studies examined by the Subcommittee, National Deployment Champions did
not end their efforts with phone calls and visits urging KPM G tax professionals to sell their tax
product, they also produced detailed marketing plans, implemented them with the assistance of the
“deployment team,” and pressured their colleagues to increase SC2 sales. For example, one email
circulated among two members of the SC2 deployment team and two senior KPM G tax professionals
demonstrates the measures used to push sales:

“To memorialize our discussion, we agreed the following:
* Over the next two weeks, Manth [SC2 National Deployment Champion] will deploy
[Andrew] Atkin [on the SC2 deployment team] to call each of the SC2 area solution

champions.

* Andrew will work with the champion to establish a specific action plan for each opportunity.
To be at al effective, the plans should [be] very specific asto who is going to do what when.

13E mail dated 2/18/00, from Richard Rosenthal to multiple KPM G tax professionals, Bates K PMG
0049236.

1¥Email dated 4/21/00, from Michael Terracina, KPMG office in Houston, to Gary Choate, KPMG office
in Dallas, Bates KPM G 0048191.
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... There should be agreement as to when Andrew will next follow-up with them to create a
real sense of urgency and accountability.

* Andrew will involve Manth where he is not getting aresponse within 24 hours or receiving
inappropriate ‘ pushback.” Manth will enlist [David] Jones or Rick [Rosenthal, senior KPMG
tax officials,] to help facilitate responsiveness where necessary given the urgency of the
opportunity. ...

*Manth believes inadequate resources are currently deployed to exploit the Midwest SCorp
client and target population. Craig Pichette has not yet been able to dedicate enough time to
thissolution .... John Schrier (NE Stratecon) or Councill Leak (SE Stratecon) could be
effective.....

*Resource[s] will be assigned to adequately address the market opportunity in Florida. ...
Goals must be explicit ... including a percentage weighting based on expected time
commitment. ...

Manth will explore with Rick the opportunity to form alliances with other accounting firms to
drive distribution.”**®

Senior KPMG tax officials also set overall revenue goals for various tax groups and urged
them to increase their sales of designated tax products to meet those gods. For example, in an email
alerting nearly 40 tax professionalsin the “ Stratecon West” group to a conference call on a*“Kick Off
Plan For ‘01,” asenior Stratecon professional, who was also the SC2 National Deployment
Champion, wrote:

“Hello everyone. We will be having a conference call to kick-off our Stratecon marketing
effortsto aggressivey pursue closed deds by 6/30/01. The main purpose of the call isto
discuss our marketing and targeting strategy and to get everyone acquainted with a number of
Stratecon’s high-end solutions. If you have dients, at least one of these strategies should be
applicable to your client base. Asyou all know, to reach plan in the West, we must
aggressively pursue these high-end strategies.” *

Two months later, a member of the SC2 deployment team, who also worked for Stratecon,
sent an email to an even larger group of 60 tax professionals, urging them to try a new, more
appealing version of SC2. In aparagraph subtitled, “Why Should Y ou Care?’ he wrote:

1Email dated 1/30/01, from David Jonesto Larry Manth, Richard Rosenthal, and Wendy Klein, “SC2 -
Follow-up to 1/29 Revisit,” Bates KPMG 0050389.

*Email dated 12/2/00, from Lawrence Manth to multiple tax professionals, Bates X X 000021.
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“In the last 12 months the original SC2 structure has produced $1.25 million in signed
engagements for the SE [Southeast]. ... Look at the last partner scorecard. Unlike golf, alow
number is not agood thing... A lot of us need to put more revenue on the board before June
30. SC2candoit for you. Think about targetsin your area and call me.”**

The steady push for tax product sales continued. For example, three weeks later, the Stratecon
tax professional sent an email to his colleagues stating, “ Due to the significant push for year-end
revenue, all West Region Federal tax partners have been invited to join us on this [conference] call
and we will discuss our ‘Quick Hit' strategies and targeting criteria.”**® Six weeks after that, the
same Stratecon official announced another conference cal urging Stratecon professionals to discuss
two “tax minimization opportunities for individuals’ which will “have a quick revenue hit for us.”**

Stratecon was not alone in the push for sales. For example, in 2000, the former head of
KPMG'’s Washington National Tax Practice sent an email to all “US-WNT Tax Partners’ urging
them to “temporarily defer non-revenue producing activities” and concentrate for the “next 5 months”
on meeting WNT’ s revenue goals for the year.** The email statesin part:

“Listed below are the tax products identified by the functional teams as having significant
revenue potential over the next few months. ... [T]he functional teamswill need ... WNT
champions to work with the National Product champions to maximize the revenue generated
from the respective products. ... Thanksfor help in this critically important matter. As Jeff
said, ‘We are dealing with ruthless execution - hand to hand combat - blocking and tackling.’
Whatever the mixed metaphor, let’sjust doit.”

The evidence is clear that selling tax products was an important part of every tax
professional’sjob at KPMG.

Targeting Clients. KPMG's marketing efforts included substantial efforts to identify
prospective purchasers for its tax products. KPMG devel oped prospective client lists by reviewing
both its own client base and seeking new clients through referrals and cold calls.

To review its own client base, KPM G has used software systems, including ones known as
KMatch and RIA GoSystem, to identify former or existing clients who might be interested in a
particular tax product. KMatch is*“[a]n interactive software program that asks a user a series of

1¥"Email dated 2/22/01, from Council| Leak to multiple tax professionals, Bates KPMG 0050822-23.

18¥Email dated 3/13/01, from Larry M anth to multiple KPM G tax professionals, “Friday’s Stratecon Call,”
Bates XX 001439.

¥Email dated 4/25/01, from Larry M anth to multiple KPM G tax professionals, “Friday’s Stratecon Call,”
Bates XX 001438.

0Email dated 2/3/00, from Philip Wiesner to Us-WNT Tax Partners, Bates KPMG 0050888-90.
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guestions about a client’ s business and tax situation,” uses the information to construct a“ client
profile,” and then uses the profile to identify KPMG tax products that could assist the client to avoid
taxation." KPMG's Tax Innovation Center conducted a specific campaign requiring KPMG tax
professonals to enter client data into the KMatch database so that, when subsequent tax products
were launched, the resulting client profiles could be searched electronically to identify which clients
would be digible for and interested in the new product. RIA GoSystem is a separate internd KPMG
database which contains confidential client data provided to KPMG to assist the firm in preparing
client tax returns.*** This database of confidential client tax information can also be searched
electronically to identify prospective dients for new tax products and was actually used for that
purpose in the case of SC2.1*®

The evidence indicates that KPMG also uses its assurance professionals — persons who
provide auditing and related services to individuals and corporations —to identify existing KPMG
audit clients who might be interested in new tax products. Among other documents evidencing the
role of KPMG assurance professionals is the devel opment and marketing of tax products that require
the combined participation of both KPMG tax and assurance professionals. In 2000, for example,
KPMG issued what it called its “first joint solution”requiring KPMG tax and assurance professionals
to work together to sell and implement the product.** The tax product is described as a“[c]ollection
of assurance and tax services designed to assist companiesin ... realizing value from their intellectual
property ... [d]elivered by joint team of KPMG assurance and tax professionals.”*** Internal KPMG
documentation states that the purpose of the new product is “[t]o increase KPM G’ s market
penetration of key clients and targets by enhancing the linkage between Assurance and Tax
professionals.”** Another KPMG document states: “Teaming with Assurance expands tax team’s
knowledge of client and industry[.] Demonstrates unified team approach that separates KPMG from

“presentation entitled, “KMatch Push Feature Campaign,” undated, prepared by Marsha Peters of the Tax
Innovation Center, Bates XX 001511.

1“25ee, e.g., email dated 3/6/01, from US-GoSystem Administration to Andrew Atkin of KPMG, “RE;
Florida S corporation search,” Bates KPM G 0050826; Subcommittee interview of Councill Leak (10/22/03).

143 g,

“Ppresentation dated 7/17/00, “ Targeting Parameters: Intellectual Property — Assurance and Tax,” with
attachment dated September 2000, entitled “Intellectual Property Services,” at page 1 of the presentation, Bates X X
001567-94.

%5presentation dated 10/30/00, “Intellectual Property Services (IPS),” by Dut LeBlanc of Shreveport and
Joe Zier of Silicon Valley, Bates XX 001580-94.

1®presentation dated 7/17/00, “Targeting Parameters: Intellectual Property — Assurance and Tax,” with
attachment dated September 2000, entitled “Intellectual Property Services,” at page 1 of the attachment, Bates X X
001567-94.
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competitors.”**” Another KPMG document shows that KPMG used both its internal tax and
assurance client lists to target clients for a sales pitch on the new product:

“The second tab of thisfile contains the draft target list [of companies]. Thislist was
compiled from two sources an assurance and tax list. ... [W]e selected the companies which
are assurance or tax clients, which resulted in the 45 companies on the next sheet. ... What
should you do? Review the suspects with your assurance or tax deployment counterpart. ...
Prioritize your areatargets, and plan how to approach them.”*%

Additional tax products which relied in part on KPM G audit partners followed. In 2002, for
example, KPMG launched a“New Enterprises Tax Suite” product**® which it described internally as
“across-functional element of the Tax Practice that efficiently mines opportunities in the start-up and
middle-market, high-growth, high-tech space.” A presentation on this new product statesthat KPMG
tax professionals are “[t]eaming with Assurance ... [and] fostering cross-selling among assurance and
tax professionals.”**°

Other tax products explicitly called on KPMG tax professionals to ask their audit counterparts
for help in identifying potential clients. For example, a“Middle Market Initiative” launched in 2001,
identified seven tax products to be marketed to mid-sized corporations, including SC2. It explicitly
called upon KPMG tax professionals to contact KPMG audit partners to identify appropriate mid-
sized corporations, and directed these tax professionals to pitch one or more of the seven KPMG tax
products to KPMG audit clients. “In order to maximize marketplace opportunities ... national and area

Tpresentation dated 10/30/00, “Intellectual Property Services (IPS),” by Dut LeBlanc of Shreveport and
Joe Zier of Silicon Valley, Bates X X 001580-94.

“8presentation dated 7/17/00, “ Targeting Parameters: Intellectual Property — Assurance and Tax,” with
attachment dated September 2000, entitled “Intellectual Property Services,” at page 1 of the attachment, Bates XX
001567-94.

19Gee WNT presentation dated 9/19/02, entitled “Innovative Tax Solutions,” which, at 18-26, includes a
presentation by Tom Hopkins of Silicon Valley, “New Enterprises Tax Suite,” Tax Solution Alert 00-31, Bates XX
001503-05. The Hopkins presentation states that the new product is intended to be used to “[l]everage existing client
base (pull-through),” “[d]evelop and use client selection filters to refine our bets and reach higher market success,”
and “[e] nhance rel ationships with client decisionmakers.” As part of a “Deployment Action Plan,” the presentation
statesthat KPMG “[p]artners with revenue goals are given subscriptions to Venture Wire for daily lead generation”
and that “[t]argeting is supplemented by daily lead generation from Fort Wayne” where KPM G’ s telemarketing
center is located.

10presentation dated 3/6/00, “ Post-Transaction Integration Service (PTIS) — Tax,” by Stan Wiseberg and
Michele Zinn of Washington, D.C., Bates XX 001597-1611 (“Global collaborative service brought to market by tax
and assurance ... May be appropriate to initially unbundle the serves (‘tax only,” or ‘assurance only’) to capture an
engagement”)
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champions will coordinate with and involve assurance partners and managers in their respective
areas.” !

In addition to dectronic searches, National Deployment Champions regularly exhorted KPMG
field personnel to review their client lists personally to identify those that might be interested in a new
product. In the case of SC2, deployment team members asked KPMG tax professionalsto review
their client lists, not once, but twice:

“Attached aboveisalisting of al potential SC2 engagements that did not fly over the past
year. In an effort to ensure we have not overlooked any potential engagement during the
revenue push for the last half of [fiscal year] 2001, please review the list which is sorted by
estimated potential fees. 1'd like to revisit each of these potential engagements, and gather
comments from each of you regarding the following. ... Would further
communication/dialogue with any listed potential engagement be welcome? What were the
reasonsfor the potential client’s declining the strategy?’ >

In addition to reviewing its own client base, KPM G worked with outside parties, such as
banks, law firms, and other accounting firms, to identify outside client prospects. One exampleisthe
arrangement KPM G entered into with Frst Union National Bank, now part of WachoviaBank, in
which Wachoviareferred clients to KPMG in connection with FLIP. In this case, Wachoviatold
weadlthy clients about the existence of the tax product and allowed KPMG to set up appointments at
the bank or elsewhere to make client presentations on FLIP.">* KPMG apparently did not pay
Wachoviaadirect referral fee for these clients, but if aclient eventually agreed to purchase FLIP, a
portion of the fees paid by the client to Quédlos, ainvestment advisory firm handling the FLIP
transactions, was forwarded by Quellos to Wachovia KPMG also made arrangements for Wachovia
client referrals related to BLIPS and SC2, again using First Union National Bank, but it is unclear
whether the bank actually made any referrals for these tax products.** In the case of SC2, KPMG
also worked with a variety of other outside parties, such as mid-sized accounting firms and

BlEmail dated 8/14/01, from Jeff Stein and W alter Duer to “K PM G LLP Partners, M anagers and Staff,”
“Stratecon Middle Market Initiative,” Bates KPM G 0050369.

2Email dated 2/9/01, from Ty Jordan to multiple K PM G tax professionals, “SC2 revisit of stale leads,”
Bates KPM G 0050814.

¥gubcommittee interview of Wachovia Bank representatives (3/25/03).

1¥45ee, e.g., email dated 8/30/99, from Tom Newman to multiple First Union professionals, “next strategy,”
Bates SEN 014622 (BLIPS “[f]leesto First Union will be 50 basis pointsif theinvestor isnot aKPM G client, 25
bps if they are a KPMG client.”); email dated 11/30/01, from Councill Leak to Larry Manth, “FW: First Union
Customer Services,” Bates KPM G 0050842-44 (“1 provide my comments on how we are bringing SC2 into certain
First Union customers.”). Because KPM G is also Wachovia's auditor, questions have arisen as to whether their
client referral arrangements violate SEC’ s auditor independence rules. See Section VI(B)(5) of this Report for more
information on the auditor independence issue.
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automobile dealers, to locate and refer potentia clients.™ A large law firm headquarteredin St.
Louis expressed willingness not only to issue a confirming tax opinion for the SC2 transaction, but
also to introduce KPMG “to some of their midwestern clients.”**

In addition to reviewing its own client base and seeking client referrals, KPM G used avariety
of other means to identify prospective clients. Inthe case of SC2, for example, as part of its
marketing efforts, KPMG obtained lists of S corporationsin the states of Texas, North and South
Carolina, New York, and Florida.">" It obtained these lists from either state government, commercial
firms, or its own databases. The Floridalist, for example, was compiled using KPMG' sinternal RIA-
GOSystem containing confidential client data extracted from certain tax returns prepared by
KPMG."™® Some of thelists had large blocks of S corporations associated with automobile or truck
deadlers, real estate firms, home builders, or architects.™ In some instances, KPMG tax professionals
instructed KPM G telemarketers to contact the corporations to gauge interest in SC2.*°  In other
cases, KPMG tax professionals contacted the corporations persondly.

The lists compiled by KPMG produced literaly thousands of potential SC2 clients, and
through telemarketing and other calls, KPMG personnel made uncounted contacts across the country
searching for buyers of SC2. In April 2001, the DPP apparently sent word to SC2 marketing teams to
stop using telemarketing calls to find SC2 buyers,*** but almost as soon as the no-call policy was

1%55ee, e.g., email dated 1/30/01, from David Jones to Larry Manth, Richard Rosenthal, and Wendy Klein,
“SC2 - Follow-up to 1/29 Revisit,” Bates KPM G 0050389 (working to form accounting firm alliances).

16\ emorandum dated 2/16/01, from Andrew Atkin to SC2 Marketing Group, “Agenda from Feb 16" call
and goals for next two weeks,” Bates KPMG 0051135.

75eg, e.g., email dated 8/14/00, from Postmaster-US to unknown recipients, “ Action Required: Channel
Conflict for SC2,” Bates KPMG 0049125 (S corporation list purchased from Dun & Bradstreet); memorandum dated
2/16/01, from Andrew Atkin to SC2 Marketing Group, “ Agenda from Feb 16" call and goals for next two weeks,”
Bates KPM G 0051135 (Texas S corporation list); email dated 3/7/01, from Councill Leak to multiple KPM G tax
professionals, “ South Florida SC2 Y ear End Push,” Bates KPMG 0050834 (Florida S corporation list); email dated
3/26/01, from Leonard Ronnie |11, to Gary Crew, “RE: S-Corp Carolinas,” Bates KPM G 0050818 (North and South
Carolina S corporation list); email dated 4/22/01, from Thomas Crawford to John Schrier, “RE: SC2 target list,”
Bates KPM G 0050029 (New Y ork S corporation list).

1%8Email dated 3/6/01, from US-GoSystem Administration to Andrew Atkin of KPM G, “RE; Florida S
corporation search,” Bates KPM G 0050826. Subcommittee interview of Councill Leak (10/22/03).

1%Email dated 11/17/00, from Jonathan Pullano to US-Southwest Tax Services Partners and others, “FW:
SW SC2 Channel Conflict,” Bates KPM G 0048309.

1905ee, e.g., email dated 6/27/00, from Wendy Klein to Mark Springer and Larry Manth, “SC2: Practice
Development Coordinators Involvement,” Bates KPM G 0049116; email dated 11/15/00, from Douglas Duncan to
Michael Terracina and Gary Choat, “FW: SW SC2 Progress,” Bates KPM G 0048315-17.

81See email dated 4/22/01, from John Schrier to Thomas Crawford, “RE: SC2 target list,” Bates K PMG
0050029.
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announced, some KPMG tax professionals were attempting to circumvent the ban asking, for
example, if telemarketers could question S corporations about their eligibility and suitability to buy
SC2, without scheduling future telephone contacts.’®* In December 2001, after being sent alist of
over 3,100 S corporations targeted for telephone cdls, a senior KPMG tax professional sent an email
to the head of WNT complaining that the list appeared to indicate “the firm isintent on marketing the
SC2 strategy to virtually every S corp with a pulse.” %

When KPMG representatives were first asked about KPMG' s use of telemarketers, they
initially told the Subcommittee staff that telemarketing cals were against firm policy.’®* When asked
about the Indiana cold call center which KPMG has been operating for years, the KPMG
representatives said that the center’ s telemarketers sought to introduce new clientsto KPMG in a
general way and did little more than arrange an appointment so that KPMG could explainto a
potential client in person al of the services KPMG offers. When confronted with evidence of
telemarketing calls for SC2, the KPM G representatives acknowledged that a few calls on tax products
might have been made by telemarketers a the cold call center, but implied such calls were few in
number and rarely led to sales. In a separate interview, when shown documents indicating that, in the
case of SC2, KPMG telemarketers made calls to thousands of S corporations across the country, the
KPMG tax professional being interviewed admitted these calls had taken place.’®

Sales Advice. To encourage sales, KPMG would, at times, provide written advice to its tax
professionals on how to answer questions about atax product, respond to objections, or convince a
client to buy aproduct.

For example, in the case of SC2, KPM G sponsored a meeting for KPMG “ SC2 Team
Members’ across the country and emailed documents providing information about the tax product as
well as “Appropriate Answers for Frequently Asked Shareholder Questions’ and “ Suggested
Solutions” to “ Sticking Points and Problems.”**® The “ Sticking Points” document provided the
following advice to KPM G tax professionals trying to sel SC2 to prospective clients:

“1) ‘Too Good to betrue.” Some people believe that if it sounds too good to betrue, it'sa
sham. Some suggestions for this response are the following:

182E mail dated 4/23/01, from John Schrier to Thomas Crawford, “RE: SC2 target list,” Bates KPMG
0050029.

163Email dated 12/20/01, from William K elliher to David Brockway, WNT head, Bates KPM G 0013311. A
responsive email from Mr. Brockway on the same document states, “It looks like they have aready tried over 2/3rds
of possible candidates already, if | am reading the spread sheet correctly.”

®isubcommittee briefing by Jeffrey Eischeid and Timothy Speiss (9/12/03).

185Subcommittee interview of Councill Leak (10/22/03).

166« 5C2 — Meeting Agenda” and attachments, dated 6/19/00, Bates KPM G 0013375-96.
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a) This transaction has been through KPMG’s WNT practice and reviewed by at least 5
specialty groups. ... Many of the specialists are ex-IRS employees.

b) Many sophisticated clients have implemented the strategy in conjunction with their
outside counsel.

c) At least one outside law firm will give a co-opinion on the transactions. ...

€) Absolutely last resort — At least 3 insurance companies have stated that they will insure
the tax benefits of the transaction for asmall premium. This should never be mentioned in
an initial meeting and Larry Manth should be consulted for al insurance conversations to
ensure consistency and independence on the transaction.

2) ‘1 Need to Think About it.’ ... We obviously do not want to seem too desperate but at the
same time we need to keep this moving along. Some suggestions:

a) ‘Get Even’ Approach. Perhaps a good time to revisit the strategy is at or near estimated
tax payment time when the shareholder is making or has made a large estimated tax
payment and is extremely irritated for having done so. ...

b) Beenie Baby Approach. ... We call the client and say that the firm has decided to cap
the strategy ...and the cap is quickly filling up. *Should | put you on thelist asa
potentid? Thisis obviously a more aggressive approach, but will tell youif the client is
serious about the deal.

c) ‘Break-up’ Approach. Thisisarisky approach and should only be used in alimited
number of cases. This approach entails us calling the client and conveying to them that
they should no longer consider SC2 for areason solely related to KPMG, such as the cap
has been reached with respect to our city or region or ... the demand has been so great that
the firm is shutting it down. This approach is used as a psychological tool to elicit an
immediate response from the client. ...

5) John F. Brown Syndrome. Thisis named after an infamous attorney who could not get
comfortable with anything about the strategy. We have had a number of clients with stubborn
outside counsel with respect to the strategy itself, the engagement letter, or other aspects of the
transaction. Here are some approaches:

a. If we... know hewill not approve of the transaction we should tell this to the client and
either walk or convince the client not to use the attorney or law firm for this dedl. ...

c. If thefeeissubstantia ... the last resort is to summarize a transaction with al the
possible bells and whistles to make the deal asrisk-free as possible. For example: The
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client does SC2 with the following elements: 1) option to reacquire stock from [tax
exempt organization], 2) insurance covering the tax benefits plus penalties ... and 3)
outside opinion from an independent law firm. If the attorney is still uncomfortable, we
need to convey thisto the client and they can decide.”

This document is hardly the work product of a disinterested tax adviser. Infact, it goes so far
asto recommend that KPMG tax professionals employ such hard-sell tactics as making misleading
statements to their clients — daims that SC2 will be sold to only alimited number of people or that it
isno longer being sold at al in order to “elicit an immediate response from the client.” The
document also depicts attorneys raising technical concerns about SC2 as “stubborn” naysayers who
need to be circumvented, rather than satisfied. In short, rather than present KPM G as a disinterested
tax adviser, thistype of sales adviceis evidence of a company intent on convincing an uninterested or
hesitant client to buy a product that the client would apparently be otherwise unlikely to purchase or
use.

Using Tax Opinions and Insurance as Marketing Tools. Several documents obtained
during the investigation demonstrate that KPM G deliberately traded on its reputation as a respected
accounting firm and tax expert in selling questionable tax products to corporations and individuals.
As described in the prior section on designing new tax products, the former WNT head acknowledged
that KPMG’s “reputation will be used to market the [BLIPS] transaction. Thisisagiven in these
types of deds.” Inthe SC2 “Sticking Points” document, KPMG instructed its tax professionalsto
respond to client concerns about the product by pointing out that SC2 had been reviewed and
approved by 5 KPMG tax specialty groups and by specialists who are former employees of the IRS.*’

KPMG also used opinion letters as a marketing tool. Tax opinion letters are intended to
provide written advice explaning whether aparticular tax product is permissible under the law and, if
challenged by the IRS, the likelihood that the tax product would survive court scrutiny. A tax opinion
letter provided by a person with a financial sake in the tax product being analyzed has traditiondly
been accorded much less deference than an opinion letter supplied by a disinterested expert. As
shown in the SC2 “ Sticking Points’ document just cited, if aclient raised concerns about purchasing
the product, KPM G instructed its tax professionalsto respond that, “ At least one outside law firm
will give a co-opinion on the transactions.”**® In another SC2 document, KPMG advises its tax
professionalsto tell clients worried about IRS penalties: “The opinion letters that we issue should get
you out of any penalties. However, the Service could try to argue that KPMG is the promoter of the

187 5C2 — Meeting Agenda” and attachments, dated June 19, 2000, at Bates K PM G 0013394,

168 5C2 — Meeting Agenda” and attachments, dated June 19, 2000, at Bates KPM G 0013394, Another
document identified Bryan Cave, alaw firm with over 600 professionals and offices in St. Louis, New Y ork, and
elsewhere, aswilling “to issue aconfirming tax opinion for the SC2 transaction.” Memorandum dated 2/16/01, from
Andrew Atkinto SC2 Marketing Group, “Agenda from Feb 16" call and goals for the next two weeks,” Bates
KPMG 0051135. See also email dated 7/19/00, from Robert Coplan of Ernst & Young to “Dickensg@aol.com,”
Bates 2003EY 011939 ("As you know, we go to great lengths to line up alaw firm to issue an opinion pursuant to a
separate engagement | etter from the client that is meant to make the law firm independent from us.")
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strategy and therefore the opinions are biased and try and assert penalties. We believe thereisvery
low risk of thisresult. If you desire additional assurance, thereis at least one outside law firmin
NY C that will issue a co-opinion. The cost ranges between $25k - $40k.”

KPMG was gpparently so convinced that an outside legal opinion increased the marketability
of itstax products, that in the case of FLIP, it agreed to pay Sidley Austin Brown & Wood afeein
any sale where a prospective buyer was told that the law firm would provide a favorable tax opinion
letter, regardless of whether the opinion was actually provided. A KPMG tax professional explained
inan email: “Our dea with Brown and Wood isthat if their name is used in selling the strategy they
will get afee. We have decided as afirm that B& W opinion should be givenin al deals.”*® This
guaranteed fee arrangement also provided an incentive for Sidley Austin Brown & Wood to refer
clientsto KPMG.

On occasion, KPMG dso used insurance as a marketing tool to convince reluctant buyersto
purchase a KPMG tax product. In the case of SC2, the “ Sticking Points” document advised KPMG
tax professionals to tell clients about the existence of an insurance policy that, for a“small premium,”
could guarantee SC2's promised “tax benefits:”

“At least 3 insurance companies have stated that they will insure the tax benefits of the
transaction for asmall premium. This should never be mentioned in an initial meeting and
Larry Manth should be consulted for all insurance conversations to ensure consistency and
independence on the transaction.”*™

According to KPMG tax professionals interviewed by Subcommittee staff, the insurance
companies offering this insurance included AIG and Hartford.'” KPMG apparently possessed sample
insurance policies that promised to reimburse the policy holder for arange of items, including
penalties or fines assessed by the IRS for using SC2, essentially insuring the policy holder against
being penalized for tax evasion.'”® Once these policies were available, KPMG tax professionals were
asked to re-visit potentia clients who had declined the tax product and try again:

“Attached aboveisalisting of all potential SC2 engagements that did not fly over the past
year. ... We now have anumber of Insurance companies which would like to underwrite the

16% 5Cc2—Appropriate Answers for Frequently Asked Shareholder Questions,” included in an SC2
information packet dated 7/19/00, Bates KPM G 0013393.

1 peclaration of Richard E. Bosch,” IRS Revenue Agent, In re John Doe Summons to Sidley Austin
Brown & Wood (N.D. Ill. 10/16/03) at Y18, citing an email dated 10/1/97, from Gregg Ritchie to Randall Hamilton.
(Capitalizations in original omitted.)

M« 5Cc2 — Meeting Agenda” and attachments, dated June 19, 2000, Bates KPMG 0013375-96.

125ee, e.g., Subcommittee interview of Lawrence Manth (11/6/03).

173| d



-62-

tax risk inherent in the transaction. We may want to revisit those potential clients that
declined because of audit risk.”*™

Evidence obtained by the Subcommittee indicates that at |east half a dozen SC2 purchasers also
purchased SC2 insurance.

Tracking Sales and Revenue. KPMG repeatedly told the Subcommittee staff that it did not
have the technical capability to track the sales or revenues associated with particular tax products.'”

However, evidence gathered by the Subcommittee indicates that KPMG could and did obtain specific
revenue tracking information.

The Subcommittee learned, for example, that once atax product was sold to a client and the
client signed an engagement letter, KPMG assigned the transaction an “engagement number,” and
recorded in an electronic database all revenues resulting from that engagement. This engagement

data could then be searched and manipulated to provide revenue information and totals for individual
tax products.

Specific evidence that revenue information was collected for tax products was obtained by the
Subcommittee during the investigation from parties other than KPMG. For example, an SC2
“update” prepared in mid-2001, includes detailed revenue information, including total nationwide
revenues produced by the tax product since it was launched, total nationwide revenues produced

during the 2001 fiscal year, and FY 01 revenues broken down by each of 6 regionsin the United
States:'"

“Revenue since solution was launched:
$20,700,000

Revenue thisfiscal year only:
$10,700,000

Revenue by Region this Fisca Year

*West $7,250,000
* Southeast $1,300,000
* Southwest $ 850,000

1"Email dated 2/9/01, from Ty Jordan to multiple K PM G tax professionals, “SC2 revisit of stale leads,”
Bates KPM G 0050814.

subcommittee briefing by Jeffrey Eischeid (9/12/03); Subcommittee interview of Jeffrey Stein
(10/31/03).

| nternal KPM G presentation, dated 6/18/01, by Andrew Atkin and Bob Huber, entitled “S-Corporation
Charitable Contribution Strategy (SC2) Update,” Bates XX 001553.
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*Mid-Atlantic $ 550,000
*Midwest $ 425,000
*Northeast $ 300,000

KPMG never produced this document to the Subcommittee.’”” However, one email related to SC2
that KPMG did produce states that monthly OM S “tracking reports’ were used to measure sales
results for specific tax products, and these reports were regularly shared with National Deployment
Champions, Tax Service Line leaders, and Area Managing Partners.'™

Moreover, KPMG’s Tax Innovation Center reported in 2001, that it had devel oped new
software that “ captured solution development costs and revenue” and that it had begun “[ p]repar[ing]
quarterly Solution Profitability reports.”*”® Thisinformation suggests that KPMG was refining its
revenue tracking capabilities to be able to track not only gross revenues produced by atax product,
but also net revenues, and that it had begun collecting and monitoring this information on aregular
basis. KPMG’s statement, “the firm does not maintain any systematic, reliable method of recording
revenues by tax product on anational basis,”**° was contradicted by the evidence.

No Industry Slow-Down. Some members of the U.S. tax profession have asserted that
professional firms are beginning to turn away from marketing illegal tax shelters, so there isno need
for investigations, reforms, or stronger lawsin thisarea. KPMG has claimed that it is no longer
marketing aggressive tax products designed to be sold to multiple clients. The Subcommittee
Investigation, however, found that, while afew professional firms have reduced or stopped selling
generic tax productsin the last two years, KPMG and other professional firms appear to be
committed to continuing and deepening their efforts to devel op and market generic, potentially
abusive, tax products to multiple clients.

Evidence of KPMG’s commitment to ongoing tax product sales appears throughout this
Report. For example, KPMG provided the Subcommittee with a 2003 list of more than 500 “active
tax products” it intends to offer to multiple clients for afee. Just lag year, in 2002, KPMG
established a“ Sales Opportunity Center” which the firm itself has characterized as “a powerful
demonstration of the Firm’s commitment to giving” KPMG professionals ready access to marketing

17Another document provided to the Subcommittee by parties other than KPM G carefully traces the
increase in the Tax Services Practice’s “gross revenue.” It shows a “45.5% Cumulative Growth” in gross revenue
over afour year period, with $829 million in FY 98, $1.001 million in FY 99, $1.184 million in FY 00, and $1.239
million in FY01. See chart entitled, “ Tax Practice Growth Gross Revenue,” included in a presentation dated 7/19/01,
entitled, “Innovative Tax Solutions,” by Marsha Peters of Washington National Tax, Bates XX 001503.

18Email dated 8/6/00 from Jeffrey Stein to15 National Deployment Champions, Bates KPMG 050016.

1 nternal KPM G presentation, dated 5/30/01, by the Tax Innovation Center, entitled “Tax Innovation
Center Solution and Idea Development - Y ear-End Results,”Bates XX 001490-1502.

180 etter from K PM G to Subcommittee, dated 4/22/03, attached one-page chart entitled,“ Good Faith
Estimate of Top Revenue-Generating Strategies,” n.1.
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tools to sell products and services to multiple clients. Alsoin 2002, the Tax Innovation Center helped
develop new software to enable KPM G to track tax product devel opment costs and net revenues, and
issue quarterly tax product profitability reports. In 2003, KPMG'’ s telemarketing center in Indiana
continued to be staffed and ready for tax product marketing assistance.

Evidence of marketing campaigns shows KPMG sought to expand its tax product sales by
targeting new market segments. 1n August 2001, for example, KPMG launched a*“Middle Market
Initiative” to increase its tax product sales to mid-szed corporations.

“Consistent with several other firm initiatives ... we are launching amgor initiative in Tax to
focus certain of our resources on the Middle Market. A major step in thisinitiativeisdriving
certain Stratecon high-end solutions to these companies ... through a structured, proactive
program. ... National and area champions of thisinitiative will meet with leadership ... to
discuss solutions, agree on appropriate targets, and devdop an area strategy .... In order to
maximize marketplace opportunities ... national and area champions will coordinate with and
involve assurance partners and managers in their respective aress. ... [Clhampions will dso
coordinate with the tax practice’' s proposed strategic alliance with mid-tier accounting firms.
The goal for Stratecon isto close and implement engagements totaling $15 M in revenues
over the next 15 month period (FY ending 9/02).”*8*

The Middle Market Initiative identified seven KPMG tax products to be marketed to mid-sized
corporations, including SC2. It explicitly called upon KPMG tax professionals to contact KPMG
audit partners to identify gppropriate mid-sized corporations, and then to pitch one or more of the
seven KPMG tax products to KPMG audit clients. It isthe Subcommittee staff’ s understanding that

this marketing campaign is ongoing and successfully increasing KPM G tax product salesto mid-sized
corporaions across the United States.'®?

In December 2001, KPMG held an “FY O2 Tax Strategy Meeting,” to discuss “taking market
leadership” in 2002. One email described the meeting as follows:

“Thank you for attending the FY 02 Tax Strategy Meeting. It's now timeto take action. As
you enter the marketplace armed with the knowledge of ‘ Taking Market Leadership, please
remember to share your thoughts and experiences with us so we can better |leverage the three
key market pillars - Market Share, Client Centricity, and Market-Driven Solutions. ...

[W] e want to hear more about:

* Teaming with Assurance; ...

BlEmail dated 8/14/01, from Jeff Stein and W alter Duer to “K PM G L LP Partners, M anagers and Staff,”
“ Stratecon Middle Market Initiative,” Bates KPM G 0050369.

¥2gubcommittee interview of Jeffrey Stein (10/31/03).
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* How clients are responding to our services and solutions,
* |deas for new services and solutions; and
* Best practices.”*®

Additional evidence of KPMG’s continued involvement in the marketing of generic tax
products comes from the chart prepared by KPMG, at the Subcommittee’ s request, listing its top ten
revenue producing tax productsin 2000, 2001, and 2002.** Thelist of ten tax products for 2002
includes, among others, the “ Tax-Efficient Minority Preferred Equity Sale Transaction” (TEMPEST)
and the “Optional Tax-Deductible Hybrid Equity while Limiting Local Obligation” (OTHELLO).**
Another KPMG chart, listing Stratecon’s tax products as of January 1, 2002, describes TEMPEST as
aproduct that “creates capital loss,”**® while OTHELLO “[c]reates a bass step-up in built-in gain
asset and potential for double benefit of built-in losses.”*®” The minimum fee KPMG intends to
charge clients for each of these products, TEMPEST and OTHELLO, is $1 million.®® KPMG has
also indicated that each of the tax products listed on the Stratecon chart remained an “ active tax
product” as of February 10, 2003."#°

A final example of evidence of KPM G’ s ongoing commitment to selling generic tax products
isadraft business plan for fiscal year 2002, prepared for the Persona Financial Planning (PFP) tax
practice’ s Innovative Strategies (1S) group.’®® This business plan indicates that, while the IS group’s
marketing efforts had decreased after IRS issuance of new tax shelter notices, it had done all the
preparatory work needed to resume vigorous marketing of new, potentially abusive tax sheltersin
2002. The IS business plan first recounts the group’ s past work on FLIP, OPIS, and BLIPS, noting
that the millions of dollarsin revenue produced from saes of these tax products had enabled IS to
exceed its annual revenue goals in each year from 1998 until 2000. The business plan then dates:

18Email dated 12/12/01, from Dale Affonso to “ Tax Personnel - LA & PSW.”

1% PM G chart entitled, “Good Faith Estimate of Top Revenue-Generating Strategies,” attached to | etter
dated 4/22/03, from KPMG’slega counsel to the Subcommittee, Bates KPMG 0001801.

185 1d

18K PM G chart entitled “ StrateconWest/FSG Solutions and Solution WIP — As of January 1, 2002," Bates
XX -001009-25.

Bd. at 2.

1% d. at 2 and 4.

1¥95ee undated document provided by KPMG to the Subcommittee on 2/10/03, “describing all active tax
products included in Tax Products Alerts, Tax Solutions Alerts and Tax Service Ideas,” Bates KPM G 0000089-
0000090.

Document dated 5/18/01, “PFP Practice Reorganization Innovative Strategies Business Plan —- DRAFT,”

Bates KPM G 0050620-23, at 1. This document was authored by Jeffrey Eischeid, according to Mr. Eischeid.
Subcommittee interview of Jeffrey Eischeid (11/3/03).
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“Thefiscal [2001] IS revenue goal was $38 million and the practice has delivered $16 million
through period 10. The shortfall from plan is primarily attributable to the August 2000
issuance [by the IRS] of Notice 2000-44. This Notice specifically described both the retired
BLIPS strategy and the then current [replacement, the Short Option Strategy or] SOS strategy.
Accordingly, we made the business decisions to stop the implementation of ‘sold” SOS
transactions and to stay out of the‘loss generator’ business for an appropriate period of time.”

The business plan then identified six tax products which had been approved for sale or were
awaiting approval, and which were “expected to generate $27 million of revenuein fiscal ‘02.”**
Two of these strategies, called “Leveraged Private Split Dollar” and “Monetization Tax Advisory
Services,” were not explained, but were projected to generate $5 million in 2002 fees each.*
Another tax product, under development and projected to generate $12 million in 2002 fees, is
described as:

“again mitigation solution, POPS. Judging from the Firm’s historic success in generating
revenue from this type of solution, asignificant market opportunity obviously exists. We
have completed the solution’ s technical review and have amost finalized the rationale for not
registering POPS as atax shelter.”'%

Still another tax product, under devel opment and projected to generate $5 million in 2002 fees, is
described as a “converson transaction ... that halves the taxpayer’ s effective tax rate by effectively
converting ordinary income to long term capital gain. ... The most significant open issueis tax shelter
registration and the impact registration will have on the solution.” The business plan estimates that, if
the projected sales occur, “the planned revenue per [IS] partner would be $3 million and the planned
contribution per partner would equal or exceed $1.5 million.”

The business plan provides this analysis:

“[T]here has been a significant increase in the regulation of ‘tax shelters.” Not only isthis
regulatory activity dampening market appetite, it is changing the structura nature of the
underlying strategies. Specifically, taxpayers are having to put more money at risk for a
longer period of time in order to improve the business purpose economic substance
arguments. All things considered, it is more difficult today to close tax advantaged

4. at 3.

19214, But see minutes dated 11/30/00, M onetization Solutions Task Force Teleconference, Bates KPMG
0050624-29, at 50627 (advocating KPM G design and implementation of “sophisticated entity structures that have
elements of both financial product technology and tax technology,” including “monetization solutions that have been
traditionally offered by the investment banks” such as “prepaid forwards, puts and calls, short sales, synthetic OID
conveyances, and other derivative structures.”)

13D ocument dated 5/18/01, “PFP Practice Reorganization Innovative Strategies Business Plan —- DRAFT,”
Bates KPM G 0050620-23, at 2.
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transactions. Nevertheless, we beieve that the Innovative Strategies practice is a sustainable
busi ness opportunity with significant growth opportunity.”***

This and other evidence obtained by the Subcommittee during the past year indicate an ongoing,
internd effort within KPM G to continue the development and sale of generic tax products to multiple
clients.

(3) Implementing Tax Products

(a) KPMG’s Implementation Role

Finding: KPMG is actively involved in implementing the tax shelters which it sells to
its clients, including by enlisting participation from banks, investment advisory
firms, and tax exempt organizations; preparing transactional documents; arranging
purported loans; issuing and arranging opinion letters; providing administrative
services; and preparing tax returns.

In many cases, KPMG'’ s involvement with atax product sold to a client does not end with the
saeitself. Many KPMG tax products, including the four examined by the Subcommittee, require the
purchaser to carry out complex financial and investment activities in order to realize promised tax
benefits. KPMG typically provided such clients with significant implementation assistance to ensure
they redized the promised tax benefits on their tax returns. KPMG was also interested in successful
implementation of itstax products, because the track record that built up over time for a particular
product affected how KPMG could, in good faith, characterize that product to new clients.
Implementation problems have also, at times, caused KPMG to adjust how atax product is structured
and even spurred development of anew product.

Executing FLIP, OPIS, and BLIPS. FLIP, OPIS, and BLIPS required the purchaser to
establish a shell corporation, join a partnership, obtain a multi-million dollar loan, and engagein a
series of complex financial and investment transactions that had to be carried out in a certain order
and in acertain way to realize tax benefits. The evidence collected by the Subcommittee shows that
KPMG was heavily involved in making sure the client transactions were completed properly.

Asafirst step, KPMG enlisted the partici pation of professiona organizationsto help design
its products and carry them out. In the case of FLIP, which was the first of the four tax productsto be
developed, KPMG sought the assistance of investment experts at asmal firm caled Quellosto

1944, at 2.
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design the complex series of financial transactions caled for by the product.*** Quellos, using
contacts it had established in other business dealings, hel ped KPMG convince amajor bank, UBS
AG, to provide financing and participate in the FLIP transactions. Quellos worked with UBS to fine-
tune the financid transactions, helped KPMG make client presentations about FLIP and, for those
who purchased the product, helped complete the paperwork and transactions, using Quellos securities
brokers. KPMG aso enlisted help from Wachovia Bank, convincing the bank to refer bank clients
who might be interested in the FLIP tax product.® In some cases, the bank permitted KPMG and
Quellos to make FLIP presentations to its clients in the bank’ s offices.’¥” KPMG also enlisted Sidley
Austin Brown & Wood to issue afavorable legal opinion |etter on the FLIP tax product.'*®

In the case of OPIS and BLIPS, KPMG, again, enlisted the help of Sidley Austin Brown &
Wood, but used a different investment advisory firm. Instead of Quellos, KPMG obtained investment
advice from Presidio Advisory Services. Presidio was formed in 1997, by two former KPMG tax
partners one of whom was akey KPMG tax professional involved in the development and marketing
of FLIP.**® These two partners | eft the accounting firm, because they wanted to focus on the
investment side of the generic tax products being developed by KPMG.*® Unlike Quellos, which had
substantial investment projects aside from FLIP, virtually all of Presidio’s work over thefollowing
five years derived from KPM G tax products. Presidio’s principles worked closely with KPMG tax
professionals to design OPIS and BLIPS. Presidio’s principals also helped KPMG obtain lending and
securities services from three mgj or banks, Deutsche Bank, HVB, and NatWest, to complete OPIS
and BLIPS transactions.

In addition to enlisting the participation of legd, investment, and financial professonals,
KPMG provided significant administrative support for the FLIP, OPIS and BLIPS transactions, using

1%Quellos was then known and doing business as Quadra Capital M anagement LLP or QA Investments,

LLC.

%K PM G actually did business with First Union National Bank, which subsequently merged with Wachovia
Bank.

¥7sybcommittee interview of First Union National Bank representatives (3/25/03).

1% PM G actually worked with Brown & Wood, alarge New Y ork law firm which subsequently merged
with Sidley & Austin.

%The two former K PM G partners are John Larson and Robert Pfaff. These former K PM G partners also
formed numerous other companies, many of them shells, to participate in business dealings including, in some cases,
OPIS and BLIPS transactions. These related companies include Presidio Advisors, Presidio Growth, Presidio
Resources, Presidio Volatility Management, Presidio Financial Group, Hayes Street Management, Holland Park,
Prevad, Inc., and Norwood Holdings (collectively referred to as “Presidio”).

20gybcommittee interview of John Larson (10/21/03); email dated 7/29/97, from Larry Delap to multiple
KPM G tax professionals, “Revised Memorandum,” Bates KPMG JAC 331160, forwarding memorandum dated
7/29/97, from Bob Pfaff to John Lanning, Jeff Stein and others, “My Thoughts Concerning KPM G’s Tax
Advantaged Transaction Practice, Presidio’s Relationship with KPM G, Transition Issues.”
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KPMG personnel to help draft and prepare transactional documents, and asist the investment advisory
firms and the banks with paperwork. For example, when a number of loans were due to be closed in
certain BLIPS transactions, two KPMG staffers were stationed at HV B to assist the bank with closing
and booking issues.?®* Other KPMG employees were assigned to Presidio to assist in expediting
BLIPS transactions and paperwork. KPMG also worked with Quellos, Presidio, and the relevant
banks to ensure that the banks established large enough credit lines, with hundreds of millions of
dollars, to allow a substantial number of individuals to carry out FLIP, OPIS, and BLIPS transactions.

When asked about KPM G’ s communications with the banks, the OPIS and BLIPS National
Deployment Champion initially denied ever contacting bank personnel directly, claiming instead to
have relied on Quellos and Presidio personnd to work directly with the bank personnel ?> When
confronted with documentary evidence of direct contacts, however, the Deployment Champion
reluctantly admitted communicating on rare occasions with bank personnel. Evidence obtained by
the Subcommittee, however, shows that KPMG communications with bank personnel were not rare.
KPMG negotiated intensively with the banks over the factual representations that would be attributed
to the banks in the KPMG opinion letters. On occasion, KPMG stationed its personnel at the banks
to facilitate transactions and paperwork. The BLIPS National Deployment Champion met with
NatWest personnel regarding the BLIPS transactions. In one instance in 2000, documents indicate
that, when clients had exhausted the available credit at Deutsche Bank to conduct OPIS transactions,
the Deployment Champion planned to meet with senior Deutsche Bank officials about increasing the
credit lines so that more OPI'S products could be sold.?*

Executing SC2. In the case of SC2, the tax product could not be executed at all without a
charitable organization willing to participate in the required transactions. KPMG took on the task of
locating and convincing gopropriate charities to participate in SC2 transactions. The difficulty of this
task was evident in several KPMG documents. For example, one SC2 document warned KPMG
personnel not to look for a specific charity to participate in a specific SC2 transaction until after an
engagement |etter was signed with a client because: “It is difficult to find qualifying tax exempts ....
[O]f those that qualify only afew end up being interested and only afew of those will accept

Dlcredit Request dated 9/26/99, Bates HVB 001166; Subcommittee interview of HV B representatives
(10/29/03).

22gybcommittee interview of Jeffrey Eischeid (10/8/03).

235ee, e.g., memorandum dated 8/5/98, from Doug Ammerman to “PFP Partners,” “OPIS and Other
Innovative Strategies,” Bates KPM G 0026141-43 at 2; email dated 5/13/99, sent by Barbara M cconnachie but
attributed to Doug Ammerman, to John Lanning and other KPMG tax professionals, “FW: BLIPS,” BatesKPMG
0011903 (“Jeff Eischeid will be attending a meeting ... to address the issue of expanding capacity at Deutsche Bank
given our expectation regarding the substantial volume expected from this product.”) It is unclear whether this
meeting actually took place.
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donations .... We need to be able to go to the tax-exempt with what we are going to give them to get
them interested.”®* In another email, the SC2 Nationad Deployment Champion wrote:

“Currently we have five or six tax exempts that have reviewed the transaction, are
comfortable they are not subject to UBIT [unrelaed businessincometax] and are eager to
receive giftsof S Corp stock. These organizations are well established, solid organizations,
but generally aren’t organizations our clients and targets have made giftsto in the past. This
point hit panfully home when, just before signing our engagement letter for an SC2
transactions with a $3 million fee, an Atlanta target got cold feet.”?*®

KPMG refused to identify to the Subcommittee any of the charities it contacted about SC2 or
any of the handful of charities that actually participated in SC2 stock donations, claiming thiswas
“tax return information” that it could not disclose. The Subcommittee was nevertheless able to
identify and interview two charitable organizations which, between them, participated in more than
half of the 58 SC2 transactions KPMG arranged.?*®

Both charities interviewed by Subcommittee staff indicated that they first learned of SC2
when contacted by KPM G personnel. Both used the same phrase, that KPMG had contacted them
“out of the blue.”?” Both charities indicated that KPMG personnel explained SC2 to them,
convinced them to participate, introduced the potential SC2 donors to the charity, and supplied draft
transactional documents. Both charitiesindicated that, with KPM G acting as aliaison, they then
accepted S corporation sock donations from out-of-state residents whom they never met and with
whom they had never had any prior contact.

KPMG aso distributed to its personnel a document entitled, “ SC2 Implementation Process,”
listing a host of implementation tasks they should complete in each transaction. These tasks included
technical, administrative, and logistical chores. For example, KPMG personnel were told they should
evaluate the S corporation’s ownership structure and incorporation documentation; work with an
outside vauation firm to determine the corporaion’s enterprise value and the value of the corporate
stock and warrants; and physically deliver the gppropriate stock certificates to the charity accepting
the client’ s the stock donation.?®

24a ttachment entitled, “Tax Exempt Organizations,” included in an SC2 information packet dated 7/19/00,
“SC2 — Meeting Agenda,” Bates KPMG 0013387.

25Email dated 2/22/01, from Councill Leak to multiple KPM G tax professionals, “SC2 Solution—New
Development,” Bates KPM G 0050822.

26gyhcommittee interviews with Los Angeles Department of Fire & Police Pension System (10/22/03) and
the Austin Fire Relief and Retirement Fund (10/14/03).

207| d

28«5C2 Implementation Process,” included in an SC2 information packet dated 7/19/00, Bates K PMG
0013385-86.
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Both charities said that KPM G often acted as a go-between for the charity and the corporate
donor, shuttling documents back and forth and answering inquiries on both sides. KPMG apparently
also drafted and supplied draft transactional documents to the S corporations and corporate owners.?®

One of the pension funds informed the Subcommittee staff that, when one corporate donor needed to
re-take possession of the corporate stock due to an unrelated business opportunity that required use of
the stock, KPMG assisted in the mechanics of selling the stock back to the donor.?*°

The documentation shows that KPM G tax professionals also expended significant effort
developing a“back-end ded” for SC2 donors, meaning atax transaction that could be used by the S
corporation owner to further reduce or eliminate their tax liability when they retake control of the S
corporation and distribute some or all of the income that built up within the company while the
charity was a shareholder. The SC2 National Deployment Champion wrote to more than 20 of his
colleagues working on SC2 the following:

“Our estimate is that by 12/31/02, there will be approximately $1 billion of income generated
by S-corps that have implemented this strategy, and our goal is to maintain the confidentiality
of the strategy for aslong as possible to protect these clients (and new clients). ...

We have had our first redemption from the LAPD. Particular thanksto [a KPMG tax
professional] and his outstanding relationship with the LAPD fund administrators, the
redemption went smooth. [Three KPMG tax professionals] all worked together on structuring
the back-end deal allowing for the shareholder to recognize a significant benefit, as well as
getting KPMG afee of approx. $1 million, double the original SC2 fee!!

[Another KPM G tax professional] isin the process of working on a back-end solution to be
approved by WNT that will provide S-corp shareholders additional basisin their stock which
will alow for the cash build-up inside of the S-corporation to be distributed tax-free to the
shareholders. This should provide us with an additional revenue stream and acaptive
audience. Our estimateisthat if 50% of the SC2 clients implement the back-end solution,
potential fees will approximate $25 million.”#**

This email communication shows that the key KPMG tax professionals involved with SC2 viewed
the strategy as away to defer and reduce taxes on substantial corporate income that was always
intended to be returned to the control of the stock donor. It also shows that KPMG’ s implementation
effortson SC2 continued long past the sale of the tax product to a client.

295ybcommittee interview of Lawrence Manth (11/6/03).
29subcommittee interview of William Stefka, Austin Fire Relief and Retirement Fund (10/14/03).
21Email dated 12/27/01, from Larry M anth to Andrew Atkin and other K PM G tax professionals, “SC2,”

Bates KPMG 0048773. See also email dated 8/18/01, from Larry Manth to multiple KPMG tax professionals, “RE:
New Solutions- WNT,” Bates KPM G 0026894.
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Preparing KPMG Opinion Letters. In addition to helping clients complete the transactions
caled for in FLIP, OPIS, BLIPS, and SC2, when it came time for clients to submit tax returns at the
end of the year or in subsequent years, KPM G was available to help its clients prepare their returns.
In addition, whether a client’ stax return was prepared by KPMG or someone else, KPMG supplied
the client with atax opinion letter explaining the tax benefits that the product provided and could be
reflected in the client’ stax return. In three of the cases examined by the Subcommittee, KPMG also
arranged for its clients to obtain a second favorable opinion letter from an outside law firm. Inthe
fourth case, SC2, KPMG knew of law firmswilling to issue a second opinion letter, but it is unclear
whether any were actually issued.

A tax opinion letter, sometimes called alegal opinion letter when issued by alaw firm, is
intended to provide written advice to a client on whether a particular tax product is permissible under
the law and, if chdlenged by the IRS, how likely it would be that the challenged product would
survive court scrutiny. The Subcommittee investigation uncovered disturbing evidence related to
how opinion letters were being developed and used in connection with KPMG'’ s tax products.

The first issue involves the accuracy and reliability of the factual representations that were
included in the opinion letters supporting KPMG’s tax products. Inthe four case higories, KPMG
tax professionals expended extensive effort drafting a prototype tax opinion letter to serveas a
template for the opinion letters actually sent by KPMG toits clients. One key step in the drafting
process was the drafting of factual representations attributed to parties participating in the relevant
transactions. Such factual representations play a critical role in the opinion letter by laying afactual
foundation for its analysis and conclusions. Treasury regulations state:

The advice [in an opinion letter] must not be based on unreasonabl e factual or legal
assumptions (including assumptions as to future events) and must not unreasonably rely on
the representations, statements, findings, or agreements of the taxpayer or any other person.
For example, the advice must not be based upon a representation or assumption which the
taxpayer knows, or has reason to know, is unlikely to be true, such as an inaccurate
representation or assumption as to the taxpayer’ s purposes for entering into a transaction or
for structuring a transaction in a particular manner.”#2

KPMG stated in its opinion letters that its analysis relied on the factual representations
provided by the client and other key parties. In the BLIPS prototype tax opinion, for example, KPMG
stated that its * opinion and supporting analysis are based upon the following description of the facts
and representations associated with the investment transactions undertaken by Investor.”** The
Subcommittee was told that Sidley Austin Brown & Wood relied on the same factual representations
to compose the legal opinion lettersthat it drafted.

A2Treas. Reg. §1.6664-4(c)(1)(ii).

Bprototype BLIPS tax opinion letter prepared by K PM G, (12/31/99), Bates K PM G 0000405-417, at 1.
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Virtualy all of the FLIP, OPIS, and BLIPS opinion letters contained boilerplate repetitions of
the factual representations attributed to the participating parties. For example, virtudly dl the KPMG
FLIP clients made the same factual representations, worded in the same way. The same was true for
KPMG’s OPIS clients and for KPMG’s BLIPS clients. Each of the banks that participated in BLIPS
made factual representations that varied dightly from bank to bank, but did not vary at all for a
particular bank. In other words, Deutsche Bank and HV B atested to slightly different versions of the
factud representations attributed to the bank participating in the BLIPS transactions, but every BLIPS
opinion letter that, for example, referred to Deutsche Bank, contained the exact same boilerplae
language to which Deutsche Bank had agreed to attest.

The evidence is clear that KPM G took the lead in drafting the factual representations
attributed to other parties, including the client or “investor” who purchased the tax product, the
investment advisory firm that participated in the transactions, and the bank that provided the
financing. Inthe case of the factual representations attributed to the investment advisory firm or
bank, the evidence indicates that KPMG presented its draft language to the relevant party and then
engaged in detailed negotiations over the final wording.?* In the case of the factua representations
attributed to a client, however, the evidence indicates KPMG did not consult with its client
beforehand, even for representations purporting to describe, in afactud way, the client’s intentions,
motivations, or understanding of thetax product. KPMG alone, apparently without any client input,
wrote the client’ s representations and then demanded that each client attest to them by returning a
signed letter to the accounting firm.

The evidence indicates that KPMG not only failed to consult with its clients before attributing
factual representations to them, it also refused to allow its clients to deviate from the KPM G-drafted
representations, even when clients disagreed with the statements being attributed to them. For
example, according to a court complaint filed by one KPMG client, Joseph Jacoboni, he initially
refused to attest to the factual representations sent to him by KPMG about a FLIP transaction,
because he had no first hand knowledge of the “facts” and did not understand the FLIP transaction.™®
According to Mr. Jacoboni, KPMG would not alter the client representations in any way and would
not supply him with any opinion letter until he attested to the specific factual representations
attributed to him by KPMG. After astandoff lasting nearly two months, with the deadline for histax

Z45ee, e.g., email dated 3/27/00, from Jeffrey Eischeid to Richard Smith, “Bank representation,” and email
dated 3/28/00, from Jeffrey Eischeid to Mark Watson, “Bank representation,” Bates KPMG 0025753 (depicting
negotiations between KPM G and D eutsche Bank over factual representations to be included in opinion letter).

215 Jacoboni v. KPMG, Case No. 6:02-CV-510 (M .D. Fla. 4/29/02) Complaint at paragraphs 16-17 (“[I]t
seemed ridiculous to ask Mr. Jacoboni to sign the Representation L etter, which neither he [Mr. Jacoboni’ s legal
counsel] nor Mr. Jacoboni understood. Moreover, Mr. Jacoboni had no personal knowledge of the factual
representations in the letter and could not verify the facts as KPM G requested.” Emphasisin original.);
Subcommittee interview of Mr. Jacoboni’s legal counsel (4/4/03).
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return fast approaching, Mr. Jacoboni finally signed the representation letter attesting to the
statements KPM G had drafted.**

Equally disturbing is that some of the key factual representations KPMG attributed to its
clients appear to contain false or misleading statements. For example, in the BLIPS prototype | etter,
KPMG wrote: “Investor has represented to KPMG ... [that the] Investor independently reviewed the
economics underlying the [BLIPS] Investment Fund before entering into the program and believed
there was a reasonable opportunity to earn a reasonable pre-tax profit from the transactions.”#’ The
existence of aclient profit motive and the existence of a reasonable opportunity to earn areasonable
pre-tax profit are central factorsin determining whether atax product like BLIPS has a busness
purpose and economic substance apart from its tax benefits. It isthe Subcommittee’s understanding
that this client representation was repeated substantially verbatim in every BLIPS tax opinion letter
KPMG issued.

The firg stumbling block is the notion that every dient who purchased BLIPS
“independently” reviewed its “economics’ beforehand, and “believed” there was areasonable
opportunity to make a reasonable profit. BLIPS was an enormously complicated transaction, with
layers of structured finance, a complex loan, and intricate foreign currency trades. A technical
analysis of its“economics” was likely beyond the capability of most of the BLIPS purchasers. In
addition, KPMG knew there was only a remote possibility — not a reasonable possibility —of a
client’searning a profit in BLIPS?®* Nevertheless, since the existence of a reasonable opportunity to
earn areasonable profit was critical to BLIPS' having economic substance, KPMG included that
questionable client representation in its BLIPS tax opinion letter.*®

BLIPS was constructed so that the potential for client profit from the BLIPS transactions
increased significantly if the client participated in all three phases of the BLIPS loan, which required
afull seven yearsto finish. The head of DPP-Tax observed that KPMG had drafted a factual
representation for inclusion in the prototype BLIPS tax opinion letter stating that, “ The original intent
of the parties was to participate in al three investment stages of the Investment Program.” He

281 . at paragraphs 18-19. Mr. Jacaboni also alleges that, despite finally signing the letter, he never
received the promised tax opinion letter from KPMG.

Zprototype BLIPS tax opinion letter prepared by KPM G, (12/31/99), Bates K PM G 0000405-417, at 9.

285ee email dated 5/4/99, from Mark Watson, WNT, to Larry DelL ap, DPP, Bates KPM G 0011916
(quoting Presidio investment experts who set up the BLIPS transactions, KPM G tax expert states: “the probability
of actually making a profit from this transaction isremote (possible, but remote).”).

2K PM G required the investment advisory firm, Presidio, to make this same factual representation, even
though Presidio had informed KPM G personnel that “the probability of actually making a profit from this transaction
is remote (possible, but remote).” The evidence indicates that both KPM G and Presidio knew there was only a
remote possibility — not a reasonable possibility — of aclient’s earning a profit in the BLIPS transaction, yet both
continued to issue and stand behind an opinion letter attesting to what both knew was an inaccurate factual
representation.



-75-

cautioned against including this factual representation in the opinion letter: “It seemsto me that this
[is] acritical element of the entire analysis and should not be blithely assumed asa“fact.” ... |1 would
caution that if there were, say, 50 separate investors and all 50 bailed out at the compl etion of Stage |,
such a representation would not seem credible.”?*°

The proposed representation was not included in the final version of the BLIPS prototype
opinion |etter, and the actua BLIPS track record supported the cautionary words of the DPP head. In
2000, the KPMG tax partner in charge of WNT wrote:

“Lastly, an issue that | am somewhat reluctant to raise but | believe is very important going
forward concerns the representations that we are relying on in order to render our tax opinion
in BLIPS 1. In each of the 66 or more deals that were done at last year, our clients represented
that they ‘independently’ reviewed the economics of the transaction and had areasonable
opportunity to earn a pretax profit. ... Asl understand the facts, all 66 closed out by year-end
and triggered the tax loss. Thus, while | continue to believe that we can issue the tax opinions
on the BLIPS | deals, the issue going forward is can we continue to rely on the representations
in any subsequent deds if we go down that road?... My recommendation isthat we deliver
the tax opinionsin BLIPS | and close the book on BLIPS and spend our best efforts on
alternative transactions.”

This email and other documentation indicate that KPMG waswell aware that the BLIPS
transactions were of limited duration and uniformly produced substantial tax |osses that “investors”
used to offset and shelter other income from taxation.?? This growing factual record, showing that
BLIPSinvestorsinvariably lost money, made it increasingly difficult for KPMG to rely on an alleged
client representation about BLIPS' having areasonable profit potentid. KPMG nevertheless
continued to sell the product and to issue tax opinion letters relying on acritical client representation
that KPMG had drafted without client input and attributed to its clients, but which KPMG knew or
had reason to know, was unsupported by the facts.

Discontinuing Sales. Still another KPMG implementation issue involves decisions by
KPMG to stop selling particular tax products. In all four of the case studies examined by the

20Email dated 4/14/99, from Larry Del ap to multiple KPM G tax professionals, “RE: BLIPS,” Bates
KPM G 0017578-79.

22IEmail dated 2/24/00, from Philip Wiesner to multiple KPM G tax professionals, “RE: BLIPS/OPIS,”
Bates KPM G 0011789.

22Email dated 5/4/99, from Mark Watson, WNT, to Larry Del ap, DPP, Bates KPM G 0011916. See also
document dated 5/18/01, “PFP Practice Reorganization Innovative Strategies Business Plan — DRAFT,” authored by
Jeffrey Eischeid, Bates KPM G 0050620-23, at 1-2 (referring to BLIPS and its predecessors, FLIP and OPIS, as a
“capital loss strategy,” “loss generator”or “gain mitigation solution”).
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Subcommittee, KPMG stopped marketing the tax product within one or two years of itsfirst sale??
The decision was made in each case by the head of DPP-Tax, after consultation with the product’s
Deployment Champion and other senior tax professionals.

When asked to explain why sales were discontinued, the DPP head offered several reasons for
pulling atax product off the market.??* The DPP head stated that he sometimes ended the marketing
of atax product out of concern that a judge would invalidate the tax product “as a step transaction,”
using evidence that a number of persons who purchased the product engaged in a series of similar
transactions.?* Limiting the number of tax products sold limited the evidence that each resulted in a
similar set of transactions orchestrated by KPMG. Limiting the number of tax products sold dso
limited information about them to asmall circle and made it more difficult for the IRS to detect the
activity.?®

Evidence in the four case studies shows that internal KPM G directives to stop sales of a
particular tax product were, at times, ignored or circumvented by KPMG tax professionals marketing
the products. For example, the DPP head announced an end to BLIPS salesin the fall of 1999, but
allowed KPMG tax professionals to complete numerous BLIPS salesin 1999 and 2000, to persons
who had been approached before the marketing ban was announced.?” These purchasers were
referred to internally at KPMG as*“ grandfathered BLIPS® dients”® A handful of additional sales
took place in 2000, over the objection of the DPP head, after his objection was overruled by head of
the Tax Services Practice.?”® Also in 2000, some KPMG tax professionals atempted to restart BLIPS

235ee, e.g., email dated 12/29/01, from Larry DeLap to multiple KPM G tax professionals, “FW: SC2,”
Bates KPM G 0050562 (discontinuing SC2); email dated 10/1/99, from Larry DeL ap to multiple KPM G tax
professionals, “BLIPS,” Bates KPM G 0011716 (discontinuing BLIPS); email dated 12/7/98, from Larry DelL ap to
multiple KPM G tax professionals, “OPIS,” Bates KPM G 0025730 (discontinuing OPIS).

245 bcommittee interview of Lawrence Delap (10/30/03).

ZZSMI

26gee Section VI(B)(4) of this Report on “Avoiding Detection.”

275ee, e.g., email dated 10/13/99, from Carl Hasting to Dale Baumann, “RE: Y ear 2000 Blips
Transactions,” Bates KPM G 0006485 (“I thought we were told to quit marketing 200[0] BLIPS transactions.”);
email dated 10/13/99, from Dale Baumann to Carl Hasting and others, “RE: Y ear 2000 Blips Transactions,” Bates
KPM G 0006485 (“No marketing to clientswho were not on the BLIPS 2000 list. The BLIPS 2000 list were for
those individuals who we approached before Larry told us to stop marketing the strategy ....").

850, e.g., two emails dated 10/1/99, from Larry Delap to multiple K PM G tax professionals, “BLIPS,”
BatesKPM G 0011714.

295 bcommittee interview of Lawrence Del ap (10/30/03).
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sales by devedoping a modified BLIPS product that would be sold to only extremely wealthy
individuas.® This effort was ultimately unsuccessful in restarting BLIPS sales.

In the case of SC2, KPMG tax professionals simply did not comply with announced limits on
the total number of SC2 products that could be sold or limits on the use of telemarketing callsto
market the product.?®* In the case of FLIP and OPIS, additional sales, again, took place after the DPP
head had announced an end to the marketing of the products?** The DPP head told Subcommittee
staff that when he discontinued BLIPS salesin1999, he was pressed by the BLIPS National
Deployment Champion and others for an alternative product.”* The DPP head indicated that, because
of this pressure, he relented and allowed KPMG tax professionals to resume sales of OPIS, which he
had halted a year earlier.

(b) Role of Third Parties in Implementing KPMG Tax Products

FLIP, OPIS, BLIPS, and SC2 could not have been executed without the active and willing
participation of the banks, investment advisors, lawyers, and charitable organizations that made these
productswork. Theroll call of respected professiond firms with direct and extensve involvement in
the four KPMG case studies includes Deutsche Bank, HVB, NatWest, UBS, Wachovia Bank, and
Sidley Austin, Brown & Wood. Smaller professional firms such as Quellos, and charitable
organizations such as the Los Angeles Department of Fire & Police Pensions and the Austin Fire
Fighters Relief and Retirement Fund, while less well known nationally, are neverthel ess respected
institutions who played critical roles in the execution of a least one of the four tax products.

Finding: Some major banks and investment advisory firms have provided critical
lending or investment services or participated as essential counter parties in potentially
abusive or illegal tax shelters sold by KPMG in return for substantial fees or profits.

The Role of the Banks. Five major banks participated in BLIPS, FLIP, and OPIS. Deutsche
Bank participated in more than 50 BLIPS transactions in 1999 and 2000, providing credit lines that

20gee, e.g., email dated 6/20/00, from William Boyle of Deutsche Bank to other D eutsche Bank personnel,
“Updated Presidio/KPM G trades,” Bates DB BLIPS 03280 (“Presidio and KPM G are devel oping an expanded
version of BLIP'swhich it will execute on alimited basisfor itswealthy clientele. They anticipate executing
approximately 10-15 deals of significant size (i.e. in the $100-300m. Range).”).

Zlgee Section VI(B)(2) of this Report on “Mass Marketing Tax Products.” See also, e.g., email dated
4/23/01, from John Schrier to Thomas Crawford, “RE: SC2 target list,” Bates KPM G 0050029; email dated
12/20/01, from William Kelliher to David Brockway, “FW: SC2,” Bates KPM G 0013311; and email response dated
12/29/01, from Larry DeLap to William Kelliher, David Brockway, and others, “FW: SC2,” Bates KPM G 0013311.

Z25ee, e.g., email dated 9/30/99, from Jeffrey Eischeid to Wolfgang Stolz and others, “OPIS,” Bates QL
S004593.

ZBgubcommittee interview of Lawrence Delap (10/30/03).
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totaled as much as $2.8 hillion.?** Deutsche Bank dso participated in about 60 OPIS transactionsin
1998 and 1999. HVB participated in more than 30 BLIPS transactionsin 1999 and 2000, providing
BLIPS credit lines that apparently totaled nearly $2.5 billion.?*  NatWest gpparently dso
participated in a significant number of BLIPS transactions in 1999 and 2000, providing credit lines
totaling more than $1 billion.”** UBS AG participated in 100 - 150 FLIP and OPIStransactionsin
1997 and 1998, providing credit lines which, in the aggregate, were in the range of several billion
Swiss francs.®’

Two investment advisory firms aso participated in the devel opment, marketing and
implementation of BLIPS, FLIP, and OPIS. Quellos participated in the development, marketing, and
execution of FLIP. It participated in over 80 FLIP transactions with KPMG, as well as similar
number of these transactions with PricewaterhouseCoopers and Wachovia Bank. It also executed
some OPI S transactions for KPMG. Presidio participated in the development, marketing, and
implementation of OPIS and BLIPS transactions, including the 186 BLIPS transactions related t0186

4geg, e.g., email dated 6/20/00, from William Boyle of Deutsche Bank to other D eutsche Bank personnel,
“Updated Presidio/KPM G trades,” Bates DB BLIPS 03280; chart entitled, "Presidio Advisory Services. Deal List
1999," Bates HV B0O00875 (BLIPS transactions for 1999); chart entitled, "Presidio Advisory Services. Deal List
2000," Bates HYCDO00018-19 (BLIPS transactions for 2000).

253ee, e.g., memorandum dated 8/19/03 (this date is likely in error), from Ted Wolf and Sylvie DeMetrio to
Christopher Thorpe and others, “Presidio,” Bates HV CD 00001; chart entitled, "Presidio Advisory Services. Deal
List 1999," Bates HVB000875 (BLIPS transactions for 1999); chart entitled, "Presidio Advisory Services. Deal List
2000," Bates HV CD00018-19 (BLIPS transactionsfor 2000). See also credit request dated 1/6/00, BatesHV B
003320-30 (seeking approva of $1.5 billion credit line for 2000, and noting that, in 1999, the bank “booked USD
950 million (out of USD 1.03 billion approved) ... all cash collateralized.”)

Z6gee, e.g., email dated 6/20/00, from William Boyle of Deutsche Bank to other D eutsche Bank personnel,
“Updated Presidio/KPM G trades,” Bates DB BLIPS 03280.

Z7See, e.9., UBS memorandum dated 12/21/99, from Teri Kemmerer Sallwasser to Gail Fagan, “Boss
Strategy Meetings ...,” Bates SEN-018253-57; Subcommittee interview of UBS representatives (4/4/03).
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KPMG clients.®® The Presidio principals even conducted a BLIPS transaction on their own behalf.*°

The banks and investment advisory firms interviewed by the Subcommittee staff
acknowledged obtaining lucrative fees for their participation in FLIP, OPIS, or BLIPS. Deutsche
Bank internal documents gate that the bank earned more than $33 million from OPIS and expected to
earn more than $30 million for BLIPS.** HVB earned over $5.45 million for the BLIPS transactions
it completed in less than three months in 1999, and won approval of increased BLIPS transactions
throughout 2000, “based on successful execution of previous transactions, low credit risk and
excellent profitability.”2*

The Subcommittee interviewed four of the five banks, most of which cooperated with the
inquiry and were generally open and candid about their interactions with KPMG, their understanding
of FLIP, OPIS and BLIPS, and their respective roles in these tax products. Evidence obtained by the
Subcommittee shows that the banks knew they were participating in transactions whose primary
purpose was to provide tax benefits to persons who had purchased tax products from KPMG. Some
of the documentation also make it plain that the bank was aware that the tax product was potentidly
abusive and carried arisk to the reputation of any bank choosing to participaeinit.

For example, a number of Deutsche Bank documents makeit clear that the bank knew BLIPS
was atax related transaction and posed a reputationa risk to the bank if the bank chose to participate
init. One Deutsche Bank official working to obtain bank approval to participate in BLIPS wrote:

28geg, e.g., email dated 3/14/98, from Jeff Stein to Robert Wells, John Lanning, Larry Del ap, Gregg
Ritchie, and others, “Simon Says,” Bates 638010, filed by the IRS on June 16, 2003, as an attachment to
Respondent’s Requests for Admission, Schneider Interestsv. Commissioner, U.S. Tax Court, Docket No. 200-02,
(describing the role of Presidio principal, Robert Pfaff, in the development of OPIS); Subcommittee interviews of
John Larson (10/3/03 and 10/21/03).

295ubcommittee interviews of John Larson (10/3/03 and 10/21/03). Presidio discussed completing a
BL IPS transaction on its own behalf with the assistance of HVB, but ultimately completed the transaction elsewhere.
See, e.g., “Corporate Banking Division — Credit Request” dated 9/14/99, Bates HVB 000147-64; “Corporate
Banking Division — Credit Request” dated 4/28/00, Bates HV B 004148-51; memorandum dated 9/14/99, from
Robert Pfaff of Presidio to Dom DiGiorgio of HVB, “BLIPS loan test case,” Bates HB 000202; chart dated 9/14/99
entitled, “Presidio Ownership Structure,” Bates HVB 000215; undated document entitled, “ Structural Differencesin
the Transaction for Presidio Principals,” Bates HVCD 00007; undated diagrams depicting BLIPS loans to Presidio
principals, BatesHVB 004272-75.

205ee undated document entitled, “New Product Committee Overview Memo: BLIPS Transaction,” Bates
DB BLIPS 01959; email dated 4/28/99, from Francesco Piovanetti to Nancy Donohue, “presidio - w. revisions, | will
calluinl min.,” Bates DB BLIPS 6911.

215ee HV B credit request dated 1/6/00, Bates HVB 003320-30 (HVB “earned USD 4.45 million” from
BLIPS loan fees and “approximately USD 1 million” from related foreign exchange activitiesfor BLIPS transactions
completed from October to December 1999); HVB document dated 8/6/00, from Thorpe, marked “DRAFT,” Bates
HVB 001805.
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“In this transaction, reputation risk is tax related and we have been asked by the Tax
Department not to create an audit trail in respect of the Bank’stax affaires. The Tax
department assumes prime responsibility for controlling tax related risks (including reputation
risk) and will brief senior management accordingly. We are therefore not asking R&R
[Reputation & Risk] Committee to gpprove reputation risk on BLIPS. Thiswill be dealt with
directly by the Tax Department and [Deutsche Bank Chief Executive Officer] John Ross.” %

Another Deutsche Bank memorandum, prepared for the “New Product Committee” to usein
reviewing BLIPS, included the following statements explaining the transaction:

“BLIPS will be marketed to High Net Worth Individual Clients of KPMG. ... Loan conditions
will be such asto enable DB to, in effect, force (p)repayment after 60 days at its option. ...

For tax and accounting purposes, repaying the [loan] premium amount will ‘count’ like aloss
for tax and accounting purposes. ... At all times, the loan will maintain collateral of at |east
101% to the loan + premium amount. ... It isimperative that the transaction be wound up
after 45-60 days and the loan repaid due to the fact that the HNW individual will not receive
his/her capital loss (or tax benefit) until the transaction is wound up and the loan repaid. ... At
no time will DB Private Bank provide any tax advice to any individualsinvolved in the
transactions. Thiswill be further buttressed by signed disclaimers designed to protect and
‘hold harmless DB. ... DB hasreceved alegal opinion from Shearman & Sterling which
validates our envisaged role in the transaction and sees little or no risk to DB in the trade.
Furthermore opinions have been issued from KPMG Central Tax department and Brown &
Wood attesting to the soundness of the transactions from atax perspective.”**

Still another Deutsche Bank document states: “ For tax and accounting purposes, the [loan] premium
amount will be treated as aloss for tax purposes.”*

Bank documentation indicates that anumber of internal bank departments, including the tax,
accounting, and legal departments, were asked to and did approve the bank’ s participation in BLIPS.
BLIPS was also brought to the attention of the bank’s Chief Executive Officer John Ross who made

22Email dated 7/30/99, from Ivor Dunbar of Deustche Bank, DM G UK, to multiple Deutsche Bank
professionals, “Re: Risk & Resources Committee Paper - BLIPS,” unreadable Bates number. See also email dated
7/29/99 from Mick Wood to Francesco Piovanetti and other Deutsche bank personnel, “Re: Risk & Resources
Committee Paper - BLIPS,” Bates DB BLIPS 6556 (paper prepared for the Risk & Resources Committee “skirts
around the basic issue rather than addressing it head on (the tax reputational risk).”).

23yndated document entitled, “New Product Committee Overview Memo: BLIPS Transaction,” Bates DB
BLIPS 01959-63.

2Email dated 7/1/99 from Francesco Piovanetti to Ivor Dunbar, “* Hugo’' BLIPS Paper,” with attachment
entitled, “Bond Linked Indexed Premium Strategy ‘BLIPS,”” BatesDB BLIPS 6585-87 at 6587.
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the final decision on the bank’s participation.?® Minutes describing the meeting in which Mr. Ross
approved the bank’ s participation in BLIPS state:

“[A] meeting with John Ross was hedd on August 3, 1999 in order to discussthe BLIPS
product. [A bank representative] represented [Private Banking] Management’s views on
reputational risk and client suitability. John Ross approved the product, however insisted that
any customer found to bein litigation be excluded from the product, the product be limited to
25 customers and that alow profile be kept on these transactions. ... John Ross also requested
to be kept informed of future transactions of a similar nature.” 2%

Given the extensive and high level atention provided by the Bank regarding its participation in
BLIPS, it seems clear that the bank had evaluated BLIPS carefully and knew what it was getting into.

Other evidence shows that Deutsche Bank was aware that the BLIPS loans were not run-of-
the-mill commercial loans, but had unusual features. Deutsche Bank refused, for example, to sign a
letter representing that the BLIPS loan structure, which included an unusual multi-million dollar
“loan premium” credited to a borrower’s account at the start of the loan,?”” was consistent with
“industry standards.” The BLIPS Nationd Deployment Champion had asked the bank to make this
representation to provide “comfort that the loan was being made in line with conventional lending
practices.”?®® When the bank declined to make the requested representation, the BLIPS National
Deployment Champion tried a second time, only to report to his colleagues: “The bank has pushed
back again and said they simply will not represent that the large premium loan is consistent with
industry standards.”?* He tried athird time and reported: “I’ve pushed really hard for our original
language. To say they areresisting is an understatement.”*® The final tax opinion letter issued by
KPMG contained compromise language which said little more than the loan complied with the bank’s
own procedures. “Theloan ... was approved by the competent authorities within [the Bank] as

5g5ee email dated 10/13/99, from Peter Sturzinger to Ken Tarr and other Deutsche Bank personnel, “Re:
BLIPS,” attaching minutes dated 8/4/99, from a “ Deutsche Bank Private Banking, Management Committee Meeting”
that discussed BLIPS, Bates DB BLIPS 6520-6521.

2814, at 6520.

275ee Appendix A.

28Email dated 3/20/00, from Jeffrey Eischeid to Mark Watson, “Bank representation,” BatesK PMG
0025754.

2Email dated 3/27/00, from Jeffrey Eischeid to Richard Smith, “Bank representation,” Bates KPMG
0025753.

ZOEmail dated 3/28/00, from Jeffrey Eischeid to Mark Watson, “Bank representation,” Bates KPMG
0025753.
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consistent, in the light of dl the circumstances such authorities consider relevant, with [the Bank’s]
credit and documentation standards.”***

A year after Deutsche Bank began executing BLIPS transactions, a key bank official handling
these transactions wrote an email which acknowledged the “tax benefits’ associated with BLIPS and
noted, again, the reputational risk these transactions posed to the bank:

“During 1999, we executed $2.8b. of loan premium deals as part of the BLIP' s approval
process. At that time, NatWest and [HVB] had executed approximately $0.5 b. of loan
premium deals. | understand that we based our limitations on concerns regarding reputational
risk which were heightened, in part, on the proportion of deds we have executed relative to
the other banks. Since that time, [HVB], and to a certain extent NatWest, have participated in
approximately an additional $1.0-1.5 b. of grandfathered BLIP s dedls. ... [HVB] does not
have the same sensitivity to and market exposure as DB does with respect to the reputational
risk from making the high-coupon loan to theclient. ... Asyou are aware, the tax benefits
from the transaction potentially arise from a contribution to the partnership subject to the
high-coupon note and not from the execution of FX positions in the partnership, activities
which we perform in the ordinary course of our business.”??

This document shows that Deutsche Bank was fully aware of and had a sophisticated
understanding of the tax aspects of BLIPS. To address the issue of reputational risk, the email went
on to propose that, because HVB had a limited capacity to issue more BLIPS loans, and Deutsche
Bank did not want to expose itsdf to increased reputational risk by making additional direct loansto
BLIPS clients, “we would like to lend an amount of money to [HVB] equal to the amount of money
[HVB] lendsto theclient. ... We would like tax department approval to participate in the
af orementioned more complex trades by executing the underlying transactions and making loans to
[HVB].” In other words, Deutsche Bank wanted to be the bank behind HV B, financing more BLIPS
loans in exchange for fees and other profits

Other Deutsche Bank documents suggest that the bank may have been helping KPMG find
clients or otherwise marketing the BLIPS tax products. A November 1999 presentation by the bank’s
“Structured Finance Group,” for example, listed BLIPS as one of severa tax products the group was
offering to U.S. and European clients seeking “gain mitigation.”** The presentation listed as the
bank’s “strengths” its ability to lend funds in connection with BLIPS and its “ relationships with [the]

1K PM G prototype tax opinion letter on BLIPS, dated 12/31/99, at 11.

Z2Email dated 6/20/00, from William Boyle to multiple Deutsche Bank professionals, “ Updated
Presidio/K PM G trades,” Bates DB BLIPS 03280.

Email dated 4/3/02, from Viktoria A ntoniades to Brian M cGuire and other Deutsche Bank personnel,
“US GROUP 1 Pres,” DB BLIPS 6329-52, attaching a presentation dated 11/15/99, entitled “Structured
Transactions Group North America,” at 6336, 6346.
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‘promoters’ " |ater named as Presidio and KPMG.?> An internal bank email afew months earlier
asked: “What is the status of the BLIPS. Are you still actively marketing this product[ 7]

The same document suggests that Deutsche Bank may have been atax shdter promoter in its
own right. For example, the document indicates that, in 1999, the Structured Transactions Group was
offering over a dozen sophisticated tax products to U.S. and European dients seeking to “ execute tax
driven deals’ or “gain mitigation” strategies.”?*’ The document indicates that Deutsche Bank was
aggressively marketing these tax products to large U.S. corporations and individuals, and planning to
close hillions of dollars worth of transactions®*® At least two of the tax products listed by Deutsche
Bank, BLIPS and the Customized Adjustable Rate Debt Facility (CARDS), were later determined by
the IRS to be potentially abusive tax shelters. During the late 1990s and early 2000, Deutsche Bank
was aso involved, either directly or through Bankers Trust (which Deutsche Bank acquired in June
1999), in anumber of tax-driven transactions with Enron Corporation, including Project Steele,
Project Cochise, Project Tomas and Project Valhalla?®

Despite the bank’ s involvement in and sophisticated knowledge of generic tax products, when
asked about BLIPS during a Subcommittee interview, the Deutsche Bank representative insisted that
BLIPS was an investment strategy which, like all investment products, had tax implications. The
bank representative also indicated that, despite handling BLIPS transactions for the bank, he did not
understand the details of the BLIPS transactions, and downplayed any reputational risk that BLIPS
might have posed to the bank.?®

In contrast to Deutsche Bank’ s stance, in which its representative’s oral information
repeatedly contradicted its internal documentation, HV B representatives provided oral information
that was fully consistent with the bank’ sinternal documentation. HV B’ s representative

244, at 6337.
25 d. at 6346.

ZEmail dated 7/19/99, involving multiple Deutsche Bank employees, “ Update NY Issues,” Bates DB
BLIPS 6775.

S'Email dated 4/3/02, from Viktoria A ntoniades to Brian M cGuire and other Deutsche Bank personnel,
“US GROUP 1 Pres,” DB BLIPS 6329-52, attaching a presentation dated 11/15/99, entitled “Structured
Transactions Group North America,” at 6336. See also undated document entitled, “ Update on the Private Exchange
Fund,” Bates DB BLIPS 6433 (describing the packaging of another tax product offered by the Structured
Transactions Group).

28 d. at 6345-46.
9see “Report of Investigation of Enron Corporation and Related Entities Regarding Federal Tax and
Compensation Issues, and Policy Recommendations,” Joint Committee on Taxation Staff (Report No. JCS-3-03,

February 2003).

205ybcommittee interview of Deutsche Bank, (11/10/03).
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acknowledged, for example, that HV B knew BLIPS had been designed and was intended to provide
tax benefitsto KPMG clients. The bank indicated that, at the time it became involved, it felt it had no
obligation to refrain from participating in BLIPS, since KPMG had provided the bank with an opinion
stating that BLIPS complied with federd tax law. For example, in one document seeking gpproval to
provide a significant line of credit to finance BLIPS loans, HVB wrote this about the tax risks
associated with BLIPS: “Disallowance of tax attributes. A review by the IRS could potentially result
in aruling that would disallow the [BLIPS] structure. ... We are confident that none of the foregoing
would affect the bank or its position in any meaningful way for the following reasons. ... KPMG has
issued an opinion that the structure will most likely be upheld, even if challenged by the IRS.”?* A
handwritten document prepared by HVB personnel is even more direct. It characterizes the 7% fee
charged to KPMG clients for BLIPS as “paid by investor for tax sheltering.”?*? This document also
states that the bank “amortizes premium over the life of loan for tax purposes.”

When it became clear that the IRS would list BLIPS as an abusive tax shelter, an internal
HV B memorandum again acknowledged that BLIPS was atax transaction and ordered ahalt to
financing the product, while disavowing any liability for the bank’s role in carrying out the BLIPS
transactions:

“[I]t isclear that the tax benefits for individuals who have participated in the [BLIPS]
transaction will not be grandfathered because Treasury believe that their actions were contrary
to current law .... Itisnot likely that KPMG/Presidio will go forward with additional
transactions .... As we have stated previously, we anticipate no adverse consequences for the
HVB since we have not promoted the transaction. We have simply been alender and nothing
in the notice implies a threat to our position.

In view of the tone of the notice we will not book any new transactions and will cancel our
existing unused [credit] lines prior to the end of this month.” 2%

HVB'’s representative explained to the Subcommittee staff that the apparent bank risk in
lending substantial sumsto a shell corporation had been mitigated by the terms of the BLIPS loan
which gave the bank virtually total control over the BLIPS |oan proceeds and enabled the bank to
ensure the loan and loan premium would be repaid.?* The bank explained, for example, that from the
start of the loan, the borrower was required to maintain collateral equal to 101% of the loan proceeds
and loan premium and could place these funds only in a narrow range of bank-approved

lCredit request dated 9/26/99, Bates HV B 001166.

#2Undated one-page, handwritten document outlining BLIPS structure entitled, “ Presidio,” which Alex
Nouvakhov of HVB acknowledged during his Subcommittee interview had been written by him, Bates HVB 000204.

23M emorandum dated 8/16/00, from Dom DeGiorgio and Richard Pankuch to Christopher Thorpe and
others, “Presidio BLIPS Transactions,” BatesHVB 003346.

%4subcommittee interview of HV B representative (10/29/03).
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investments.?®® That meant the bank treated not only all of the loan proceeds and loan premium as
collateral, but also additional funds supplied by the KPMG client to meet the 101% collateral
requirement. HVB wrote: “We are protected in our documentation through a minimum
overcollateralization retio of 1.0125to 1 at dl times. Violation of this ratio triggers immediate
acceleration under the loan agreements without notice.”*® HVB also wrote: “The Permitted
Investments ... are either extremely conservative in nature ... or have no collateral vaue for margin
purposes.”?®” KPMG put it thisway: “Lender holds all cash as collateral in addition to being
custodian and clearing agent for Partnership. ... All Partnership trades can only be executed through
Lender or an filiate. ... Lender must authorize trades before execution.”#®

Deutsche Bank and HVB were not the only banks involved in executing KPMG tax products.
Another was Wachovia Bank, acting through First Union National Bank, which not only referred
bank clientsto KPMG to purchase FLIP, but also directly sold FLIP to many of its clients, and
considered becoming involved with BLIPS and SC2 aswell.?*® A 1999 Wachoviainternal email
demonstrates that the bank was fully aware that it was being asked to fecilitate transactions designed
to reduce or eliminate tax liability for KPMG dients:

“[A] KPMG investment/tax strategy ... was voted and approved by the due diligence
subcommittee last week. This means that the Risk Oversight Committeewill havethis
particular strategy on its agenda at its Wednesday meeting. ... The strategy will service to
offset either ordinary income or capital gains ($20 million minimum).

%5Seg, e.g., email dated 10/29/99, from Richard Pankuch to Erwin Volt, “KWG | capital treatment for our
Presidio Transaction,” Bates HV B 000352 (“Our structure calls for all collateral to be placed in a collateral account
pledged to the bank.”); email dated 9/24/99, from Richard Pankuch to Christopher Thorpe and other HV B
professionals, “Re: Presidio,” Bates HVB 000682 (“all collateral isin our own hands and subject to the Permitted
Investment requirement”). Compare undated Deutsche Bank document, likely prepared in 1999, “New Product
Committee Overview Memo: BLIPS Transaction,” Bates DB BLIPS 01959-63, at 1961 (“At all times, the loan will
maintain collateral of at least 101% to the loan + loan premium amount. If the amount goes below this limit, the loan
will be unwound and the principal + premium repaid.”); email dated 7/1/99, from Francesco Piovanetti to Ivor
Dunbar, “‘Hugo’ BLIPS Paper,” with attachment entitled, “Bond Linked Indexed Premium Strategy ‘BLIPS',” Bates
HVB DB BLIPS 6885-87 (“The loan proceeds (par and premium) will be held in custody at DB in cash or money
mark et deposits. ... Loan conditions will be such as to enable DB to, in effect, force prepayment after sixty days at its
option.”).

6B | PS credit request dated 9/14/99, Bates HVB 000155. See aso Memorandum dated 7/29/99, from
William Boyleto Mick Wood and other Deutsche Bank personnel, “GCI Risk and Resources Committee — BLIPS
Transaction,” Bates DB BLIPS 06566, at 3 (The BLIPS loan “will be overcollateralized and should the value of the
collateral drop below a 1.0125:1.0 ratio, DB may liquidate the collateral immediately and apply the proceeds to
repay amounts due under the Note and swap agreements.”)

%7 | PS credit request dated 9/14/99, Bates HVB 000155.

28D ocument dated 3/4/99, “BL IPS — transaction description and checklist,” Bates K PM G 0003933-35.

95ee Section VI(2) of this Report for discussion of Wachovia's client referral activities.
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There are several critical point that should be noted with respect to this strategy if we get it
approved. Many of these points related to Sandy Spitz’ concern (and KPMG’ s concern) that
Firg Union hasavery high profile across our franchise for being associated with ‘ tax’
strategies. namely, FLIP and BOSS. Sandy does not want this kind of high profile to be
associated with this new strategy.

In order to address some of Sandy’ s concerns and lower our profile ...

*The strategy has an KPMG acronym which will not be shared with the general First Union
community. We will probably assign a generic name.....

*No one-pager will be distributed to our referral sources describing the strategy. ...

*Feesto First Union will be 50 basis pointsif the investor isnot aKPMG client, 25 bpsiif
they area KPMG client. ...

| have written up atechnical summary of the tax opinion since Sandy will only allow usto
read a draft copy of the opinion in his office without making a copy.”?"

Clearly, First Union was well aware that it was handling products intended to help clients reduce or
eliminate their taxes and was worried about its own high profile from being “associated with * tax’
strategies’ like FLIP.

In addition to its participation in KPM G-devel oped tax products, First Union helped develop
and market the BOSS tax product sold by PricewaterhouseCoopers (*PWC”), which was later
determined by the IRS to be a potentially abusive tax shelter. First Union had initsfilesthe
following document advoceating the bank’ s involvement with BOSS.

"The proposed transaction takes advantage of an anomaly in current tax law which we expect
will be closed down by legislation as soon as Congress finds out about it. We makethis
investment available only to select clientsin order to limit the number of people who know
about it. We hope that will delay the time Congress finds out about it, but at some point, itis
likely that they will find out and enact legidation to shut it down. First Union acts as sales
agent for PwC with respect to this transaction, since the bankersare in avery good postion to
know when a client has entered into a significant transaction which might have generated
significant taxable income. Pricewaterhouse-Coopers would provide a Tax Opinion Letter
which would say that if the entity were examined by the IRS, the transaction would 'more
likely than not' be successfully uphdd."?"*

Z®Email dated 8/30/99, from Tom Newman to multiple First Union professionals, “next strategy,” Bates
SEN-014622.

Z""Memorandum dated 12/21/99, from Teri Kemmerer Sallwasser to Gail Fagan, “Boss Strategy Meetings
..." Bates SEN-018253-57.



-87-

This document provides additional, unmistakable evidence that First Union knew it was participating
in transactions whose primary purpose was to reduce or eliminate clients’ taxes.

Still another bank that handled KPM G tax productsis UBS AG, now one of the largest banks
in theworld. UBSwas convinced by Quellos and KPM G to participate in numerous FLIP and OPIS
transactions in 1997 and 1998, referred to collectively by UBS as “redemption transactions.”

UBS documentation clearly and repeatedly describes these transactions as tax-related. For
example, one UBS document explaining the transactions is entitled: “U.S. Capital Loss Scheme-
UBS ‘redemption trades.”” It states:

“The essence of the UBS redemption trade is the creation of a capital lossfor U.S. tax
purposes which may be used by aU.S. tax resident to off-set any capital gainstax liability to
which it would otherwise be subject. The tax structure was originally devised by KPMG ...
In October 1996, UBS was approached jointly by Quadra ... and KPMG with aview to it
seeking UBS' participation in a scheme that implemented the tax 10ss structure devel oped by
KPMG. Therole sought of UBS was one purely of execution counterparty. ... 1t was clear
from the outset - and has been continually emphasised since - that UBS made no endorsement
of the scheme and that its connection with the structure should not imply any implicit
confirmation by UBS that the desired tax consequences will be recognized by the U.S. tax
authorities. ... UBS undertook a thorough investigation into the propriety of its proposed
involvement in these transactions. The following steps were undertaken: [redacted by UBS as
‘privileged material’]. 2"

At another point, the UBS document explains the “Economic Rationale” for redemption transactions
to be: “Tax benefit for client,”?”® while still another UBS document states: “ The motivation for this
structure is tax optimisation for U.S. tax residents who are enjoying capital gains that are subject to
U.S. tax. Thestructure creates a cgpital loss from a U.S. tax point of view (but not from an economic
point of view) which may be offset against existing capital gains.”*"

In February 1998, an unidentified UBS “insider” sent aletter to UBS management in London
“to let you know that [UBS unit] Global Equity [D]erivativesis currently offering an illegal capital
gainstax evasion scheme to US tax payers,” meaning the redemption transactions. The letter
continued:

22yB S internal document dated 3/1/99, “Equities Large/Heavily Structured Transaction A pproval,” with
attachment entitled, “U.S. Capital Loss Scheme - UBS ‘redemption trades,”” Bates UBS 000009-15.

281d. at UBS000010.

2yBSinternal document dated 11/13/97, “ Description of the UBS ‘Redemption’ Structure,” Bates UBS
000031.



-88-

This scheme is costing the US Internal Revenue [ S]ervice several hundred million dollars a
year. | am concerned that once IRS comes to know about this scheme they will levy huge
financial/criminal penalties on UBS for offering tax evasion schemes. ... In 1997 severd
billion dollars of this scheme was sold to high networth US tax payers, | am told that in 1998
the plan is continu[ing] to market this scheme and to offer several new US tax avoidance
schemes involving swaps.

My sole objectiveisto let you know about this scheme, so that you can take some concrete
steps to minimise the financial and reputational damage to UBS. ...

P.S. | am sorry | cannot disclose my identity at this time because | don’'t know whether this
action of mine will be rewarded or punished.”*”

In response to the letter, UBS halted all redemption trades for severd months.?’® UBS apparently
examined the nature of transactions as well as whether they should be registered in the United States
astax shelters. UBS later resumed selling the products, stopping only after KPM G discontinued the
sales?”’

The UBS documents show that the bank was well aware that FLIP and OPI S were designed
and sold to KPMG clients as ways to reduce or eliminate their U.S. tax liability. The bank apparently
justified its participation in the transactions by reasoning that its participation did not signify its
endorsement of the transactions and did not constitute aiding or abetting tax evasion. The bank then
proceeded to provide the financing that made these tax products possible.

The Role of the Investment Advisors. Bank personnel were not the only financial
professionals assisting KPMG with BLIPS, FLIP, and OPIS. Investment experts also played key
roles in designing, marketing, and implementing the three tax products, working closely with KPMG
tax professional's throughout the process. For example, the investment experts involved with BLIPS,
FLIP, and OPIS helped KPMG with designing the specific financial transactions, making client
presentations, obtaining financing from the banks, preparing the transactional documents, establishing
the required shell corporations and partnerships, and facilitating the completion of individual client
transactions. In the case of FLIP, investment experts at Quellos, then known as Quadra, provided
these services. In the case of OPIS, both Quellos and Presidio provided these services. In the case of
BLIPS, these services were generally provided by Presidio.

21%_etter dated 2/12/98, addressed to SBC Warburg Dillon Read in London, Bates UBS 000038.

2See email dated 3/27/98, from Chris Donegan of UBS to Norm Bontje of Quadra and others, “Re:
Redemption Trade,” UBS 000039 (“Wolfgang and | are presently unable to execute any redemption transactions on
UBS stock. The main reason for this seems to be a concern within UBS that this trade should be registered as a tax
shelter with the IRS.”).

2"sybcommittee interview with UB S representative (10/28/03).
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A memorandum sent by a Quellos investment expert to a banker at UBS explained the
investment company’ srole in FLIP and the nature of the tax product itself as follows:

“KPMG approach us as to whether we could affect the security trades necessary to achieve the
desired tax results. | indicated that | felt we could and they are currently not looking
elsewhere for assistance in executing the transaction.

The tax opportunity created is extremely complex, and is really based more on the structuring
of the entitiesinvolved in the securities transactions rather than the securities transactions
themselves. KPMG has assured me that prior to spending much time, beyond just
conceptually seeing if we can do it, they would provide Quadra and any counterparty (UBS)
with the necessary legal opinions and representatives letters as to why they are recommending
this transaction to their clients. Assuming their tax analysisis complete, our challengeisto
design aseries of securities/derivatives trades that meet the required objectives.

In summary, this tax motivated transaction is designed for U.S. companies requiring a tax

loss. Theway thislossis generated is through the U.S. company exercising a series of options
to acquire majority ownership in a Foreign investment (Fund). Thetax benefits are created
for U.S. Co. based on the types of securities transactions done in the foreign investment Fund
and shifting the cost basis to the parent U.S. Company. ...

If aU.S. company/individua has a $100 million dollar capital gain they own taxes, depending
on their tax position, ranging from $28 million to $35 million. Asaresult, they are more than
willing to pay $2 to $4 million to generate a tax loss to offset the capital gain and
corresponding taxes. ...

| have told KPMG that we should be able to execute the transaction once they have a
commitment from a potential client. KPMG has already had a number of preliminary
meetings with potential clients and one of their challenges was to identify a party that can
manage the Fund level and facilitate the transactions with Foreign Co. Given your ability to
act as Foreign Co., and facilitate the securities trades, | have told them to stop looking. Once
they have afirm client, then we can map out the various details to execute the transaction.” 2"

This document leaves no doubt that Quellos was fully aware that FLIP was a “tax motivated
transaction” designed for companies or individuals “requiring atax loss.”

Quellos was successful in convincing UBSto participate in not only FLIP, but aso OPIS
transactions throughout 1997 and 1998, as described earlier. Quellos may aso have been atax shelter
promoter in its own right. For example, in addition to its dealings with KPMG on FLIP and OPIS,
Quellos teamed up with First Union National Bank and PWC to execute about 80 FLIP transactions

2\ emorandum dated 8/12/96, from Jeff Greenstein of Quellos to Wolfgang Stolz of UBS, Bates
UBS000002.



-90-

for them. In addition, Quellos held discussions with KPM G regarding at least two tax products that
Quellositsalf had developed, but it is unclear whether sales of these products actually took place.?”
A UBS document stated that Quellos' “specialty is providing tax efficient investment schemes for
high net worth U.S. individuals and their investment vehicles.” %

Presidio played asimilar role in the design, marketing, and implementation of OPIS and
BLIPS. Presidio’ s principals areformer KPMG partners who knew the KPM G tax professionals
working on OPIS and BLIPS. These Presidio principals were repeatedly identified by KPMG as
members of “the working group” developing OPI'S and were described as having contributed to the
design and implementation of OPIS?®* Moreover, Presidio initially brought the ideafor BLIPS to
KPMG, and was thoroughly involved in the devel opment, marketing, and implementation of the
product. On May 1, 1999, prior to the final approval of BLIPS, Presidio representatives made a
detailed presentation to KPM G tax professionals on how the company was planning to implement the
BLIPS transactions.?® During the presentation, among other points, Presidio representatives
disclosed that there was only a“remote” possibility that any investor would actually profit from the
contemplated foreign currency transactions, and that the banks providing the financing planned to
retain, under the terms of the contemplated BLIPS “loans,” an effective “veto” over how the “loan
proceeds’ could be invested. These statements, among others, caused KPMG' s key technical
reviewer in the Washington National Tax group to reconsider his goproval of the BLIPS product, in

2See, e.g., email dated 12/10/99, from D ouglas Ammerman to multiple K PM G tax professionals,
“Innovative Strategy Development,” Bates KPM G 0036736 (discusses KPMG working with Quellos on two
products that Quellos had developed, called FORTS, a “loss generating strategy,” and WEST, a “conversion
strategy.”).

20yndated UBS internal document, “Memorandum on USB’ involvementin U.S. Capital Loss Generation
Scheme (the *CLG Scheme’),” Bates UBS 000006.

#lgee, e.g., memorandum dated 3/13/98, from Robert Simon to Jeff Stein and Sandy Smith, al of KPMG,
“OPIS,” Bates KPM G 0010262 (“ The attached went to the entire working group (Pfaff, Ritchie, R.J. Ruble of
Brown & W ood, Bickham, and Larson).”); email dated 3/14/98 from Jeff Stein to multiple KPM G tax professionals,
“Simon Says,” Bates 638010, filed by the IRS on June 16, 2003, as an attachment to Respondent’ s Requests for
Admission, Schneider Interestsv. Commissioner, U.S. Tax Court, Docket No. 200-02 (“By the way - anybody who
does not have a copy of the Pfaff letter, let me know and | will fax it over to you. In addition in case you want a
copy of the November 6, 1997 memo detailing the proposed L L C structure written by Simon to ‘ The Working
Group’ whichincluded Ritchie, Pfaff, Larson, Bickahm [sic] and R.J. Ruble of the law firm of Brown & Wood let
me know and | will fax it over to you as well.”). Robert Pfaff and John Larson are the former KPMG tax partners
who left the firm to open Presidio.

825ee, e.g., email dated 5/10/99, from Mark Watson to John Lanning and others, “FW: BLIPS,” Bates
MTW 0039; email dated 5/5/99, from M ark W atson to Larry DelLap, Bates KPM G 0011915-16. See also, e.g.,
memorandum dated 4/20/99, from Amir Makov of Presidio to John Rolfes of Deutsche Bank, “BLIPS friction
costs,” BatesDB BLIPS 01977 (showing Presidio’ srolein planning the BLIPS transactions; includes statement: “On
day 60, Investor exits partnership and unwinds all tradesin partnership.”)
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part because he felt he had “not been given complete information about how the transaction would be
structured.” %

When BLIPS was eventually approved over the objections of the WNT technical reviewer,
Presidio played akey role in making client presentations to sell the product and in executing the
actual BLIPS transactions. One of the most important roles Presidio played in BLIPS was, in each
BLIPS transaction, to direct two of the companiesit controlled, Presidio Growth and Presidio
Resources, to enter into a“ Strategic Investment Fund” partnership with the relevant BLIPS client.
This partnership was central to the entire BLIPS transaction, since it was this partnership that
assumed and repaid the purported “loan” that gave rise to the BLIPS client’s “tax 10ss.” In each
BLIPS transaction, a Presidio company acted as the managing partner for the partnership and
contributed a small portion of the funds used in the BLIPS transactions. Presidio also performed
administrative tasks that, while more mundane, were critical to the success of the the tax product. For
example, when BLIPS was just starting to get underway, Presidio took several stepsto facilitate the
transactions, including stationing personnel at one of the law firms preparing the transactional
documents.?®*

When a problem arose indicating that currency conversions in two BLIPS transactions had
been timed in such away that they would create negative tax consequences for the BLIPS clients,
Presidio gpparently took the lead in correcting the “errors.” An email sent by Presidio to HVB states:

“1 know that Steven has taked to you regarding the error for Roanoke Ventures. | have also
noted an error for Mobil Ventures. None of the Euro’s should have been convertedto [U.S.
dollars] in 1999. Due to the tax consequences that result from these sales, it is critical that
these transactions be reversed and made to look as though they did not occur at all.”?®

Other documents suggest that, as Presidio requested, the referenced 1999 currency trades were
somehow “reversed” and then executed the next month in early 2000.2%° HV B told Subcommittee

23g5ee Section VI(B)(1) of this Report discussing the BLIPS development and approval process; email dated
5/10/99, from Mark Watson to John Lanning and others, “FW: BLIPS,” Bates MTW 0039.

24Email dated 5/13/99, from Barbara M cconnachie to multiple KPM G tax professionals, “FW: BLIPS,”
Bates MTW 0045 (“Presidio has 2 individuals permanently housed at Sherman & Sterling to assist in the necessary
documentation.”). Sherman & Sterling prepared many of the key transactional documents for BLIPS transactions
involving Deutsche Bank.

Z5Email dated 12/28/99, from Kerry Bratton of Presidio to Alexandre Nouvakhov and Amy McCarthy of
HVB, “FX Confirmations,” Bates HVB 002035.

%55ee, e.g., memorandum dated 12/23/99, from K erry Bratton of Presidio to Amy McCarthy of HVB,
“Transfer Instructions,” BatesHVB 001699; memorandum dated 1/19/00, from Steven Buss at Presidio to Alex
Nouvakhov at HVB, “FX Instructions- Mobile Ventures LLC,” BatesHVB 001603; email dated 1/19/00, from Alex
Nouvakhov at HVB to Matt Dunn at HV B, “Presidio,” Bates HVB 001601 (“We need to sell Euros for another
Presidio account and credit their [U.S. dollar] DDA account. It isthe same deal as the one for Roanoke you did
earlier today.”); email dated 1/19/00, from Alex Nouvakhov at HVB to Steven Buss at Presidio, “Re: mobile,” Bates
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staffers that they had been unaware of this matter and would have to research the transactions to
determine whether, in fact, trades or paperwork had been altered.®

Presidio has worked with KPMG on a number of tax products in addition to the four
examined in this Report. A Presidio representative told the Subcommittee staff that 95 percent of the
company’ s revenue came from its work with KPM G.?%®

Finding: Some law firms have provided legal services that facilitated KPMG’s
development and sale of potentially abusive or illegal tax shelters, including by
providing design assistance or collaborating on allegedly “independent” opinion letters
representing to clients that a tax product would withstand an IRS challenge, in return
for substantial fees.

The Role of the Law Firms. The evidence obtained by the Subcommittee during the course
of the investigation determined that one law firm, Sidley Austin Brown & Wood, played a significant
and ongoing role in the devel opment, marketing, and implementation of the four KPM G tax products
featured in this Report.

Sidley Austin Brown & Wood is currently being audited by the IRS to evaluate the firm’'s
“role... in the organization and sale of tax shelters’ and compliance with federal tax shelter
requirements.”® In court pleadings, the IRS has alleged the fol lowing:

[11t appears that [Sidley Austin Brown & Wood] was involved in the organization and sale of
transactions which were or later became ‘listed transactions,” or that may be other * potentidly
abusive tax shelters.” The organization and sale of these transactions appears to have been
coordinated by [primarily] ... Raymond J. Ruble. ... During the investigation, | learned that
[Sidley Austin Brown & Wood] issued approximately 600 opinions with respect to certain
listed transactions promoted (or co-promoted) by, among others, KPMG, Arthur Andersen,
BDO Seidman, Diversified Group, Inc., and Ernst & Young. ... The IRS hasidentified
transactions for which [Sidley Austin Brown & Wood] provided opinions, ... FLIPS, OPIS,
COBRA, BLIPS and CARDS, as ‘listed transactions.” *°

HV B 001602; memorandum dated 1/19/00, from Steven Buss at Presidio to Timothy Schifter at KPM G, “Sale
Confirmation,” BatesHVB 001600.

B'sybcommittee interview of HVB bank representatives (10/29/03).
283yubcommittee interview of John Larson (6/20/03).

B%Declaration of Richard E. Bosch,” IRS Revenue Agent, |n re John Doe Summons to Sidley A ustin
Brown & Wood (N.D. IIl. 10/16/03) at 5.

201d. 19 9,10,12.
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The IRS aso alleges that, in response to a December 2001 disclosure initiative in which taxpayers
obtained penalty waivers in exchange for identifying their tax shelter promoters, 80 disclosure
statements named Sidley Austin Brown & Wood as * promoting, soliciting, or recommending their
participation in certain tax shelters.”®" The IRS also alleges that the law firm provided approximately
600 opinions for at least 13 tax products, including FLIP, OPIS and BLIPS.2*?

Information obtained by the Subcommittee indicates that Sidley Austin Brown & Wood,
through the efforts of Mr. Ruble, did more than simply draft opinion letters supporting KPM G tax
products, the law firm formed an alliance with KPM G to deveop and market these tax products. IRS
court pleadings, for example, quote a December 1997 email in which Mr. Ruble states. “This
morning my managing partner, Tom Smith, approved Brown & Wood LLP working with the newly
conformed tax products group at KPMG on ajoint basis in which we would jointly develop and
market tax products and jointly sharein thefees.”*? Aninternal KPMG memorandum around the
same time states: “[W]e need to consummate aformal strategic allicance with Brown & Wood.”***

Three months later, an internal KPMG memorandum discussing an upcoming meeting
between KPMG and Brown & Wood states that KPM G tax professionals intended to discuss “how to
ingtitutionalize the KPMG/B& W relationship.”?*® Among other items, KPMG planned to discuss
“the key profit-driversfor our joint practice,” citing in particular KPMG'’ s “ Customer list” and
“Financial commitment” and Brown & Wood's “Institutional relationships within the investment
banking community.” The memorandum states that KPM G also planned to discuss “[w]hat should be
the profit-split between KPMG, B&W and the tax products group/implementor for jointly-devel oped
products,” and suggesting that in “a 7% deal” KPMG, B&W and the “Implementor” should split the
net profits evenly, ater awarding a“finde’ s alocation” to the party who found the tax product
purchaser. Still other documents indicate that Sidley Austin Brown & Wood, through Mr. Ruble,
became a member of aworking group that jointly developed OPIS?*® Evidence obtained by the

214, at 7 14.
221d. at 1 27(a).
291d. at 7 15, citing an email dated 12/15/97, from R.J. Ruble.

2%Memorandum dated 12/97/97, from Randall Bickham to Gregg Ritchie, “Business Model - Brown &
Wood Strategic Alliance,” Bates KPMG 0047228.

25M emorandum dated 3/2/98, from Randall Bickham to Gregg Ritchie, “B& W Meeting,” Bates KPMG
0047225-27.

265ee, e.g., memorandum dated 3/13/98, from Robert Simon to Jeff Stein and Sandy Smith, al of KPMG,
“OPIS,” Bates KPM G 0010262 (“The attached went to the entire working group (Pfaff, Ritchie, R.J. Ruble of
Brown & Wood, Bickham, and Larson).”); email dated 3/14/98 from Jeff Stein to multiple KPM G tax professionals,
“Simon Says,” Bates 638010, filed by the IRS on June 16, 2003, as an attachment to Respondent’ s Requests for
Admission, Schneider Interestsv. Commissioner, U.S. Tax Court, Docket No. 200-02 (“By the way - anybody who
does not have a copy of the Pfaff letter, let me know and | will fax it over to you. In addition in case you want a
copy of the November 6, 1997 memo detailing the proposed L L C structure written by Simon to ‘ The Working
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Subcommittee also indicates that Sidley Austin Brown & Wood, through Mr. Ruble, was an active
participant in the development of BLIPS, expending significant time working with KPM G tax
professonals to author their respective opinion letters.

In the case histories examined by the Subcommittee, once the design of a KPMG tax product
was complete and KPM G began selling the product to clients, Sidley Austin Brown & Wood's
primary implementation role became one of issuing legal opinion letters to the persons who had
purchased the products. Sidley Austin Brown & Wood, through Mr.Ruble, wrote literally hundreds
of lega opinions supporting FLIP, OPIS, and BLIPS.*" In the case of SC2, KPMG had apparently
made arrangements for clients to obtain a second opinion from either Sidley Austin Brown &
Wo0d*® or Bryan Cave, another major law firm,”®° but it isunclear how many SC2 buyers, if any,
took advantage of these arrangements and bought a second opinion.

Traditionally, second opinion letters are supplied by a disinterested tax expert with no
financia stake in the transaction being evaduated, and this expert sends an individualized letter to a
singleclient. Certain IRS penalties, in fact, can be waived if ataxpayer relies“in good faith” on
expert tax advice®® The mass marketing of tax products to multiple clients, however, has been
followed by the mass production of opinion letters that, for each letter sent to a client, earns its author
ahandsome fee. Since there arefew costs associated with producing new opinion letters, once a
prototype opinion letter has been completed for the generic tax product, the mass production of
largely boilerplate opinion letters has become a lucrative business for firms like Sidley Austin Brown
& Wood. The attractive profits available from these |etters have also created new incentives for law
firms to team up with tax product promoters to become the preferred source for a second opinion
letter. This profit motive undermines an arms-length re ationship between the two opinion writers.

Actionstaken by Sidley Austin Brown & Wood and KPMG to collaborate on their respective
opinion letters raises additional questions about the law firm’s independent status. The evidence
indicatesthat the law firm collaborated extensively with KPMG in the drafting of the BLIPS, FLIP
and OPIS opinion letters. This collaboration included joint identification, research, and analysis of
key legal and tax issues; discussions about the best way to organize and present the reasoning used in
their respective letters; and joint efforts to identify necessary factual representations by the
participating parties in the transactions being analyzed. In the case of FLIP, Mr. Ruble faxed a copy

Group’ which included Ritchie, Pfaff, Larson, Bickahm [sic] and R.J. Ruble of the law firm of Brown & Wood let
me know and | will fax it over to you as well.”).

2See “Declaration of Richard E. Bosch,” IRS Revenue Agent, In re John Doe Summons to Sidley Austin
Brown & Wood (N.D. I1l. 10/16/03) at 118, citing an email by KPM G tax professional Gregg Ritchie.

28gybcommittee interview of Lawrence Manth (11/6/03).

29%gee memorandum dated 2/16/01, from Andrew Atkin to SC2 Marketing Group, “Agenda from Feb 16™
call and goals for next two weeks,” Bates KPMG 0051135.

0566 26 U.S.C. § 6662(d)(2)(C)(i); Treas.Reg. §8 1.6662-4(g)(4)(ii) and 1.6664-4(c)(1).
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of his draft opinion letter to KPMG beforeissuing it.* In the case of BLIPS, Sidley Austin Brown &
Wood and KPMG actually exchanged copies of their respective draft opinion letters and conducted a
detailed “ side-by-side” review “to make sure we each cover everything the other has.”** The result
was two, dlegedly independent opinion letters containing numerous, virtually identical paragraphs.

KPMG used the availability of a second opinion letter from Sidley Austin Brown & Wood as
amarketing tool to increase sales of its tax products, telling clients that having this second letter
would help protect them from accuracy-related penaltiesif the IRS were to later invalidate a tax
product.®* Many clients were apparently swayed by this advice and sought an opinion letter from the
law firm. Evidence obtained by the Subcommittee indicates that the opinion letters provided by the
law firmwere, like KPMG’s opinion letters, virtualy identica in content and reflected little, if any,
individualized client interaction or legal advice. In some cases, KPMG arranged to obtain adient’s
opinion letter directly from the law firm and delivered it to the client, apparently without the client’s
ever speaking to any Sidley Austin Brown & Wood lawyer. One individual told the Subcommittee
staff that after KPMG sold him FLIP, KPMG arranged for him to obtain afavorable opinion letter
from Sidley Austin Brown & Wood without his ever contacting the law firm or directly speaking with
alawyer.®® Anindividual testifying at arecent Senate Finance Committee hearing testified that he
had received a Sidley Austin Brown & Wood opinion letter for COBRA, atax product he had
purchased from Ernst & Y oung, by picking up the letter from the accounting firm’s office. He
testified that he never communicated with anyone at the law firm.*®® This type of evidence suggests
that the law firm’s focus was not on providing individualized legal adviceto clients, but on churning
out boilerplate opinion letters for afee.

By routinely directing clientsto Sidley Austin Brown & Wood to obtain a second opinion
letter, KPM G produced a steady stream of income for the law firm. In the case of BLIPS, FLIP, and
OPIS, Sidley Austin Brown & Wood was apparently paid at least $50,000 per opinion. One

%lFacsimile cover sheet dated 2/26/97, from R.J. Rubleto David Lippman and John Larson at KPM G,
Bates XX 001440.

32Email dated 9/24/99, from R.J. Ruble of Brown & Wood, to Jeffrey Eischeid and Rick Bickham of
KPMG, Bates KPMG 0033497; followed by other emails exchanged between Brown & Wood and KPM G
personnel, from 9/25/99 to 10/29/99, Bates KPM G 0033496-97.

3Bgee, e.g., KPMG document dated 6/19/00, entitled “SC2 — Meeting Agenda,” Bates KPM G 0013375-96,
at 13393; see also Section VI(B)(2) of this Report on using tax opinion letters as a marketing tool.

34 Jacoboni v. KPMG, Case No. 02-CV-510 (D.M.D. Fla. 4/29/02), at 119 (“Mr. Jacoboni later received a
copy of a‘concurring opinion’ dated August 31, 1998, from the law firm Brown & Wood, LLP, which was requested
by Dale Baumann of KPM G. The Brown & W ood concurring opinion was mailed from new Y ork to Mr. Jacoboni
in Florida.”); Subcommittee interview of legal counsel to Joseph Jacoboni (4/4/03).

3%®gee testimony of Henry Camferdam regarding his purchase of COBRA, Senate Finance Committee
hearing, “ Tax Shelters: Who’ s Buying, Who’ s Selling, and What' sthe Government Doing About 1t?”
(10/21/03)(Camferdam: “1 never talked to anyone at Brown & Wood. In fact, all of their documents were sent to us
via[Ernst & Young] — not directly to us.”).
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document indicates that Sidley Austin Brown & Wood was paid this fee in every case where its name
was mentioned during a sales pitch for BLIPS, whether or not the client actually purchased the law
firm’s opinion letter. Other evidence indicates that in some BLIPS transactions expected to produce a
very large“tax loss’ for the client, Sidley Austin Brown & Wood was paid more than $50,000 for its
opinion letter.

Sidley Austin Brown & Wood provided opinion letters not only to KPMG, but also to other
firms selling smilar tax products. For example, the law firm also issued favorable opinion letters for
COBRA, atax product similar to OPIS, but sold by Ernst & Young. An email seemsto suggest that
when aclient sought a tax opinion letter for a product from Ernst & Y oung and was turned down,
Sidley Austin Brown & Wood may have advised theclient to try KPMG instead. The internal Ernst
& Young email states:

"[Redacted name] told me that during the January meeting, Richard Shapiro gave him the
name of R.J. Rubell [sic] & Brown and Wood and said that they could contact him directly
regarding the tax opinion and other issues. He did that. Rubell said that Brown and Wood
stands by the deal and iswilling to issue the same opinion letter as before. They and others do
not seetherisk that E& Y sees. Apparently, B& W is also working with Diversified and
KPMG and Rubell steered them in that direction."3%®

It isunclear exactly what problem is being addressed, but this email raises concerns about opinion
letter shopping and about the propriety of the law firm'’s steering clients away from Ernst & Y oung,
apparently because that firm refused to issue a requested letter, and toward KPMG.

In short, in exchange for substantial fees, Sidley Austin Brown & Wood provided legal
services that facilitated KPM G’ s development and sale of potentially abusive or illegal tax shelters
such as FLIP, OPIS and BLIPS, including by providing design assistance and collaborating on
allegedly “independent” opinion letters representing to clientsthat the KPMG tax products would
withstand an IRS challenge.

Finding: Some charitable organizations have participated as essential counter parties in
a highly questionable tax shelter developed and sold by KPMG, in return for donations
or the promise of future donations.

The Role of the Charitable Organizations. SC2 transactions could not have taken place at
all without the willing participation of a charitable organization. To participate in SC2 transactions, a
charity had to undertake a number of non-routine and potentially expensive, time-consuming tasks.
For example, the charity had to agree to accept an S corporation stock donation, which for many
charitiesis, initself, unusual; make sure it is exempt from the unrelated business income tax
(hereinafter “UBIT”) and would not be taxed for any corporate income earned during the time when

S%®Email dated 2/11/00, from Alexander Eckman to David G. Johnson and others, subject line redacted,
Bates 2003EY 011640.
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the charity was a shareholder; sign a redemption agreement; determine how to treat the stock donation
onitsfinancial statements; and then hold the stock for several years before receiving any cash
donation for its efforts. Moreover, relatively few charities are exempt from the UBIT, and those that
are — like pension funds — do not normally receive large contributions from private donors.

KPMG approved SC2 for saleto clients in March 2000, and discontinued all sales 18 months
later, around September 2001, after selling thetax product to about 58 S corporations. The SC2 sales
produced fees exceeding $26 million for KPMG, making SC2 one of KPM G’ s top ten revenue
producersin 2000 and 2001. Although KPMG refused to identify the charities that participated in the
SC2 transactions, the Subcommittee was able to identify and interview two which, between them,
participated in more than half of the SC2 transactions KPM G arranged.

The two charities interviewed by the Subcommittee staff indicated that they would not have
participated in the SC2 transactions absent being approached, convinced, and assisted by KPMG.
The Los Angeles Department of Fire & Police Pensions System is a $10 billion pension fund that
serves the police and fire departments in the city of Los Angelesin California The Austin Fire
Fighters Relief and Retirement Fund is a much smaller pension fund serving the fire departments in
Austin, Texas.

Based upon information provided to the Subcommittee, it appears that, out of the about 58
SC2 tax products sold by KPMG in 2000 and 2001, the Los Angeles pension fund participated in 29
of the SC2 transactions, while the Austin pension fund participated in five. The Los Angeles pension
fund indicated that, as aresult of the SC2 transactions, it is currently holding stock valued at about
$7.3 million from 16 S corporations, and has sold back donated stock to 13 corporations in exchange
for cash payments totaling about $5.5 million. Both pension funds told the Subcommittee that the
SC2 stock donors and their corporations had generally been from out-of-state. The Los Angeles
pension fund indicated that it had received stock from S corporations in Arizona, Georgia, Hawaii,
Missouri, and North Carolina. The Austin pension fund indicated that it had received stock from S
corporations in California, Mississippi, New Jersey, and New Y ork. Both pension funds indicated
that they had not met any of the SC2 donors until KPMG introduced them to the charities.

Both charities indicated to the Subcommittee staff that, in determining whether to participate
in the SC2 transactions, they relied on KPMG' s representation that the transactions complied with
federal tax law. The Los Angeles pension fund also obtained from an outside law firm alegal
opinion letter on the narrow issue of whether the charity had the legal authority to accept a donation
of S corporation stock. In analyzing thisissue, the law firm notesfirst in the legal opinion letter that
all of the facts recited about the transaction had been provided to the law firm by a KPM G tax
professonal > The letter concludes that the pension fund may accept an S corporation stock
donation from an unrelated third party: “Although thisisavery unusual transaction, and thereis
almost no statutory, regulatory or other authority addressing the issue, we believethe Plan is

307|_etter dated 12/30/99, from Seyfarth, Shaw, Fairweather & Geradson to the Los Angeles pension fund,
at 3.
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permitted to accept a contribution.” The letter also states, however, that the law firm had not been
asked to provide any legal advice about the substance of the SC2 transaction itself, that it had not
been given any documentation to review, and that it was not offering any opinion on “the impact of
the transaction on the ‘donor’ from atax or other standpoint.”3%

Apparently, neither charity obtained alegal or tax opinion letter or other written lega advice,
from KPMG or any other firm, on whether the SC2 tax product and related transactions complied
with federal tax law or whether the charity’ s participation in SC2 transactions could be viewed as
aiding or abetting tax evasion. The two pension funds told the Subcommittee that they simply relied
on KPM G’ sreputation as a reputable firm in assuming the donation strategy was within the law.

Both pension fundstold the Subcommitteethat, in every SC2 transaction, it was their
expectation that they would not retain ownership of the donated stock, but would sell it back to the
stock donor after the expiration of the period of time indicated in the redemption agreement. They
also indicated that they did not expect to obtain significant amounts of money from the S corporation
during the period in which the charity was a stockholder but expected, instead, to obtain a large cash
payment at the time the charity sold the stock back to the donor. Moreover, the charities told the
Subcommittee staff that their expectations have, in fact, been met, and the SC2 transactions have
been carried out as planned by KPM G, the donors, and the charities. These facts and expectations
rai se serious questions about whether the SC2 transactions ever truly passed ownership of the stock to
the charity or acted merely as an assgnment of incomefor a specified period timeto the charitable
organization.

In the case of BLIPS, FLIP, OPIS, and SC2, major banks, investment advisory firms, law
firms, and charitable organizations provided critical services or acted as essential counterpartiesin the
transactions called for by the tax products. Each obtained lucrative fees, often totaling in the millions
of dollars, for their participation. Despite the complexity, frequency, and size of the transactions and
their clear connection to tax avoidance schemes, none of the participating organi zations presented to
the Subcommittee areasoned, contemporaneous analysis of the tax shelter, reputational risk, ethicd,
or professional issues justifying the organization’srolein facilitating these highly questionable and
abusive tax transactions.

3%8|d. The letter states:

“Y ou have asked us to advise you concerning the ability of the L.A. Fire & Police Pension System (the
‘Plan’) to accept a contribution from an unrelated third party in the form of nonvoting stock of a closely
held California S corporation. ... It should be noted that, from a procedural and due-diligence standpoint,
(1) we have not been asked to conduct, and we have not conducted, any investigation into the company
and/or the individual involved, (2) we have not yet reviewed any of the underlying documentation in
connection with the donation or the possible future redemption of the stock, and offer no opinion on such
agreements or their impact on any of the views expressed in this letter, (3) we have not examined, or opined
in any way about, the impact of the transaction on the “donor” from atax or other standpoint, and (4) we
have not checked the investment against any investment policy guidelinesthat may have been adopted by
the Board.”
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(4) Avoiding Detection

Finding: KPMG has taken steps to conceal its tax shelter activities from tax authorities,
including by claiming it is a tax advisor and not a tax shelter promoter, failing to
register potentially abusive tax shelters, restricting file documentation, imposing
marketing restrictions, and using improper tax return reporting to minimize detection
by the IRS or others.

Evidence obtained by the Subcommittee in the four KPMG case studies shows that KPMG
has taken a number of steps to conceal its tax shelter activities from IRS, law enforcement, and the
public. Inthefirst instance, it has simply denied being atax shelter promoter and claimed that tax
shelter information requests do not goply to its products. Second, evidence in the FLIP, OPIS,
BLIPS, and SC2 case histories indicate that KPM G took a number of precautionsin theway it
designed, marketed, and implemented these tax products to avoid or minimize detection of its
activities.

No Tax Shelter Disclosure. KPMG’s public position isthat it does not develop, sell or
promote tax shelters, as explained earlier in this Report. Asaconsequence, KPMG has not
voluntarily registered, and thereby disclosed to the IRS, asingle one of itstax products. A
memorandum quoted at length earlier in this Report®® establishes that, in 1998, a KPMG tax
professional advised the firm not to register the OPIS tax product with the IRS, even if OPIS qualified
as atax shelter under the law, citing competitive pressures and a perceived lack of enforcement or
effective penalties for noncompliance with the registration requirement. Another document
discussing registration of OPIS had thisto say: “Must register the product. B& W concerns —risk is
too high. Confirm w/ Presidio that they will register.”*° The head of DPP-Tax told the
Subcommittee staff that he had recommended registering not only OPIS, but also BLIPS, but was
overruled in each instance by the top official in charge of the Tax Services Practice.3™*

Other documents show that consideration of tax shelter registration issues were arequired step
in the tax product approval process, but rather than resulting in IRS registrations, KPM G appears to
have devoted resources to devising rationales for not registering a product with the IRS. KPMG's
Tax Services Manual states that every new tax product must be analyzed by the WNT Tax
Controversy Services group “to address tax shelter regulations issues.”*? For example, oneinternal
document analyzing tax shelter registration issues discusses the “policy argument” that KPMG’ s tax

3%See Section VI(B) of this report.

3%Handwritten notes dated 3/4/98, author not indicated, regarding “Brown & Wood” and “OPIS,” Bates
KPM G 0047317. Emphasisin original. “B&W?" refersto Brown & Wood, the law firm that worked with KPMG on
OPIS. Presidio is an investment firm that worked with KPM G on OPIS.

31subcommittee interview of Lawrence Delap (10/30/03).

SKPM G Tax Services M anual, § 24.4.1, at 24-2.
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“advice ... does not meet the paradigm of 6111(c) registration” and identifies other flaws with the
legal definition of “tax shdter” that may excuse registration. The email also suggests possibly
creating a separate entity to act asthe registrant for KPM G tax products:

“1f we decide we will be registering in the future, thought should be given to establishing a
separae entity that meets the definition of an organizer for all of our products with
registration potential. This entity, rather than KPMG, would then be avail able through
agreement to act as the registering organizer .... If such an entity is established, KPM G can
avoid submitting its name as the organizer of atax shelter on Form(s) 8264 to befiled in the
future.”3"

Another KPMG document, afiscal year 2002 draft business plan for the Personal Financial
Planning Practice, describes two tax products under development, but not yet approved, duein part to
pending tax shelter registration issues.®* Thefirg, referred to as POPS, is described as “again
mitigation solution.” The business plan states: “We have completed the solution’ s technical review
and have amost finalized the rationale for not registering POPS as atax shelter.” The second
product is described as a*“ conversion transaction ... that halves the taxpayer’ s effective tax rate by
effectively converting ordinary income to long term capital gain.” The business plan notes: “The
most significant open issue istax shelter registration and the impact registration will have on the
solution.”

The IRS has issued “listed transactions’ that explicitly identify FLIP, OPIS and BLIPS as
potentidly abusive tax shelters. Due to these tax products and cthers, the IRS is investigating KPMG
to determine whether it is atax shelter promoter and is complying with the tax shelter requirementsin
Federal law.*™ KPMG continues flatly to deny that it is atax shelter promoter and has continued to
resist registering any of itstax products with the IRS.

A second consequence of KPMG' s public denid that it is atax shelter promoter has beenits
refusal fully to comply with the document requests made by the IRS for lists of clients who purchased
tax shelters from thefirm. In arecent hearing before the Senate Finance Committee, the U.S.
Department of Justice stated that, although the client-list maintenance requirement enacted by
Congress “clearly precludes any claim of identity privilege for tax shelter customers regardless of

*18Email dated 5/11/98, from Jeffrey Zysik to multiple KPM G tax professionals, “Registration,” Bates
KPM G 0034805-06. See also email dated 5/12/98, from Jeffrey Zysik to multiple KPM G tax professionals,
“Registration requirements.,” Bates KPM G 0034807-11 (reasonable cause exception, tax shelter definitions, number
of registrationsrequired); email dated 5/20/98, from Jeffrey Zysik to multiple KPM G tax professionals, “Misc. Tax
Reg. issues,” Bates KPMG 0034832-33 (“reasonable cause exception for not registering”; application of regulatory
“tax shelter ratio” to identify tax shelters; “ establishing a separate entity to act as the entity registering ALL tax
products .... Otherwise we must submit our name as the tax shelter organizer.”).

$4Document dated 5/18/01, “PFP Practice Reorganization Innovative Strategies Business Plan —- DRAFT,”
Bates KPM G 0050620-23, at 2.

#53ee United Statesv. KPMG, Case No. 1: 02M S00295 (D.D.C. 9/6/02).
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whether the promoters happen to be accountants or lawyers, theissue continues to be the subject of
vigorous litigation.”*!** The Department pointed out that one circuit court of appeds and four district
courts had already ruled that accounting firms, law firms, and a bank must divulge client information
requested by the IRS under the tax shelter laws, but certain accounting firms were continuing to
contest IRS document requests. At the same hearing, the former IRS chief counsel characterized the
refusal to disclose client names by invoking either attorney-client privilege or Section 7525 of the tax
code as “frivolous,” while also noting that one effect of the ensuing litigation battles “was to delay
[promoter] audits to the point of losing one or more tax years to the statute of limitations.” "’

IRS Commissioner, Mark Everson, testified at the same hearing that the IRS had filed suit
againg KPMG in July 2002, “to compel the public accounting firm to disclose information to the IRS
about all tax sheltersit has marketed since 1998."3'® He stated, “ Although KPMG has produced
many documents to the IRS, it has also withheld a substantial number.”

Some of the documents obtained by the Subcommittee during itsinvestigation illustrate the
debate within KPMG over responding to the IRS requests for client names and other information. In
April 2002, one KPMG tax professional wrote:

“1 have two clients who are about to file [tax returns] for 2001. We have discussed with each
of them what is happening between KPMG and IRS and both do not plan to disclose at this
time. SinceLarry’s message indicated the information requested was to respond to an IRS
summons, | am concerned we are about to turn over anew list of names for transactions |
believe IRS has no prior knowledge of. | need to know immediately if that iswhat is
happening. It will obviously have a material effect on their evaluation of whether they wish to
disclose and what positions they wish to take on their 2001 returns. Since April 15" is
Monday, | need aresponse. ... [I]f we are responding to what appears to be an IRS fishing
expedition, it is going to reflect very badly on KPMG. Several clients have seriously
questioned whether we are doing everything we can to protect their interests.”**

Tax Return Reporting. KPMG also took a number of questionable steps to minimize the
amount of information reported in tax returns about the transactions involved in its tax products in
order to limit IRS detection.

36T estimony of Eileen J. O’ Connor, Assistant Attorney General for the Tax Division, U.S. Department of
Justice, before the Senate Committee on Finance, “Tax Shelters: Who's Buying, Who's Selling and What’ s the
Government Doing About It?” (10/21/03), at 3.

S'Testimony of B. John Williams, Jr. former IRS chief counsel, before the Senate Committee on Finance,
“Tax Shelters: Who's Buying, Who's Selling and What' s the Government Doing About It?” (10/21/03), at 4-5.

31g'Testimony of Mark W. Everson, IRS Commissioner, before the Senate Committee on Finance, “ Tax
Shelters: Who's Buying, Who's Selling and What’ s the Government Doing About 1t?” (10/21/03), at 11.

SEmail dated 4/9/02, from Deke Carbo to Jeffrey Eischeid, “Larry’s Message,” Bates KPMG 0024467.
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Perhaps the most disturbing of these actions was first taken in tax returns reporting
transactions related to OPIS. To minimize information on the relevant tax returns and avoid alerting
the IRS to the OPIS tax product, some KPMG tax professionals advised their OPIS clientsto
participate in the transactions through “ grantor trusts.” These KPMG tax professionals also advised
their clients to file tax returnsin which al of the losses from the OPI'S transactions were “ netted”
with the capital gains realized by the taxpayer at the grantor trust level, instead of reporting each
individual gain or loss, so that only asingle, small net capital gain or loss would appear on the
client’s personal income tax return. This netting approach, advocated in an internally-distributed
KPMG memorandum,®® elicited intense debate within the firm. KPMG'’ stop WNT technical tax
expert on the issue of grantor trustswrote thefollowingin two emails over the span of four months:

“1 don’t think netting at the grantor trust level is a proper reporting position. Further, we have
never prepared grantor trust returnsin this manner. What will our explanation be when the
Service and/or courts ask why we suddenly changed the way we prepared grantor trust
returng/statements only for certain clients? When you put the OPI'S transaction together with
this ‘ stealth’ reporting approach, the whole thing stinks.” %

“Y ou should all know that | do not agree with the condusion reached in the attached memo
that capital gains can be netted at the trust level. | believe we are filing misleading, and
perhaps false, returns by taking this reporting position.”3?

One of the tax professionals selling OPIS wrote:

“This‘debate ... [over grantor trust netting] affects mein asignificant way in that a number
of my deals were sold giving the client the option of netting .... Therefore, if they ask me to
net, | feel obligated to do so. These sales were before Watson went on record with his
position and after the memo had been outstanding for some time.

What is our position as agroup? Watson told me he believesit is a hazardous professional
practice issue. Given that none of us wants to face such an issue, | need some guidance.”**

320« Grantor Trust Reporting Requirements for Capital Transactions,” KPM G WNT internal memorandum
(2/98).

$2Email dated 9/2/98, from Mark Watson to John Gardner, Jeffrey Eischeid, and others; “RE:FW: Grantor
trust memo,” Bates KPM G 0035807. See also email dated 9/3/98, from M ark Watson to Jeffrey Eischeid and John
Gardner, “RE:FW: Grantor trust memo,” Bates KPMG 0023331-32 (explaining objections to netting at the grantor
trust level).

32Email dated 1/21/99, from M ark W atson to multiple K PM G tax professionals, “RE: Grantor trust
reporting,” Bates KPM G 0010066.

32E mail dated 1/21/99, from Carl Hasting to Jeffrey Eischeid, “FW: Grantor trust reporting,” BatesK PMG
0010066.
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The OPIS Nationa Deployment Champion responded: “[W]e concluded that each partner must
review the WNT memo and decide for themselves what position to take on their returns - after
discussing the various pros and cons with their clients.”3**

The technical reviewer who opposed grantor trust netting told the Subcommittee staff that it
was his understanding that, as the top WNT technical expert, his technical judgement on the matter
should have stopped KPM G tax professionals from using or advocating the use of this technique and
thought he had done so, before leaving for a KPMG post outside the United States. He told the
Subcommittee staff he learned later, however, that the OPIS National Deployment Champion had
convened a conference call without informing him and told the participating KPM G tax professionals
that they could use the netting technique if they wished. Heindicated that he dso learned that some
KPMG tax professionds were gpparently advising BLIPS clients to use grantor trust netting to avoid
aerting the IRS to their BLIPS transactions.®*

In September 2000, the IRS issued Notice 2000-44, invalidating the BLIPS tax product. This
Notice included a strong warning against grantor trust netting:

“[T]he Service and the Treasury have learned that certain persons who have promoted
participation in transactions described in this notice have encouraged individud taxpayers to
participate in such transactions in amanner designed to avoid the reporting of large capital
gains from unreated transactions on their individua income tax returns (Form 1040). Certan
promoters have recommended that taxpayers participate in these transactions through grantor
trusts and ... advised that the capital gains and losses from these transactions may be netted, so
that only asmall net capital gain or lossis reported on the taxpayer’ s individual income tax
return. In addition to other penalties, any person who willfully conceals the amount of capital
gains and losses in this manner, or who willfully counsels or advises such concealment, may
be guilty of acriminal offense ....” 3%

The technical reviewer who had opposed using grantor trust netting told the Subcommittee that, soon
after this Notice was published, he had received a telephone call from hisWNT replacement
informing him of the development and seeking his advice. He indicated that it was his understanding
that a number of dlient calls were later made by KPMG tax professionds.®’

S2Email dated 1/22/99, from Jeffrey Eischeid to Carl Hasting, “FW: Grantor trust reporting,” Bates KPMG
0010066. Other OPIS tax return reporting issues are discussed in other KPMG documentation including, for
example, memorandum dated 12/21/98, from Bob Simon/Margaret Lukesto Robin Paule, “Certain U.S.
International Tax Reporting Requirements re: OPIS,” Bates KPM G 0050630-40.

35subcommittee interview of Mark Watson (11/4/03).
3| RS Notice 2000-44 (2000-36 | RB 255)(9/5/00) at 256.
32’Subcommittee interview of Mark Watson (11/4/03). See also Memorandum of Telephone Call, dated

5/24/00, from Kevin Pace regarding a telephone conversation with Carl Hastings, Bates KPMG 0036353 (“[T]here
isquite a bit of activity in the trust area... because they have figured out that trusts are a common element in some of
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Other tax return reporting concerns also arose in connection with BLIPS. In an email with the
subject line, “ Tax reporting for BLIPS,” aKPMG tax professional sent the following message to the
BLIPS Nationd Deployment Champion: “I don’t know if | missed this on a conference call or if
there’'s a memo floating around somewhere, but could we get specific guidance on the reporting of the
BLIPS transaction. ... | have ‘IRS matching concerns.” The email laer continues:

“One concern | have isthe IRS trying to match the Deutsche dividend income which contains
the Borrower LLC's FEIN [Federa Employer Identification Number][.] (I understand they’re
not too efficient on matching K-1's but the dividends come through on a 1099 which they do
attempt to match). | wouldn’t like to draw any scrutiny from the Service whatsoever. If we
don’t fileanything for Borrower LL C we could get a notice which would force us to explan
where the dividends ultimately were reported. Not fatal but it is scrutiny nonetheless.” 3%

About amonth later, another KPM G tax professional wrote to the BLIPS National
Deployment Champion:

“We spoke to Steven Buss about the possibility of re-issuing the Presidio K-1sin the EIN of
the member of the single member [limited liability corporations used in BLIPS]. He said that
you guys hashed it out on Friday 3/24 and in a nutshell, Presidio is not going to re-issue K-1s.

David was wondering what the rational e was since the instructions and PPC say that single
member LL Cs are disregarded entities so 1099s, K-1s should use the EIN of the single
member.” 3%

She received the following response:

“It was discussed on the national conference cdl today. Tracey Stone has been working with
Mark Ely on theissue. Ely hasindicated that while the IRS may have the capability to match
ID numbers for partnerships, they probably lack the resourcesto do so. While technically the
K-1's should have the socia security number of the owner on them, it is my understanding
that Mark has suggested that we not file a partnership for the single member LLC and that
Presidio not file amended K-1s. ... Tracey indicated that Mark did not like the idea of having

these shelter deals. So our best intelligence is that you are increasing your odds of being audited, not decreasing
your odds by filing that Grantor Trust return. So we have discontinued doing that.”)

38Email dated 2/15/00, from Robert Jordan to Jeffrey Eischeid, “Tax reporting for BLIPS,” BatesK PMG
0006537.

*PEmail dated 3/28/00, from Jean M onahan to Jeffrey Eischeid and other K PM G tax professionals,
“presidio K-1s,” Bates KPM G 0024451. See also email dated 3/22/00, unidentified sender and recipients,
“Nondisclosure,” Bates KPM G 0025704.
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us prepare partnership returns this year because then the IRS would be looking for them in
future years.”3*°

Additiond emails sent among various KPMG tax professionals discuss whether BLIPS participants
should extend or amend their tax returns, or file certain other tax forms, again with repeated
references to minimizing IRS scrutiny of client return information.®**

In the case of FLIP, KPM G tax professionals devised a different approach to avoiding IRS
detection.®*> Again, the focus was on tax return reporting. The ideawas to arrange for the offshore
corporation involved in FLIP transactions to designate afiscal year that ended in some month other
than December in order to extend the year in which the corporation would have to report FLIP gains
or losseson itstax return. For example, if the offshore corporation were to use afiscal year ending in
June, FLIP transactions which took place in August 1997, would not have to be reported on the
corporation’ stax return until after June 1998. Meanwhile, the individual taxpayer involved with the
same FLIP transactions would have reported the gains or lossesin his or her tax return for 1997. The
point of arranging matters so that the FLIP transactions would be reported by the corporation and
individud in tax returns for different years was simply to make it more difficult for the IRS to detect a
link between the two participants in the FLIP transactions.

In the case of SC2, KPMG advised its tax professionals to tell potential buyers worried about
being audited:

“[T]histransactionis very stealth. We are not generating losses or other highly visible items
on the S-corp return. All income of the S-corp isallocated to the shareholders, it just so
happens that one shareholder [the charity] will not pay tax.”%

3%Email dated 3/27/00, unidentified sender and recipients, “presidio K -1s,” Bates K PM G 0024451

*lgee, e.g., emails dated 4/1/00-4/3/00 among M ark Ely, David Rivkin and other K PM G tax professionals,
“RE: Blips and tax filing issues,” Bates KPMG 0006481-82; emails dated 3/23/00, between Mark Watson, Jeffrey
Eischeid, David Rivkin and other KPM G tax professionals, “RE: Blips and tax filing issues,” Bates KPM G 0006480.
See also email dated 7/27/99, from Deke Carbo to Randall Bickham, Jeffrey Eischeid, and Shannon Liston,
“Grouping BLIPS Investors,” KPM G Bates 0023350 (suggests “grouping” multiple, unrelated BLIPS investorsin a
single Deutsche Bank account, possibly styled as a joint venture account, which might not qualify as a partnership
required to file a K-1 tax return); email response dated 7/27/99, unidentified sender and recipients, “ Grouping BLIPS
Investors,” KPM G Bates 0023350 (promises followup on suggestion which may “[solve] our grouping problem™).

%25ee email dated 3/11/98 from Gregg Ritchie to multiple KPM G tax professionals, “Potential FLIP
Reporting Strategy,” Bates KPM G 0034372-75. See also internal KPM G memorandum dated 3/31/98, by Robin
Paule, Los AngelesWarner Center, “Form 5471 Filing Issues,” BatesK PMG 0011952-53; and internal KPMG
memorandum dated 3/6/98, by Bob Simon and M argaret L ukes, “Potential FLIP Reporting Strategy,” BatesK PMG
0050644-45.

BHgCo — Meeting Agenda’ and attachments, dated 6/19/00, Bates KPMG 0013375-96, at 13394.
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No Roadmaps. A Subcommittee hearing held in December 2002, on an abusive tax shelter
sold by J.P. Morgan Chase & Co. to Enron presented evidence that the bank and the company
explicitly designed that tax shdter to avoid providing a “roadmap” to tax authorities*** KPMG
appears to have taken similar precautionsin FLIP, OPIS, BLIPS, and SC2.

In the case of SC2, in an exchange of emailsamong senior KPMG tax professionals
discussing whether to send clients a letter explicitly identifying SC2 as a high-risk strategy and
outlining certain specific risks, the SC2 Nationd Deployment Champion wrote:

“[D]o we need to disclose the risk in the engagement letter? ... Could we have an addendum
that disclosestherisks? If so, could the Service have accessto that? Obviously the last thing
we want to do is provide the Service with aroad map.”3*

The DPP head responded:

“... If therisk has been disclosed and the IRS is successful in a challenge, the client can’t
maintain he was bushwhacked because he wasn’t informed of therisk. ... We could have a
statement in the engagement letter that the client acknowledges receipt of a memorandum
concerning risks associated with the strategy, then cover the double taxation risk and penalty
risks (and other relevant risks) in that separate memorandum. Depending on how one
interprets section 7525(b), such a memorandum arguably qualifies for the federal confidential
communications privilege under section 7525(a).” %%

Thiswas not the only KPMG document that discussed using attorney-dient or other lega
privileges to limit disclosure of KPMG documents and activities related to its tax products. For
example, a1998 document containing handwritten notes from a KPMG tax professional about a
number of issues related to OPIS states, under the heading, “Brown & Wood”: “Privilege:] B&W
can play abig role at providing protection in this area.” 3

Other parties who participated in the KPMG tax products also discussed using attorney-client
privilege to conceal their activities. One was Deutsche Bank, which participated in both OPIS and
BLIPS. Inaninternal email, one Deutsche Bank employee wrote to another regarding BLIPS: “I

334 Fishtail, Bacchus, Sundance, and Sl apshot: Four Enron Transactions Funded and Facilitated by U.S.
Financial Institutions,” report prepared by the U.S. Senate Permanent Subcommittee on Investigations of the
Committee on Governmental Affairs, S. Prt. 107-82 (1/2/03), at 32.

3®Email dated 3/25/00, from Larry Manth to Larry Delap, Phillip Galbreath, Mark Springer, and Richard
Smith, “RE: S-corp Product,” Bates KPM G 0016986-87.

3%Email dated 3/27/00, from Larry Delap to Larry Manth, Phillip Galbreath, Mark Springer and Richard
Smith, “RE: S-Corp Product,” Bates KPMG 0016986.

3"Handwritten notes dated 3/4/98, author not indicated, regarding “Brown & Wood” and “OPIS,” Bates
KPM G 0047317.
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would have thought you could still ensurethat ... the papers are prepared, and al discussion held, ina
way which makes them legally privileged. (... you may remember that was one of my original
suggestions).”**® Earlier, when considering whether to participate in BLIPS initially, the bank
decided to limit its discussion of BLIPS on paper and not to obtain the approval of the bank
committee that normaly evaluates the risk that a transaction poses to the reputation of the bank, in
order not to leave “an audit trail”:

“1. STRUCTURE: A diagramatic representation of the deal may help the Committee's
understanding - we can prepare this.

2. PRIVILEDGE [sic]: Thisisnot easy to achieve and therefore a more detailed description
of the tax issuesis not advisable.

3. REPUTATION RISK: In thistransaction, reputation risk is tax related and we have been
asked by the Tax Department not to create an audit trail in respect of the Bank’s tax affaires.
The Tax department assumes prime responsibility for controlling tax related risks (including
reputation risk) and will brief senior management accordingly. We are therefore not asking
R&R Committee to approve reputation risk on BLIPS. Thiswill be dealt with directly by the
Tax Department and John Ross.”**°

Another bank that took precautions against placing tax product information on paper was
WachoviaBank’s First Union National Bank. A Frst Union employee sent the following instructions
to anumber of his colleagues apparently in connection with the bank’s gpproving sales of a new
KPMG tax product:

“In order to ... lower our profile on this particular strategy, the following points should be
noted: Thestrategy has an KPMG acronym which will not be shared with the general First
Union community. ... Our traditional sources of client referralsinside First Union should not
be informed of which Big 5 accounting firm we will choose to bring in on a strategy meeting
with aclient. ... No one-pager will be distributed to our referral sources describing the
strategy.”**

Other documents obtained by the Subcommittee include instructions by senior KPMG tax
professionals to their staff not to keep certain reveding documentation in their files or to clean out
their files, again, to avoid or limit detection of firm activity. For example, in the case of BLIPS, a

38Email dated 7/29/99, from Mick Wood to Francesco Piovanetti and other D eutsche B ank professionals,
“Re: Risk & Resources Committee Paper - BLIPS,” BatesDB BLIPS 6556.

3Email dated 7/30/99, from Ivor Dunbar to multiple Deutsche Bank professionals, “Re: Risk & Resources
Committee Paper - BLIPS,” unreadable Bates DB BLIPS number.

3Email dated 8/30/99, from Tom Newman to multiple First Union professionals, “next strategy,” Bates
SEN-014622.
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KPMG tax professional sent an email to multiple colleagues stating: Y ou may want to remind
everyone on Monday NOT to put acopy of Angie’semail on the 988 elections in their BLIPS file. It
isaroad map for the taxing authorities to all the other listed transactions. | continue to find faxes
from Quadrain thefiles... in the two1996 deals here which are under CA audit which reference
multiple transactions — not good if we would have to turn them over to California.”** In the case of
OPIS, aKPMG tax professional wrote: “| have quite afew documents/papers/notes related to the
OPI S transaction. ... Purging unnecessary information now pursuant to an established standard is
probably ok. If the Service asks for information down the road (and we have it) we'll haveto give it
to them | suspect. Input from (gulp) DPP may be appropriate.”*

Marketing Restrictions. KPMG also took precautions against detection of its activities
during the marketing of the four products studied by the Subcommittee. FLIP and OPIS were
explained only after potential clients signed a confidentiality agreement promising not to disclose the
information to anyone dse.**® In the case of BLIPS, KMPG tax professionals wereinstructed to
obtain “[s]igned nondisclosure agreements ... before any meetings can be scheduled.”** KPMG also
limited the paperwork used to explain the products to clients. Client presentations were done on
chalkboards or erasable whiteboards, and written materials were retrieved from clients before leaving
ameeting.®* KPMG determined as well that “[p]roviding a copy of adraft opinion letter will no

3 mail dated 1/3/00, from Dale Baumann to “ Jeff,” “988 election memo,” Bates KPM G 0026345.

32Email dated 9/16/98, from Bob to unknown recipients, “Documentation,” Bates K PM G 0025729.
Documents related to other K PM G tax products, such as TEMPEST and OTHELLO, contain similar information.
See, e.g., message from Bob M cCahill and K en Jones, attached to an email dated 3/1/02, from W alter Duer to
multiple KPMG tax professionals, “RE: TCS Review of TEMPEST and OTHELLO,” Bates KPM G 0032378-80
(“Thereis current IRS audit activity with respect to two early TEMPEST engagements. One situation is under fairly
intense scrutiny by IRS Financia Ingtitutions and Products specialists .... Although KPMG has yet to receive a
subpoena or any other request for documents, client lists, etc. we believeit islikely that such arequest(s) is
inevitable. Since TEMPEST is a National Stratecon solution for which Bob McCahill and Bill Reilly were the Co-
Champions ... it is most efficient to have all file reviews and ‘clean-ups’ (electronic or hard copy) performed in one
location, namely the FS NY C office. This effort will be performed by selected NE Stratecon professionals ... with
ultimate review and final decison making by Ken Jones. ... [W]e want the same approach to be followed for
OTHELLO as outlined above for TEM PEST. Senior tax leadership, Jeff Stein and Rick Rosenthal concur with this

approach.”)

3435ee, e.g., memorandum dated 8/5/98, from Doug Ammerman to PFP Partners, “OPIS and Other
Innovative Strategies,” Bates KPM G 0026141 - 43, at 2-3 (“subject to their signing a confidentiality agreement”);
Jacoboni v. KPMG, Case No. 6:02-CV-510 (District Court for the Middle District of Florida) Complaint (filed
4/29/02), at paragraph 9 (“KPMG executivestold [Mr. Jacoboni] he could not involve any other professionals
because the investment ‘strategy’ [FLIP] was ‘confidential.”” Emphasis in original.); Subcommittee interview of Mr.
Jacoboni (4/4/03).

3Email dated 5/5/99, from Jeffrey Eischeid to multiple KPM G tax professionals, “Marketing BLIPS,”
Bates KPM G 0006106.

35subcommittee interview of Wachovia Bank representatives (3/25/03); Subcommittee interview of legal
counsel of Theodore C. Swartz (9/16/03).
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longer be done to assist clientsin their due diligence.”** In SC2, the DPP head instructed KPMG tax
professionals not to provide any “sample documents” directly to a client.”

KPMG also attempted to place marketing restrictions on the number of products sold so that
word of them would be restricted to asmall circle. In the case of BLIPS, the DPP initialy authorized
only 50 to be sold.**® In the case of SC2, asenior tax professional warned against mass marketing the
product to prevent the IRS from getting “wind of it”:

“1 was copied on the message below, which appears to indicate that the firm isintent on
marketing the SC2 strategy to virtualy every S corp with apulse (if S corps had pulses).
Going way back to Feb. 2000, when SC2 first reared its head, my recollection is that SC2 was
intended to be limited to arelatively small number of large S corps. That plan made sense
because, in my opinion, there was (and is) a strong risk of asuccessful IRS attack on SC2 if
the IRS getswind of it. ...[T]he intimate group of S corps potentidly targeted for SC2
marketing has now expanded to 3,184 corporations. Call me paranoid, but | think that such a
widespread marketing campaign is likely to bring KPMG and SC2 unwelcome attention from
the IRS. ... | realize the fees are attractive, but does the firm’ s tax leadership really think that
hisis an appropriate strategy to mass market?” 3+

The DPP head responded: “We had averba agreement following a conference call with Rick
Rosenthd earlier this year that SC2 would not be mass marketed. In any case, thetime has come to
formally cease all marketing of SC2. Please so notify your deployment team and the marketing
directors.”3*°

(5) Disregarding Professional Ethics

In addition to all the other problems identified in the Subcommittee investigation, troubling
evidence emerged regarding how KPMG handled certain professional ethics issues, including issues
related to fees, auditor independence, and conflicts of interest in legal representation.

3®Email dated 5/5/99, from Jeffrey Eischeid to multiple KPM G tax professionals, “Marketing BLIPS,”
Bates KPM G 0006106.

S"Email dated 4/11/00, from Larry DeLap to Tax Professional Practice Partners, “S-Corporation Charitable
Contribution Strategy (SC2),” Bates KPM G 0052582.

*®Email dated 5/5/99, from Jeffrey Eischeid to multiple KPM G tax professionals, “Marketing BLIPS,”
Bates KPM G 0006106.

39Email dated 12/20/01, from William K elliher to WNT head David Brockway, “FW: SC2,” BatesKk PMG
0013311.

30Email dated 12/29/01, from Larry DeLap to Larry Manth, David Brockway, William Kelliher and others,
“FW: SC2,” Bates KPMG 0013311.
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Contingent, Excessive, and Joint Fees. The fees charged by KPM G in connection with its
tax products raise several concerns. It is clear that the lucrative nature of the fees drove the marketing
efforts and helped convince other partiesto participate.®®* KPMG made more than $124 million
from just the four tax products featured in this Report. Sidley Austin Brown & Wood made millions
from issuing concurring legal opinions on the validity of the four tax products. Deutsche Bank made
more than $30 million in fees and other profits from BLIPS.

Traditionally, accounting firms charged fla fees or hourly fees for tax services. In the 1990s,
however, accounting firms began charging “value added” fees based on “the value of the services
provided, as opposed to the time required to perform the services.”**? In addition, some firms began
charging “contingent fees’ that were paid only if a client obtained specified results from the services
offered, such as achieving specified tax savings.®** Many states prohibit accounting firms from
charging contingent fees due to the improper incentives they create, and a number of SEC, IRS, state,
and AICPA rules dlow their usein only limited circumstances.®*

Within KPMG, the head of DPP-Tax took the position that fees based on projected client tax
savings were contingent fees prohibited by AICPA Rule 302.%* Other KPMG tax professionals
disagreed, complained about the DPP interpretation, and pushed hard for fees based on projected tax
savings. For example, one memorandum objecting to the DPP interpretation of Rule 302 warned that
it “threatens the value to KPM G of a number of product development efforts,” “hampers our ability to
price the solution on avalue added basis,” and will cost the firm millions of dollars®* The
memorandum also objected strongly to applying the contingent fee prohibition to, not only the firm's

*®lsee, e.g., email dated 3/14/98, from Jeff Stein to multiple KPMG tax professionals, “Simon Says,” Bates
638010, filed by the IRS on June 16, 2003, as an attachment to Respondent’s Requests for Admission, Schneider
Interestsv. Commissioner, U.S. Tax Court, Docket No. 200-02 (addressing a dispute over which of two tax groups,
Personal Financial Planning and International, should get credit for revenues generated by OPIS).

352K PM G Tax Services Manual, §31.11.1 at 31-6.

383See AICPA Code of Professional Conduct, Rule 302 (“[A] contingent fee is a fee established for the
performance of any service pursuant to an arrangement in which no fee will be charged unless a specified finding or
result is attained, or in which the amount of the fee is otherwise dependent upon the finding or result of such
service.”)

%4See, e.9., AICPA Rule 302; 17 C.F.R. §210.2-01(c)(5)(SEC contingent fee prohibition: “An accountant
is not independent if, any point during the audit and professional engagement period, the accountant provides any
service or product to an audit client for a contingent fee.”); KPM G Tax Services M anual, 832.4 on contingent feesin
general and §31.10.3 at 31-5 (DPP head determines whether specific KPMG fees comply with various ruleson
contingent fees.)

35subcommittee interview of Lawrence Del ap (10/30/03); memorandum dated 7/14/98, from Gregg
Ritchie to multiple KPM G tax professionals, “Rule 302 and Contingency Fees— CONFIDENTIAL,” BatesKPMG
0026557-58.

%M emorandum dated 7/14/98, from Gregg Ritchie to multiple KPM G tax professionals, “Rule 302 and
Contingency Fees— CONFIDENTIAL,” Bates KPMG 0026555-59.
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audit clients, but also to any individual who “exerts significant influence over “ an audit client, such
as a company director or officer, as required by the DPP. The memorandum stated this expansive
reading of the prohibition was problematic, because “many, if not most, of our CaTS targets are
officerg/directors/shareholders of our assurance clients.”®” The memorandum states: “At the present
time, we do not know if DPP' sinterpretation of Rule 302 has been adopted with the full awareness of
the firm’s leadership .... However, it is our impression that no one other than DPP has fully
considered the issue and its impact on the tax practice.”

In the four case studies examined by the Subcommittee, the fees charged by KPMG for
BLIPS, OPIS, and FLIP were clearly based upon the client’ s projected tax savings.®*® In the case of
BLIPS, for example, the BLIPS National Deployment Champion wrote the following description of
the tax product and recommended that fees be set at 7% of the generated “tax loss” that clients would
achieve on paper from the BLIPS transactions and could use to offset and shelter other income from
taxation:

“BLIPS... [A] key objectiveisfor the tax |oss associated with the investment structure to
offset/shelter the taxpayer’s other, unrelated, economic profits. ... Theall-in cost of the
program, assuming a complete loss of investment principal, is 7% of the targeted tax l0ss (pre-
tax). Thetax benefit of the investment program, which ranges from 20% to 45% of the
targeted tax loss, will depend on the taxpayer’ s effective tax rates.

FEE: BLIPSis priced on afixed fee basis which should approximate 1.25% of the tax loss.
Note that this fee isincluded in the 7% described above.”**°

Another document, an email sent from Presidio to KPMG, provides additional detail on the
7% fee charged to BLIPS clients, ascribing “basis points’ or portions of the 7% fee to be paid to
various participants for various expenses. All of these basis points, in turn, depended upon the size
of the client’s expected tax |oss to determine their amount. The email states:

“The breakout for atypical dedl isasfollows:

Bank Fees 125
Mgmt Fees 275

%7 CaTs” stands for KPM G’s Capital Transaction Services Group which was then in existence and charged
with selling tax products to high net worth individuals.

3£ aclient objected to the requested fee, KPM G would, on occasion, negotiate a lower, final amount.

%Document dated 7/21/99, entitled “Action Required,” authored by Jeff Eischeid, Bates K PM G 0040502.
See also, e.g., memorandum dated 8/5/98, from Doug A mmerman to “PFP Partners,” “OPIS and Other Innovative
Strategies,” Bates KPM G 0026141-43 at 2 (“In the past KPM G’s fee related to OPIS has been paid by Presidio.
According to DPP-Assurance, this fee structure may constitute a contingent fee and, as a result, may be a prohibited
arrangement .... KPM G’s fee must be afixed amount and be paid directly by the client/target.” Emphasisin
original.)
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Gu[aran]teed Pymt. 8

Net Int. EXp. 6
Trading Loss 70
KPMG 125

Net return to Class A 91"3%°

Virtually all BLIPS clients were charged this 7% fee.

In the case of SC2, which was congructed to shelter certain S corporation income otherwise
attributable and taxabl e to the corporate owner, KPMG described SC2 fees as “fixed” at the
beginning of the engagement at an amount that “generally ... approximated 10 percent of the
expected average taxable income of the S Corporation for the two years following
implementation.”**' SC2 fees were set at a minimum of $500,000, and went as high as $2 million per
client.®®

The documents suggest that, at least in some cases, KPMG deliberately manipulated the way
it handled certain tax products to circumvent state prohibitions on contingent fees. For example, a
document related to OPIS identifies the states that prohibit contingent fees. Then, rather than prohibit
OPI S transactions in those states or require an alternative fee structure, the memorandum directs
KPMG tax professionds to make sure the OPIS engagement letter is signed, the engagement is
managed, and the bulk of servicesis performed “in ajurisdiction that does not prohibit contingency
feesln363

Another set of fee issues related to the fees paid to the key law firm that issued concurring
legal opinions supporting the four KPMG tax products, Sidley Austin Brown & Wood. Thislaw firm
was paid $50,000 for each legal opinion it provided in connection with BLIPS, FLIP, and OPIS.
Documents and interview evidence obtained by the Subcommittee indicate that the law firm was pad
even more in transactions intended to provide clients with large tax losses, and that the amount paid
to the law firm may have been linked directly to the size of the client’s expected tax loss. For
example, one email describing the fee amountsto be paid to Sidley Austin Brown & Wood in BLIPS
and OPI S deals appears to assign to the law firm “basis points” or percentages of the client’s expected
tax loss:

30Email dated 5/24/00, from K erry Bratton of Presidio to Angie Napier of KPM G, “RE: BLIPS -7
percent,” Bates KPM G 0002557.

%1Tax Solution Alert for S-Corporation Charitable Contribution Strategy, FY 00-28, revised as of 12/7/01,
at 2. See also email dated 12/27/01, from Larry Manth to Andrew Atkin and other KPM G tax professionals, “SC2,”
Bates KPMG 0048773 (describing SC2 fees as dependent upon client tax savings).

362I d

%3Memorandum dated 7/1/98, from Gregg Ritchie and Jeffrey Zysik to “CaTS Team Members,” “OPIS
Engagements - Prohibited States,” Bates KPM G 0011954.
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“Brown & Wood fees

Quadra OPIS98 - 30 bpts
Quadra OPIS99 - 30 bpts

Presidio OPIS98 - 25 bpts
Presidio OPIS99 - 25 bpts
BLIPS - 30 bpts**

American Bar Association (ABA) Model Rule 1.5 states that “[a] lawyer shdl not make an
agreement for, charge, or collect an unreasonablefee,” and cites as the factors to consider when
setting a fee amount “the time and labor required, the novelty and difficulty of the questionsinvolved,
and the skill requisite to perform the legal service properly.” Sidley Austin Brown & Wood charged
substantially the same fee for each legal opinion it issued to a FLIPS, OPIS, or BLIPS client, even
when opinions drafted after the initial prototype opinion contained no new facts or legal andyss,
were virtually identical to the prototype except for client names, and in many cases required no client
consultation. As mentioned earlier, in BLIPS, Sidley Austin Brown & Wood was also paid afeein
any sale where a prospective buyer was told that the law firm would provide a favorable tax opinion
letter if asked, regardless of whether the opinion was later requested or provided.*® These fees, with
few cods after the prototype opinion was drafted, raise questions about the firm’s compliance with
ABA Model Rule 1.5.

Still another issue involves joint fees. In the case of BLIPS, clients were charged asingle fee
equal to 7% of the tax lossesto be generated by the BLIPS transactions. The client typically paid this
fee to Presidio, ainvestment advisory firm, which then apportioned the fee amount among various
firms according to certain factors. The fee recipientstypically included KPMG, Presidio,
participating banks, and Sidley Austin Brown & Wood, and one of the factors determining the fee
apportionment was who had brought the client to the table. This fee splitting arrangement may
violate restrictions on contingency and client referral fees, as well as an American Bar Association
prohibition against law firms sharing legal fees with non-lawyers3®

Auditor Independence. Another professional ethics issue involves auditor independence.
Deutsche Bank, HVB, and WachoviaBank are al audit clientsof KPMG, and at various times dl
three have played roles in marketing or implementing KPMG tax products. Deutsche Bank and HVB

%“Email dated 5/15/00, from Angie Napier to Jeffrey Eischied and others, “B&W fees and generic FLIP rep
|etter,” Bates KPM G 0036342.

35See “Declaration of Richard E. Bosch,” IRS Revenue Agent, In re John Doe Summons to Sidley Austin
Brown & Wood (N.D. Ill. 10/16/03) at 1 18, citing an email dated 10/1/97, from Gregg Ritchie to Randall Hamilton,
“Flip Tax Opinion.”

36See ABA Model Rule 5.4, “A lawyer or law firm shall not share legal fees with a non-lawyer.” Reasons
provided for this rule include “protect[ing] the lawyer’s professional independence of judgment.”



-114-

provided literally billions of dollarsin financing to make OPIS and BLIPS transactions possible.
Wachovia, through First Union National Bank, referred clients to KPMG and was paid or promised a
fee for each client who actually purchased atax product. For example, one internal First Union email
on fees stated: “Feesto First Union will be 50 basis pointsif the investor is not a KPMG client, and
25 bps if they area KPMG client.”*’

KPMG Tax Services Manual states: “Due to independence considerations, the firm does not
enter into alliances with SEC audit clients.”*® KPMG defines an “dliance” as “abusiness
relationship between KPMG and an outside firm in which the parties intend to work together for
more than asingle transaction.”**® KPMG policy isthat “[a]n oral business relationship that has the
effect of creating an aliance should be treated as an alliance.”*”® Another provisionin KPMG's Tax
Services Manual states. “The SEC considers independence to beimpaired when the firm has adirect
or material indirect business relationship with an SEC audit client.”3"*

Despite the SEC prohibition and the prohibitions and warningsin its own Tax Services
Manual, KPM G worked with audit clients, Deutsche Bank, HV B, and Wachovia, on multiple BLIPS,
FLIP, and OPIStransactions. In fact, at Deutsche Bank, the KPM G partner in charge of Deutsche
Bank audits in the United States expressly approved the bank’ s accounting of the loansfor the BLIPS
transactions.*? KPMG tax professionals were aware that doing business with an audit client raised
auditor independence concerns®? KPMG apparently atempted to resolve the auditor independence

"Email dated 8/30/99, from Tom Newman to multiple First Union employees, “next strategy,” Bates SEN-
014622.

38K PM G Tax Services Manual, §52.1.3 at 52-1.
%9d., §52.1.1 at 52-1.

$™Minutes dated 9/28/98, of KPMG “Assurance/Tax Professional Practice Meeting” in New York,
“Summary of Conclusions and Action Steps,” Bates XX 001369-74, at 1373.

5M1d., 852.5.2 at 52-6 (Emphasis in original.). The SEC “Business Relationships” regulation states: “An
accountant is not independent if, at any point during the audit and professional engagement period, the accounting
firm or any covered person in the firm has any direct or material indirect business relationship with an audit client, or
with persons associated with the audit client in a decision-making capacity, such as an audit client’s officers,
directors, or substantial stockholders.” 17 C.F.R. 8210.2-01(c)(3).

$2Undated document prepared by Deutsche Bank in 1999, “New Product Committee Overview Memo:
BLIPS Transaction,” Bates DB BLIPS 6906-10, at 6909-10.

$3See, e.g., memorandum dated 8/5/98, from Doug Ammerman to “PFP Partners,” “OPIS and Other
Innovative Strategies,” Bates KPM G 0026141-43 (“Currently, the only institution participating in the transaction is a
KPM G audit client .... Asaresult, DPP-Assurance feelsthere may be an independence problem associated with our
participation in OPIS ...."); email dated 2/11/99, from Larry DeL ap to multiple KPM G tax professionas, “RE:
BLIPS,” Bates KPMG 0037992 (“The opinion letter refersto transactions with Deutsche Bank. If the transactions
will always involve Deutsche Bank, we could have an independence issue.”); email dated 4/20/99, from Larry DelL ap
to multiple KPM G tax professionals, “BLIPS,” Bates KPM G 0011737-38 (D eutsche Bank, a KPM G audit client, is
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issue by giving clients achoice of banks to use in the OPIS and BLIPS transactions, including at least
one bank that was not a KPM G audit client.** It is unclear, however, whether individuals actually
could choose what bank to use. It isalso unclear how providing clients with a choice of banks
aleviated KPMG’sconflict of interest, since it still had adirect or material, indirect business
relationship with banks whose financial statements were certified by KPMG auditors.

In 2003, the SEC opened an informd inquiry into whether the client referral arrangements
between KPM G and Wachovia violated the SEC’ s auditor independence rules. In its second quarter
filing with the SEC in August 2003, Wachovia provides the following description of the ongoing
SEC inquiry:

On June 19, 2003, the Securities and Exchange Commission informally requested Wachovia
to produce certain documents concerning any agreements or understandings by which
Wachoviareferred clientsto KPMG LLP during the period January 1, 1997 to the present.
Wachoviais cooperating with the SEC initsinquiry. Wachoviabelieves the SEC sinquiry
relates to certain tax services offered to Wachovia customers by KPMG LLP during the period
from 1997 to early 2002, and whether these activities might have caused KPMG LLP not to be
‘independent’ from Wachovia, as defined by applicable accounting and SEC regulations
requiring auditors of an SEC-reporting company to be independent of the company.
Wachovia and/or KPMG LLP received fees in connection with a small number of personal
financial consulting transactions related to these services. During all periods covered by the
SEC’ sinquiry, including the present, KPMG LLP has confirmed to Wachoviathat KPMG
LLPwasand is ‘independent’ from Wachovia under applicable accounting and SEC
regulations.”

Initsthird quarter filing with the SEC, Wachovia stated that, on October 21, 2003, the SEC issued a
“formal order of investigation” into this matter, and the bank is continuing to cooperate with the
inquiry.

A second set of auditor independence issuesinvolves KPMG' s decision to market tax
productsto its own audit clients. Evidence appears throughout this Report of KPMG' s efforts to sell
tax productsto its audit clients or the officers, directors, or shareholders of its audit clients. This
evidence includes instances in which KPMG mined its audit client data to develop alist of potential
clients for a particular tax product;*” tax products that were designed and explicitly called for

conducting BLIPS transactions); email dated 11/30/01, from Councill Leak to Larry Manth, “FW: First Union
Customer Services,” Bates KPM G 0050842 (lengthy discussion of auditor independence concerns and First Union).

S"gee, e.g., email dated 4/20/99, from Larry DelL ap to multiple KPM G tax professionals, “BLIPS,” Bates
KPM G 0011737-38 (discussing using Deutsche Bank, a KPM G audit client, in BLIPS transactions).

3See, e.g., Presentation dated 7/17/00, “ Targeting Parameters: Intellectual Property — A ssurance and Tax,”
with attachment dated September 2000, entitled “Intellectual Property Services,” at page 1 of the attachment, Bates
XX 001567-94.
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“fostering cross-selling among assurance and tax professionals’;*® and marketing initiatives that
explicitly called upon KPMG tax professionals to contact their audit partner counterparts and work
with them to identify appropriate clients and pitch KPMG tax products to those audit clients.>”” A
KPMG memorandum cited earlier in this Report observed that “many, if not most, of our CaTS
targets are officers/directors/shareholders of our assurance dients.”*"®

By using its audit partners to identify potential clients and targeting its audit clients for tax
product sales pitches, KPMG not only took advantage of its auditor-client relationship, but also
created a conflict of interest in those cases where it successfully sold atax product to an audit client.
This conflict of interest arises when the KPMG auditor reviewing the client’ s financial statementsis
required, as part of that review, to examine the client’ stax return and its use of the tax product to
reduceitstax liability and increase itsincome. In such situations, KPMG is, in effect, auditing its
own work.

The inherent conflict of interest is apparent in the minutes of a 1998 meeting held in New
Y ork between KPMG top tax and assurance professionals to address topics of concern to both
divisions of KPMG.*® A written summary of this meeting includes asits first topic: “Accounting
Considerations of New Tax Products.” The section makes a single point: “Some tax products have
pre-tax accounting implications. DPP-Assurance’ srole should be to review the accounting treatment,
not to determineit.”** This characterization of the issue implies not only atension between KPMG's
top auditing and tax professionals, but also an effort to diminish the authority of the top assurance
professionals and make it clear that they may not “determineg” the accounting treatment for new tax
products.

The next topic in the meeting summary is. “Fnancial Statement Treatment of Aggressive Tax
Positions.”*¥! Again, the section discloses an ongoing tension between KPMG' s top auditing and tax
professionals on how to account for aggressive tax products in an audit client’s financial statements.
The section notes that discussions had taken place and further discussions were planned “to determine

"presentation dated 3/6/00, “ Post-Transaction Integration Service (PTIS) — Tax,” by Stan Wiseberg and
Michele Zinn of Washington, D.C., Bates XX 001597-1611.

S""Email dated 8/14/01, from Jeff Stein and Walter Duer to “K PM G L LP Partners, M anagers and Staff,”
“Stratecon Middle M arket Initiative,” Bates KPM G 0050369.

3Memorandum dated 7/14/98, from Gregg Ritchie to multiple KPM G tax professionals, “Rule 302 and
Contingency Fees— CONFIDENTIAL,” Bates KPMG 0026555-59. CaTS stands for the Capital Transaction

Services Group which was then in existence and charged with selling tax products to high net worth individuals.

$®Minutes dated 9/28/98, of KPMG “Assurance/Tax Professional Practice Meeting” in New Y ork,
“Summary of Conclusions and Action Steps,” Bates X X 001369-74. (Capitalization in original omitted.)

%01 d. at Bates XX 001369.

BIMinutes dated 9/28/98, of KPMG “Assurance/Tax Professional Practice Meeting” in New York,
“Summary of Conclusions and Action Steps,” Bates XX 001369-74.
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whether modifications may be made” to KPM G’ s policies on how “aggressive tax positions’ should
be treated in an audit client’s financial statements. An accompanying issue list implies that the focus
of the discussions will be on weakening rather than strengthening the existing policies. For example,
among the policies to be re-examined were KPM G’ s policies that, “[n]o financial statement tax
benefit should be provided unlessit is probable the position will be allowed,”**? and that the
“probable of alowance” test had to be based solely on technica merits and could not consider the
“probability” that a dient might win a negotiated settlement with the IRS. The list also asked, in
effect, whether the standard for including afinancia statement tax benefit in afinancial statement
could be lowered to include, not only tax products that “should” survive an IRS challenge, which
KPMG interprets as having a70% or higher probability, but aso tax productsthat are “more-likely-
than-not” to withstand an IRS chalenge, meaning a better than 50% probability.

Conlflicts of Interest in Legal Representation. A third set of professional ethicsissues
involves legal representation of clients who, after purchasing atax product from KPMG, have come
under the scrutiny of the IRS for buying an illegal tax shelter and understating their tax liability on
their tax returns. The mass marketing of tax products has led to mass enforcement efforts by the IRS
after atax product has been found to be abusive and the IRS obtains the lists of clients who purchased
the product. In response, certain law firms have begun representing multiple clients undergoing IRS
audit for purchasng similar tax shelters.

One key issueinvolves KPMG’srolein referring its tax shelter clients to specific law firms.
In 2002, KPMG assembled alist of “friendly” attorneys and began steering its clients to them for
legal representation. For example, an internal KPM G email providing guidance on
“FLIPS/OPIS/BLIPS Attorney Referrds’ states: “Thisisalist that our group put together. All of the
attorneys are part of the coalition and friendly to the firm. Feel free to forward to aclient if they
would like areferral.”**® The “coalition” referred to in the email is a group of attorneys who had
begun working together to address IRS enforcement actions taken against taxpayers who had used the
FLIP, OPIS or BLIPS tax products.

One concern with the KPMG referrd list isthat at least some of the clients being steered to
“friendly” law firms might want to sue KPMG itself for selling them an illegd tax shelter. Inone
instance examined by the Subcommittee, for example, a KPMG client under audit by the IRS for
using BLIPS was referred by KPMG to alaw firm, Sutherland, Asbill & Brennan, with which KPMG
had a longstanding relationship but with which the client had no prior contact. In this particular
instance, the law firm did not even have officesin the dient’s state. The client was aso one of more

%21 d. at Bates XX 001370. (Emphasisin original.)

38Email dated 4/9/02, from Erin Collins to multiple KPM G tax professionals, “FLIPS/OPIS/BLIPS
Attorney Referrals,” Bates KPM G 0050113. See also email dated 11/4/02, from Ken Jones to multiple KPM G tax
professionals, “RE: Script,” Bates KPM G 0050130 (“Attached is alist of law firms that are handling FLIP/OPIS
cases. Note that there are easily another 15 or so law firms ... but these are firms that we have dealt with in the past.
Note that we are not making a recommendation, although if someone wants to talk about the various
strengths'weaknesses of one firm vs. another ... we can do that.”).
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than two dozen clients that KPMG had steered to this law firm. While KPMG did not obtain afee for
making those client referrals, the firm likely gained favorabl e attention from the law firm for sending
it multiple clients with similar cases. These facts suggest that Sutherland Asbill would owe a duty of
loyalty to KPMG, not only as alongstanding and important client, but also as a welcome source of
client referrds.

The engagement letter signed by the KPMG client, in which he agreed to pay Sutherland
Ashill to represent him before the IRS in connection with BLIPS, contained this disclosure:

“In the event you desire to pursue claims against the parties who advised you to enter into the
transaction, we would not be able to represent you in any such claims because of the broad
mal practice defense practice of our litigation team (representing dl of the Big Five accounting
firms, for example).” %

The KPMG client told the Subcommittee that he had not understood at the time that this disclosure
meant that Sutherland Asbill was already representing KPMG in other “mal practice defense” matters
and therefore could not represent him if he decided to sue KPMG for selling him anillegal shelter.
The client signed the engagement letter on July 24, 2002.

On September 8, 2002, Sutherland Ashill “engaged KPMG” itself to assist thelaw firm in its
representation of KPMG’ s former client, including with respect to “investigation of facts, review of
tax issues, and other such matters as Counsel may direct.” This engagement meant that KPMG, as
Sutherland Ashill’ s agent, would have access to confidential information related to its client’ s legal
representation, and that KPM G itsel f would be providing key information and analysis in the case. It
also meant that the KPM G client would be paying for the services provided by the same accounting
firm that had sold him the tax shelter. When a short while later, the client asked Sutherland about the
merits of suing KPMG, he was told that the firm could not represent him in such alegal action, and
he switched to new legal counsel.

The conflict of interest issues hereinvolve, not only whether KPMG should be referring its
clientstoa“friendly” law firm, but also whether the law firm itself should be accepting these clients,
in light of the firm’s longstanding and close rd ationship with KPMG. While both KPMG and the
client have an immediate joint interest in defending the validity of the tax product that KPMG sold
and the client purchased, their interests could quickly diverge if the suspect tax product is found to be
in violation of federal tax law. This divergence in interests has been demonstrated repeatedly since
2002, as growing numbers of KPMG clients havefiled suit againg KPMG seeking arefund of past
fees paid to the firm and additional damages for KPM G’ s selling them an illegal tax shelter.

The preamble to the American Bar Association (ABA) Model Rules statesthat “alawyer, asa
member of the legal profession, is arepresentative of clients, an officer of the legal system and a

384Engagement letter between Sutherland Asbill & Brennon LLP and the client, dated 7/23/02, at 1, Bates
SA 001964.
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public citizen having special responsibility for the quality of justice. ... As(an) advocate, alawyer
zealously asserts the client’ s position under the rules of the adversary sysem.” The problem hereis
the conflict of interest that arises when alaw firm attempts to represent an accounting firm’s client at
the same time it is representing the accounting firm itself, and the issue in controversy is atax product
that the accounting firm sold and the client purchased. Insuch acase, the atorney cannot zeal ously
represent the interests of both clients due to conflicting loyalties. A related issue is whether the law
firm can ethically use the accounting firm as the tax expert in the client’ s case, given the accounting
firm’s self interest in the case outcome.

At the request of the Subcommittee, the Congressional Research Service'’s American Law
Division analyzed the possible conflict of interest issues.®* The CRS analysis concluded that, under
American Bar Association Model Rule 1.7, alaw firm should decline to represent an accounting firm
client in atax shelter caseif the law firm already represents the accounting firm itself on other
matters. The CRS analysisidentified “two possible, and interconnected, conflicts of interest” that
should lead the law firm to decline the engagement. Thefirst isa*current conflict of interest” at the
time of engagement, which arisesfrom “a‘ substantial risk’ that the atorney ... would be ‘materially
limited’ by his responsibilities to another client” in *pursuing certain relevant and proper courses of
action on behalf of the new client” such asfiling suit against the firm'’s existing client, the accounting
firm. The second isa " potentia conflict of interest whereby the attorney may not represent the new
clientin litigation ... against an existing, current client. That particular, potential conflict of interest
could not be waived.”

The CRS analysis also recommends that the law firm fully inform a potential client about the
two conflicts of interest prior to any engagement, so that the client can make a meaningful decision
on whether he or she iswilling to be represented by alaw firm that already represents the accounting
firm that sold the client the tax product at issue. According to ABA Model Rule 1.7, informed
consent must be in writing, but “[t]he requirement of awriting does not supplant the need in most
cases for the lawyer to talk with the client, to explain the risks and advantages, if any, of
representation burdened with a conflict of interest, as well as reasonably available alternatives, and to
afford the client a reasonable opportunity to consider the risks and alternatives and to raise questions
and concerns.” The CRS analysis opines that a*“ blanket disclosure” provided by alaw firmin an
engagement letter isinsufficient, without additional information, to ensurethe client fully understands
and consents to the conflicts of interest inherent in the law firm’s dua representation of the client and
the accounting firm.

%M emorandum dated 11/14/03, by Jack M askell, Legislative Attorney, American Law Division,
Congressional Research Service, “Attorneys and Potential Conflicts of Interest Between New Clients and Existing
Clients.”
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APPENDICES

APPENDIX A
CASE STUDY OF BOND LINKED
ISSUE PREMIUM STRUCTURE (BLIPS)

KPMG approved the Bond Linked Issue Premium Structure (BLIPS) for sale to multiple
clientsin 1999. KPMG marketed BLIPS for about one year, from about October 1999 to about
October 2000. KPMG sold BLIPSto 186 individuals, in 186 transactions, and obtained more than
$53 million in revenues, making BLIPS one of KPM G’ s top revenue producers in the years it was
sold and the highest revenue-producer of the four case studies examined by the Subcommittee.

BLIPS was deve oped by KPMG primarily as a replacement for earlier KPMG tax products,
FLIP and OPIS, each of which KPMG has characterized as a“loss generator” or “gain mitigation
strategy.”**® In 2000, the IRS issued anotice declaring transactions like BLIPS to be potentially
abusive tax shelters.®’

BLIPSis so complex that afull explanation of it would take more space that this Report
allows, but it can be summarized as follows.

1) The Gain. Individual has ordinary or capital gainsincome (e.g., $20 million).

2) The Sales Pitch. Individual is approached with a*tax advantaged investment strategy” by KPMG
and Presidio, an investment firm, to generate an artificial “loss’ sufficient to offset the income and
shelter it from taxation. Individual istold that, for afee, Presidio will arrange the required
investments and bank financing, and KPMG and a law firm will provide separate opinion letters
stating it is “morelikely than not” the tax loss generated by the investments will withstand an IRS
challenge.

3) The Shell Corporation. Pursuant to the strategy, Individual forms a single-member limited
liability corporation (“LLC") and contributes cash equal to 7% ($1.4 million) of the tax loss ($20
million) to be generated by the strategy.

4) The “Loan.” LLC obtainsfrom abank, for afee, a non-recourse “loan” (e.g., $50 million) with
an ostensible 7-year term at an above-market interest rate, such as 16%. Because of the above-market
interest rate, LLC also obtains from the bank alarge cash amount up-front (e.g., $20 million) referred

Bo5eg, e.g., document dated 5/18/01, “PFP Practice Reorganization Innovative Strategies Business Plan —
DRAFT,” authored by Jeffrey Eischeid, Bates KPMG 0050620-23, at 1.

S’BLIPS iscovered by IRS Notice 2000-44 (2000-36 IRB 255)(9/5/00). FLIP and OPIS are covered by
IRS Notice 2001-45 (2001-33 IRB 129)(7/26/01).
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to asa“loan premium.” The “premium” equals the net present value of the portion of the “loan”
interest payments that exceed the market rate and that LLC is required to pay during the full 7-year
“loan.” The“loan premium” also equals the tax loss to be generated by the strategy. LLC thus
receives two cash amounts from the bank ($50 million plus $20 million totaling $70 million).

5) The “Loan” Restrictions. LLC agreesto severe restrictions on the “loan” to make it avery low
credit risk. Most importantly, LLC agreesto maintain “collateral” in cash or liquid securitiesequal to
101% of the “loan” amount, including the “loan premium” (e.g., $70.8 million). LLC also agreesto
severelimits on how the “loan proceeds’ may be invested and gives the bank unilaeral authority to
terminate the “loan” if the “collaeral” amount drops below 101% of the“loan” amount.

6) The Partnership. LLC and two Presidio affiliatesform a partnership called a Strategic
Investment Fund (“Fund”) in which LLC has a 90% partnership interest, one Presidio affiliate holds a
9% interest, and the second Presidio affiliate has a 1% interest. The 1% Presidio affiliateisthe
managing partner.

7) The Assets. The Fundis capitdized with the following assets. The LLC contributesall of its
assets, consisting of the “loan” ($50 million), “loan premium” ($20 million), and the individual’s
cash contribution ($1.4 million). Presidio’stwo affiliates contribute cash equal to 10% of the LLC's
total assets ($155,000). The Fund’s capital isatotal of these contributions ($71.6 million).

8) The Loan Transfer. LLC assignsthe “loan” to the Fund which assumes LLC’ s obligation to
repay it. This obligation includesrepayment of the“loan” and “loan premium,” since the“ premium”
consists of a portion of the interest payments owed on the “loan” principal.

9) The Swap. At the sametime, the Fund enters into a swap transaction with the bank on the “loan”
interest rate. 1n effect, the Fund agrees to pay afloating market rate on an amount equal to the “loan”
and “loan premium” (about 8% on $70 million), while the bank agrees to pay the 16% fixed rate on
the face amount of the “loan” (16% on $50 million). The effect of this swap is to reduce the “loan”
interest rate to a market-based rate.

10) The Foreign Currency Investment “Program.” The Fund converts most of itsU.S. dollarsinto
euros with a contract to convert the funds back into U.S. dollarsin 30-60 days. This amount includes
most or al of the loan and loan premium amount. Any funds not converted into euros remain in the
Fund account. The euros are then placed in an account at the bank. The Fund engages in limited
transactions which involve the “shorting” of certain low-risk foreign currencies and which are
monitored by the bank to ensurethat only alimited amount of funds are ever placed at risk and that
the funds deemed as 101% “collateral” for the bank “loan” are protected.

11) The Unwind. After 60 to 180 days, LLC withdraws from the partnership. The partnership
unwinds, converts all cash into U.S. dollars, and uses that cash to repay the “loan” plus a“prepayment
penalty” equal to the unamortized amount of the “loan premium,” so that the “loan” is paid in full.
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Any remaining partnership assets are apportioned and distributed to the LL C and Presidio partners,
either in cash or securities. LLC sells any securities at fair market value.

12) Tax Claim for Cost Basis. For tax purposes, the LLC’sincome or |oss passes to its owner, the
individud. According to the opinion letters, the individual can atempt to claim, for tax purposes,
that he or she retained a cost basis in the partnership equd to the LLC' s contributions of cash ($1.4
million) and the “loan premium” ($20 million), even though the partnership later assumed the LLC's
“loan” obligation and re paid the “loan” in full, including the “premium amount.” According to the
opinion letters, the individual can attempt to claim atax loss equal to the cost basis ($21.4 million),
adjusted for any gain or loss from the currency trades, and use that tax loss to offset ordinary or
capital gainsincome.

13) IRS Action. In 2000, the IRS issued a notice declaring that the “ purported losses” arising from
these types of transactions, which use an “artificially high basis,” “do not represent bona fide losses
reflecting actual economic consequences’ and “are not allowable as deductions for federal income tax
purposes.” IRS Notice 2000-44 listed this transaction as a potentially abusive tax shelter.
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APPENDIX B
CASE STUDY OF S-CORPORATION CHARITABLE CONTRIBUTION
STRATEGY (SC2)

KPMG approved the S-Corporation Charitable Contribution Strategy (SC2) for sale to multiple
clientsin 2000. KPMG marketed SC2 for about 18 months, from about March 2000 to about
September 2001. KPMG sold SC2 to 58 S corporations, in 58 transactions, and obtained more than
$26 million in revenues, making SC2 one of KPMG' s top ten revenue producers in 2000 and 2001.
SC2 isnot covered by a*“listed transaction” issued by the IRS, but is currently under IRS review.

SC2 can be summarized as follows.

1) The Income. Individual owns 100% of S-corporation which earns net income (e.g., $3 million
annualy).

2) The Sales Pitch. Individual is approached by KPMG with a“charitable donation strategy” to
shelter asignificant portion (often 90%) of the S-corporation’ s income from taxation by “allocating,”
with little or no distribution, the income to a charitable organization. Individual istold that, for afee,
KPMG will arrange atemporary “donation” of corporate non-voting stock to the charity and will
provide an opinion letter stating it is “more likely than not” that nonpayment of tax on the income
“alocated” to the charity whileit “owns” the stock will withstand an IRS challenge, even if the
allocated income is not actually distributed to the charity and the individual regains control of the
income. Theindividual istold he can also take a personal tax deduction for the “donation.”

3) Setting Up The Transaction. The S-corporation issues non-voting shares of stock that, typicaly,
equal 9 times the total number of outstanding shares (e.g., corporation with 100 voting shares issues
900 nonvoting shares). Corporation gives the non-voting shares to the existing individual -
shareholder. Corporation aso issues to the individual-shareholder warrants to purchase a substantial
number of company shares (e.g., 7,000 warrants). Corporation issues a resolution limiting or
suspending income distributions to all shareholders for a specified period of time (e.g., generally the
period of time in which the charity isintended to be a shareholder, typically 2 or 3 years). Prior to
issuing this resolution, corporation may distribute cash to the existing individual-shareholder.

4) The Charity. A “qualifying” charity (one which is exempt from federal tax on unrelated business
income) agrees to accept S-corporation stock donation. KPMG actively seeks out qualified charities
and identifies them for the individual.

5) The “Donation.” S-corporation employs an independent valuation firm to analyze and provide a
valuation of non-voting shares. Due to the non-voting character of the shares and the existence of a
large number of warrants, the non-voting shares have a very low fair market value (e.g., $100,000).
Individual “donates’ non-voting shares to the selected charity, making the charity the temporary
owner of 90% of the corporation’s shares. Individual claims a charitable deduction for this
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“donation.” At the same time, the corporation and charity enter into a redemption agreement
allowing the charity, after a specified period of time (generally 2-3 years), to require the corporation
to buy back the shares at fair market value. Theindividual also pledges to donate an additional
amount to the charity to ensureit obtains the shares' original fair market value in the event that the
shares’ value decreases. The charity does not receive any cash payment at thistime.

6) The “Allocation.” During the period in which the charity owns the non-voting shares, the S-
corporation “allocates’ its annud net income to the charity and original individual-shareholder in
proportion to the percentage of overall shares each holds (e.g., 90:10 ratio). However, pursuant to the
corporate resol ution adopted before the non-voting shareswere issued and donated to the charity,
little or no income “alocated” to the charity is actually distributed. The corporation retains or
reinvests the non-distributed income.

7) The Redemption. After the specified period in the redemption agreement, the charity sells back
the non-voting shares to the S-corporation for far market value (e.g., $100,000). The charity obtains
a cash payment from the corporation for the shares at thistime. Should the charity not resell the
stock, the individual-shareholder can exercise the warrants, obtain additional corporate shares, and
substantially dilute the value of the charity’s shares. Once the non-voting shares are repurchased by
the corporation, the corporation distributes to the individual-sharehol der, who now owns 100% of the
corporation’ s outstanding shares, all of the undistributed cash from previously earned income.

8) Taxpayer’s Claim. Dueto itstax exempt status, the charity pays no tax on the corporae income
“allocated” or distributed to it. According to the KPMG opinion letter, for tax purposes, the
individual can claim a charitable deduction for the “donated” sharesin the year in which the
“donation” took place. During the years in which the charity “owned” most of the corporate shares,
individual will pay taxes on only that portion of the corporate income that was “allocated” to him or
her. KPMG also advised that all income “allocated” to the charity isthen treated as previously taxed,
even after the corporation buys back the non-voting stock and the individual regains control of the
corporation. KPMG also advised the individual that, when the previoudly “allocated” income was
later distributed to the individual, the individual could treat it as long-term capital gains rather than
ordinary income, taxable at the lower capital gainsrate. The end result isthat the individual owner of
the S-corporation was told by KPMG that he or she could defer and reduce the rate of the taxes paid
on income earned by the S-corporation.

9) IRS Action. Thistransaction isunder review by the IRS.
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APPENDIX C
OTHER KPMG INVESTIGATIONS
OR ENFORCEMENT ACTIONS

In recent years, KPMG has become the subject of IRS, SEC, and state investigations and
enforcement actions in the areas of tax, accounting fraud, and auditor independence. These
enforcement actions include ongoing litigation by the IRS to enforce tax shelter related document
requests and a tax promoter audit of thefirm, which are described in the text of the Report. They also
include SEC, California, and New Y ork investigations examining a potentially abusive tax shelter
involving at least 10 banks that are allegedly using sham mutual funds established on KPMG'’s
advice; SEC and Missouri enforcement actions related to alleged KPMG involvement in accounting
fraud at Xerox and General American Mutual Holding Co.; an SEC censure of KPMG for violating
auditor independence redrictions by investingin AIM mutual funds while AIM was a KPMG audit
client; and a bankruptcy examiner report on misleading accounting at Polaroid and KPMG.

SHAM MUTUAL FUND INVESTIGATION

KPMG is currently under investigation by the SEC and tax authoritiesin Californiaand New
York for advising at least ten banks to shift as much as $17 billion of bank assetsinto shell regulated
investment companies, alegedly to shelter more than $750 million in income from taxation.

A regulated investment company (RIC), popularly known as a mutual fund, is designed to pool
funds from at least 100 investors to purchase securities. RIC investors, also known as mutual fund
shareholders, are normally taxed on the income they receive as dividends from their shares, while the
RIC itself istax exempt. In thisinstance, KPMG allegedly advised each bank to set up one or more
RICs as abank subsidiary, to transfer some portfolio of bank assets to the RIC, and then to declare
any income as dividends payable to the bank. Citing KPMG tax advice, the banks allegedly claimed
that they did not have to pay taxes on the dividend income due to state laws exempting from taxation
money transferred between a subsidiary and its corporate parent. Zions Bancorp., for example, has
stated to the press. “These registered investment companies were established upon our receiving tax
and accounting guidance from KPM G and the securities law counsel from the Washington, D.C., firm
of Ropes & Grey.”®

The RICs established by the banks are allegedly sham mutual funds whose primary purpose was
not to establish an investment pool, but to shelter bank income from taxation. The evidence allegedly
suggests that the funds really had one investor — the parent bank — rather than 100 investors as
required by the SEC. Pressreports state, for example, that some of the RICs had apparently sold all
100 shares to the employees of the parent bank. Also according to press reports, the existence of this
tax avoidance scheme was discovered after a bank was approached by KPM G, declined to participate,

38« 7jons Among Banks Accused of Scheme,” Desert News (8/8/03).
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and asked itslegal counsel to alert California officials to what the bank saw as an improper tax
shelter. When asked about this matter, California Controller Steve Westly has been quoted as saying,
“We do not believe thisis appropriate.”**° RICs established by the ten banks participating in this tax
shelter have since been voluntarily de-registered, according to press reports, with the last removed
from SEC records in 2002.

KPMG ACCOUNTING FRAUD AT XEROX

On January 29, 2003, the SEC filed suit in federal district court charging KPMG and four KPMG
partners with accounting fraud for knowingly dlowing Xerox to file four years of false financial
statements which distorted Xerox's filings by billions of dollars3*° The prior year, in 2002, without
admitting or denying guilt, Xerox paid the SEC a $10 million civil penalty, then the highest penalty
ever paid to the SEC for accounting fraud, and agreed to restate its financial results for the years 1997
through 2000. In July 2003, six former Xerox senior executives paid the SEC civil penalties totaling
over $22 million in connection with the false financial statements.

KPMG is contesting the SEC civil suit and denies any liability for the accounting fraud. Two of
the named KPM G partners remain employed by the firm. The SEC complaint includes the following
statements:

“KPMG and certain KPMG partners permitted Xerox to manipulate its accounting practices and
fill a$3 billion "gap" between actual operating results and results reported to the investing public
from 1997 through 2000. The fraudulent scheme alowed Xerox to claim it met performance
expectations of Wall Street analysts, to mislead investors and, consequently, to boost the
company's stock price. The KPMG defendants were not the watch dogs on behalf of shareholders
and the public that the securities laws and the rules of the auditing profession required them to be.
Instead of putting a stop to Xerox's fraudulent conduct, the KPMG defendants themselves
engaged in fraud by falsely representing to the public that they had applied professional auditing
standards to their review of Xerox's accounting, that Xerox's financial reporting was consistent
with Generally Accepted Accounting Principles and that Xerox's reported results farly
represented the financial condition of the company. ...

In the course of auditing Xerox for the years 1997 through 2000, defendants KPM G [and the four
KPMG partners] knew, or were reckless in not knowing, for each year in which they were
responsible for the Xerox audit, that Xerox was preparing and filing quarterly and annual financial
statements and other reports which likely contained materid misrepresentations and omissionsin
violation of the antifraud provisions of the federal securitieslaws. ...

3% Banks Shifted Billions Into Funds Sheltering Income From Taxes,” Wall Street Journal (8/7/03).

30SEC v. KPM G, Case No. 03-CV-0671 (S.D.N.Y. 1/29/03).
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In the summer or early fall of 1999, Xerox complained to KPMG's chairman, Stephen Butler,
about the performance of [one of the defendant KPMG audit partners], who questioned Xerox
management about several of the topside accounting devices that formed the fraudulent scheme.
Although KPMG policy was to review assignments of an engagement partner after five years, and
[the KPMG partner] had been assigned to Xerox less than two years, Butler responded to Xerox's
complaints by offering [the KPMG partner] anew assignment in Finland. After [the KPMG
partner] declined the new assignment, KPMG replaced [him] as the worldwide lead engagement
partner with [another of the defendant KPMG partners] for the 2000 audit. This was the second
timein six yearsin which KPMG removed the senior engagement partner early in his tenure a
Xerox's request.”

KPMG was Xerox's auditor for approximately 40 years, through the 2000 audit. KPMG was paid
$26 million for auditing Xerox's financial results for fiscal years 1997 through 2000. It was paid $56
million for non-audit services during that period. When Xerox finally restated its financia results for
1997-2000, it restated $6.1 billion in equipment revenues and $1.9 billion in pre-tax earnings — the
largest restatement in U.S. history to that time.

MISSOURI DEPARTMENT OF INSURANCE v. KPMG

On December 10, 2002, the Missouri Department of Insurance, acting as the liquidator for an
insurance firm, General American Mutual Holding Company (“General American”), sued KPMG
alleging that: (1) KPMG, acting in conflicting roles as consultant and auditor, misrepresented the
financial statements of itsclient, General American, and (2) KPMG failed to disclose substantial risks
associated with an investment product called Stable Value, which KPMG had designed and General
American sold during the 1990s3*

Stable Value was an investment product that, in essence, allowed General American to borrow
money from investors and reinvest it in high-risk securities to obtain a greater return. In the event
General American was downgraded by aratings agency, however, the terms of the Stable Value
product allowed investors to withdraw their funds. In 1999, General American, in fact, suffered a
ratings downgrade, and hundreds of Stable Value holders redeemed their shares, forcing General
American to go into receivership and subjecting its investors to huge losses. KPMG is alleged to
have never disclosed the risks of the Stable Value product to General American and, according to the
Missouri Department of Insurance, actively atempted to conceal thisrisk.

The following excerpts are taken from a complaint filed by the Missouri Department of Insurance
againg KPMG in the Jackson County Circuit Court:

“In the 1990s, with KPM G knowledge, and assistance, General American management devel oped
and grew to obscene proportions a high-risk product known as Stable Vdue. In essence, certain

%1 akin v. KPM G, (MO Cir. 12/10/02).
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General American management, with KPMG’ s help, bet the very existence of General American
on its Stable Value business segment and lost. ... With KPMG’ s knowledge, General American
management forced an otherwise conservative company to engage in an ever-increasng extremely
volatile product. When this scheme failed, it was General American’s innocent members who
were harmed. ...

KPMG consciously choseto: (a) misrepresent General American’s financial position; (b) not
require the mandated disclosures regarding the magnitude and risks associated with the Stable
Value product; and (c) conceal from and misrepresent to the Missouri Department of Insurance
and General American’s members and outside Board of Directors, the true nature of the Stable
Vaue product. And during this same time, when KPMG was setting up General American’s
innocent members for huge financial losses, KPM G kept scooping up as much money in fees as
possible. ... KPMG abandoned and breached its professional obligations owed to General
American, General American’s members and the Missouri Department of Insurance. KPMG's
failuresinclude alack of independence, conflicts of interest, breaches of ethical standards, and
other gross departures from the most basic of auditing and other professional obligations. ...

To further the cover-up of its wrongful acts, KPM G engaged in a continued pattern of deceit
during the Missouri Department of Insurance’s investigation into General American’s liquidity
crisis. Therecord is replete with KPMG witnesses giving fal se testimony, evasive answers and
just “playing dumb” in an apparent hope to avoid State of Missouri regulatory scrutiny and the
filing of this Petition. What KPMG wanted to hide from the regul ators was its
misrepresentations, gross breaches of its professional obligations and numerous failures regarding
full and fair financial reporting for General American.”

SEC CENSURES KPMG

On January 14, 2002, the SEC censured KPMG for engaging in improper professonal conduct in
violation of the SEC’ s rules on auditor independence and in violation of Generally Accepted Auditing
Standards. KPMG consented to the SEC’ s order but did not admit or deny the SEC’ s findings.

The following is taken from the SEC' s press rel ease announcing the censure of KPMG:*%

“The SEC found that, from May through December 2000, KPMG held asubstantid investment in
the Short-Term Investments Trust (STIT), amoney market fund within the AIM family of funds.
According to the SEC’ s order, KPM G opened the money market account with an initial deposit of
$25 million on May 5, 2000, and at one point the account balance constituted approximately 15%
of the fund’s net assets. In the order, the SEC found that KPM G audited the financial statements

%2press Release by the SEC, “SEC Censures KPM G for Auditor Independence Violation,” (No. 2002-4
1/14/02), available at www .sec.gov/new s/press/2002-4.txt.
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of STIT at atime when the firm’ s independence was impaired, and that STIT included KPMG’s
audit report in 16 separate filings it made with the SEC on November 9, 2000. The SEC further
found that KPM G repeatedly confirmed its putative independence from the AIM fundsiit audited,
including STIT, during the period in which KPMG was invested in STIT.

‘This case illustrates the dangers that flow from a failure to implement adequate polices and
procedures designed to detect and prevent auditor independence violations,” said Paul R. Berger,
Associate Director of Enforcement.”

In addition to censuring the firm, the SEC ordered KPM G to undertake certain remedies designed
to prevent and detect future independence violations caused by financial relationships with, and
investmentsin, the firm’s audit clients.

POLAROID AND KPMG

Polaroid Corporation filed for bankruptcy protection in October 2001. In February 2003, a
federal bankruptcy court named Perry Mandarino, atax expert, as an independent examiner for
Polaroid. In August 2003, the bankruptcy examiner issued areport stating that Polaroid and its
accounting firm, KPMG, had engaged in improper accounting procedures and failed to warn investors
of Polaroid’simpending bankruptcy. KPMG attempted to keep the report sealed, but the court made
the report available to the public. Since the issuance of the examiner’ s report, shareholders have filed
aclass action lawsuit against Polaroid and KPMG aleging violations of the Securities and Exchange
Act for filing false financial statements.

Both the report and the lawsuit allege that KPMG and Polaroid engaged in a series of fraudul ent
accounting transactions, including overstating the value of assets and issuing financial statements that
made the company appear healthier than it was. The examiner determined that KPMG should have
provided a qualified opinion on the corporation’s financial statements and included a warning about
its status as a “going concern.” The examiner found that KPM G had been considering such a
warning, but decided aganst issuing it after atelephone call was made by Polaroid’ s chief executive
to KPMG' s chairman.®*® KPMG has charged that the report is “unfounded” and “incorrect.”%*

3%85eg, e.g., “KPM G Defends Audit Work for Polaroid,” Wall Street Journal (8/25/03).

%%« polaroid Hit with Lawsuit After Report,” Boston Globe (8/27/03).



