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ACCOUNTANTS, LAWYERS, AND FINANCIAL
PROFESSIONALS

TUESDAY, NOVEMBER 18, 2003

U.S. SENATE,
PERMANENT SUBCOMMITTEE ON INVESTIGATIONS,
OF THE COMMITTEE ON GOVERNMENTAL AFFAIRS,
Washington, DC.

The Subcommittee met, pursuant to notice, at 9:02 a.m., in room
SH-216, Hart Senate Office Building, Hon. Norm Coleman, Chair-
man of the Subcommittee, presiding.

Present: Senators Coleman, Levin, and Lautenberg.

Staff Present: Raymond V. Shepherd, III, Staff Director and
Chief Counsel; Joseph V. Kennedy, General Counsel; Mary D. Rob-
ertson, Chief Clerk; Leland Erickson, Counsel; Mark Greenblatt,
Counsel; Steven Groves, Counsel; Frank J. Minore, Detailee, GAO;
Kristin Meyer, Staff Assistant; Steve D’Ettorre, Staff Assistant;
Bryan Nelson, Intern; Elise J. Bean, Staff Director/Chief Counsel
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Braniff (Senator Stevens); David Berrick (Senator Lieberman); Gita
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Mandana Parsazad (Senator Dayton).

OPENING STATEMENT OF SENATOR COLEMAN

Senator COLEMAN. This hearing of the Permanent Subcommittee
on Investigations is called to order.

I want to thank you for attending today’s hearing. Today and
Thursday we will focus on a set of issues developed by this Sub-
committee’s Ranking Member, Senator Levin. And, Senator Levin,
I would like to commend you for your tireless efforts to prevent the
abuse of our tax code by those willing to exploit loopholes and avoid
paying legitimate taxes. You have done tremendous work in this
area, and it is a pleasure for me to work with you.

In a bipartisan fashion, PSI has developed a deeper under-
standing of the history of individual tax shelters. PSI has uncov-
ered how those shelters work, how they were marketed to potential
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investors, and how they were structured in order to avoid scrutiny
by the Internal Revenue Service. Due to the complexity of these
schemes, our hearings will focus only on a few of the shelters, but
there are many others like them.

There is an old English proverb that says, “A clean glove often
hides a dirty hand.” Today we will hear firsthand how the ethical
standards of the legal and accounting profession have been pushed,
prodded, bent, and in some cases broken for enormous monetary
gain. The fact is abusive and potentially illegal tax shelters sold to
corporations and wealthy individuals rob the U.S. Treasury of bil-
lions of dollars in lost tax revenues annually.

Let me be clear: While some of the products we discuss today are
not technically illegal, they are most certainly ethically question-
able and demonstrate a deliberate effort on the part of the partici-
pants to fly underneath the regulatory radar of the IRS. This is not
a victimless crime. It is not the government that loses money. It
is the people of America, average working families who will bear
the brunt of lost revenues so that a handful of rich lawyers, ac-
countants, and their clients can manipulate legitimate business
practices to make a profit.

According to the GAO, a recent IRS consultant estimated that for
the 6-year period 1993 to 1999, the IRS lost an average of between
$11 and $15 billion each year from abuse of tax shelters. The GAO
reports that an IRS database tracking unresolved abusive tax shel-
ter cases over a number of years estimates potential tax losses of
about $33 billion from listed transactions and another $52 billion
from unlisted abusive transactions, for a total of $85 billion.

As 1 said, this is not a victimless crime. To put this in context,
if the IRS proactively shut down these abusive tax shelters and col-
lected the diverted revenue, it would have helped to finance a sub-
stantial portion of our efforts in Iraq. Abusive tax shelters are fash-
ioned in the likeness of legitimate transactions as permitted under
the IRS Code. The transactions themselves are highly complex, in-
volving accounting firms, major financial institutions, investment
firms, and prestigious law firms. Not only are these participants
necessary for the transaction, they provide the added benefit of
making detection by the IRS difficult. Moreover, these entities pro-
vide a veneer of legitimacy, for abusive tax shelters are, in fact, il-
lusory and sham transactions with little or no economic substance,
driven primarily for favorable tax consequences.

There are three ovearching issues that these hearings will ad-
dress. The first is the Internal Revenue Service’s ability to enforce
the Nation’s tax laws. There is no doubt that our tax laws are very
complex and give rise to different interpretations. The Service’s in-
terpretation is not legally controlling, and taxpayers have the right
to ignore it if they think a court will uphold their reading of the
statutes and regulations. But the IRS does have a right to chal-
lenge tax strategies it thinks are invalid. In order for the Service
to challenge strategies and for the courts to rule, they must be
aware of how taxpayers are applying the law.

The Subcommittee’s investigation has uncovered evidence that
the transactions studied here were deliberately designed to avoid
detection by the IRS. Even an illegal strategy works if the govern-
ment never finds out about it. Even more disturbing, the IRS has
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specific rules that require the promoters of certain tax products to
notify the IRS whenever a taxpayer uses one of them. This gives
the IRS the opportunity to review how the taxpayer has applied
law to his or her specific situation.

Evidence suggests that the accounting firms knowingly evaded
this requirement and that the IRS has not been as forceful in its
administration of this registration requirement as it could be.

When transactions are hidden from the government, it loses its
ability to enforce the law. The perception can quickly arise that fair
application of revenue statutes is a sucker’s game, that those who
are rich and powerful ignore it or interpret it to their own benefit,
and that only the average guy gets stuck with his full share. The
system that relies primarily on voluntary compliance cannot afford
to allow this perception to seem real.

Second, for a long time both the accounting and legal industries
have been justifiably proud of their professions. Both have held
themselves up to the public as practicing a high standard of profes-
sional ethics and giving the public honest access to a complex body
of doctrine. Given the complexity of tax and accounting law, Ameri-
cans with any wealth are increasingly dependent on professional
advice in order to reconcile their personal interests with legal re-
quirements. If clients cannot have absolute confidence in the accu-
racy of the advice they get, these professions no longer will merit
the high standard we have previously given them.

This leads naturally to the third major theme of these hearings.
We all know that an institution, especially one as large as the ac-
counting firms appearing here today, cannot be held strictly re-
sponsible for every action of all their employees. Individual workers
often have motives and take actions that are directly contrary to
the intentions of a company’s leaders. But because we foresee these
conflicts, the existence of strong internal controls has become a key
component of modern management practices. These controls are
meant to ensure that no single employee or group of employees is
allowed to subject the firm to a large amount of risk without the
leadership’s approval.

We will hear evidence that the internal controls that the account-
ing and law firms seem to have had in place did not work. The peo-
ple responsible for ensuring firm quality often raise serious ques-
tions about the transactions we will discuss today. Yet it appears
that their advice and recommendations were often disregarded in
the effort to boost revenue.

These three issues—the ability of the IRS to learn of aggressive
tax strategies, the possibility of misleading advice to taxpayers,
and the breakdown of internal controls—all raise serious issues
about future policy toward the tax industry. I am hopeful that the
information Senator Levin has helped us uncover will lead to posi-
tive reforms.

I look forward to hearing from our panelists this morning, and
I especially look forward to Senator Levin’s questioning of the pan-
elists. I know we will all learn a great deal today.

With that, I will turn it over to the distinguished Ranking Mem-
ber, Senator Levin.
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OPENING STATEMENT OF SENATOR LEVIN

Senator LEVIN. Thank you, Mr. Chairman, for your comments
and for your support of this investigation that began a year ago
when I was Chairman here, but has continued with the support of
Senator Coleman. We are grateful for that and for what this is
going to lead to, hopefully, as he points out. What we must point
toward are a series of significant reforms if we are going to change
the practices which we are going to hear described this morning.

My statement is something of a long statement because I do
want to set forth what these shelters are in detail so that we can
understand them. I know I have the understanding of our Chair-
man in proceeding this way. Normally I would try to limit an open-
ing statement to 10 minutes, but this one could go 15 minutes or
so, and I thank the Chairman for his understanding of that, even
though we have a very difficult time schedule this morning.

Unlike legitimate tax shelters, abusive tax shelters have no real
economic substance. They are designed to provide tax benefits not
intended by the tax code and are almost always convoluted and
complex. Crimes like terrorism or murder or fraud or embezzle-
ment produce instant recognition of the immorality involved. But
abusive tax shelters are MEGOs—that means “my eyes glaze over.”
Those who cook up these concoctions count on their complexity to
escape scrutiny and public ire.

The tax shelter industry is also fundamentally different than it
was a few years ago. Instead of individuals and corporations going
to their accountant or law firm and asking for tax planning advice,
the engine driving the industry is now a horde of tax advisers cook-
ing up one complex scheme after another, so-called tax products,
generally unsolicited by clients, and then using elaborate mar-
keting schemes to peddle these products across the country.

In order to gain a deeper understanding of the issues involved
in the marketing of these products, the Subcommittee conducted an
in-depth case study examining four tax products designed, mar-
keted, and sold by a leading accounting firm, KPMG, to individuals
or corporations to help them reduce or eliminate their U.S. taxes.
These four products are known to KPMG and its clients as BLIPS,
FLIPS, OPIS, and SC2.

We are releasing a 125-page Minority Staff Report today detail-
ing what we found in these four case histories.!

The testimony today will disclose a tawdry tale: A highly com-
promised internal review and approval process at KPMG; highly
aggressive marketing efforts to sell tax schemes aimed at pro-
ducing paper tax losses; and schemes which attempt to disguise tax
reduction scams as business activity, in the case of BLIPS, or a
charitable donation, in the case of SC2.

An excerpt from a long e-mail by a top KPMG tax professional
on whether KPMG should approve BLIPS for sale to clients illus-
trates the skewed priorities. He said that the decision on BLIPS
came down to this: “My own recommendation is that we should be
paid a lot of money here for our opinion since the transaction is
clearly one that the IRS would view as falling squarely within the
tax shelter orbit.”

1The Minority Staff Report appears in the Appendix on page 145.
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Being paid a lot of money for a dubious tax scheme—that is what
it all comes down to.

The testimony today will pull back the curtain on the pressure-
cooker environment within KPMG to mass market its tax products
to multiple clients. Again, one detail illustrates the extent of the
problem: The full-fledged telemarketing center that KPMG main-
tained in Fort Wayne, Indiana, and staffed with people trained to
make cold calls to find buyers for specific tax products. The tele-
marketing scripts, the thousands of cold calls made to sell the tax
product known as SC2, the revisits to potential buyers who said no
the first time, all show KPMG pushing its so-called tax products.

The testimony today will also show the lengths to which KPMG
went to hide its tax products and its sales efforts from the IRS. De-
spite its 2003 inventory of 500 active tax products, KPMG has
never registered and thereby disclosed to the IRS the existence of
a single one of its tax products. It has claimed in court and to the
Subcommittee staff that it is not a tax shelter promoter.

Today’s testimony will disclose, however, that some tax profes-
sionals within the firm advised the firm, to no avail, to register
some of its products as tax shelters.

You will also hear about improper tax return reporting by
KPMGQG, file clean-ups, and other efforts to hide their activities from
the IRS and public scrutiny.

Finally, you will hear today and in the hearing on Thursday that
in ventures as large and profitable as the marketing of these tax
shelters, there were many professionals ready to join forces with
KPMG to carry out the complex financial structures required to
camouflage the tax schemes behind a facade of economic substance.
These professionals included banks, which financed the loans for
sham transactions designed to create a veneer of economic sub-
stance; investment advisory firms, which cooked up phony financial
transactions to create the appearance of a business purpose; and
law firms, which wrote boilerplate legal opinions to justify dubious
tax schemes and to shield taxpayers from penalties.

With such a formidable array of talent and expertise, potential
clients were persuaded to buy and use the deceptive shelters
KPMG was peddling, and the U.S. Treasury was effectively de-
frauded of taxes owed as a result.

We are going to focus on two shelters, BLIPS and SC2. Let’s first
look at BLIPS. We have some charts here on the screens, and some
of you have, hopefully, charts in front of you.?

BLIPS stands for Bond-Linked Issue Premium Structure. Inside
KPMG, BLIPS was called a “loss generator” because the intent of
the tax product was to generate a paper loss that the buyer could
then use to offset other income and to shelter that other income
from taxation.

For this example, we will suppose the BLIPS buyer—let’s call
him the taxpayer—has a taxable gain or taxable income of $20 mil-
lion that the BLIPS transaction is intended to shelter by creating
a $20 million paper loss.

On the first slide, we will see the first step is the BLIPS tax-
payer setting up a shell corporation called a limited liability com-

1See Exhibit No. 1a. which appears in the Appendix on page 371.
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pany, or LLC. The taxpayer gives this shell company out-of-pocket
cash equal to 7 percent of the $20 million paper loss that he wants
to create. In this case, that means the taxpayer provides $1.4 mil-
lion. This money will be used for fees for the firms that are part
of this scheme and for an investment program set up as the fig leaf
of economic substance to hide what is really a tax scam.

On the next slide, we will see what happens next, which is a
bank makes a so-called 7-year loan of $50 million to the shell com-
pany, LLC. The BLIPS taxpayer agrees to pay an above-market in-
terest rate on the loan, say 16 percent interest. Because he is will-
ing to pay such a high interest rate, the bank also credits him with
a so-called $20 million loan premium that is, not coincidentally,
equal to the tax loss that the taxpayer is buying from KPMG. If
the taxpayer later pays off the loan early, as planned, the bank will
charge a prepayment penalty that, not coincidentally, will approxi-
mate the loan premium and make sure that it is repaid. The bank
credits the taxpayer’s account, which stays at the bank, with the
$50 million so-called loan and the $20 million premium, for a total
of $70 million.

There are more wrinkles. For instance, in order to get the $70
million, the taxpayer and the shell company have to agree to severe
restrictions on how the loan proceeds can be used. And they must
maintain collateral in cash or liquid securities in an account at the
same bank equal to at least 101 percent of the loan and premium
amount, meaning about $70.8 million.

Now, think about that for a moment, because this collateral re-
quirement is one key to understanding why this loan is a sham. A
cash collateral requirement of 101 percent means that none of the
loan proceeds can really be put at risk. That money, more than the
amount of the loan itself, has to be kept safe in an account at the
bank which, on paper, loaned it.

The next slide: Enter Presidio. They are the investment advisory
firm that works hand in glove with KPMG and handles a lot of the
legwork of the transaction. Presidio directs two companies it con-
trols—Presidio Growth and Presidio Resources—to participate in
the transaction.

Next, Presidio and the taxpayer’s shell company form a partner-
ship called a strategic investment fund or SIF. The taxpayer’s shell
company, that LLC, contributes all of its assets to the partnership:
The $1.4 million in cash from the taxpayer and the $70 million
credit from the so-called loan and loan premium. The Presidio com-
panies contribute about $140,000. Based on these contributions, the
taxpayer has a 90-percent interest and Presidio collectively has a
10-percent interest in the strategic investment fund.

The next slide: Here is the switcheroo. The shell company decides
with the consent of the bank to assign or transfer the so-called
bank loan to the fund.

Next slide: Here comes the fig leaf. The fund takes the money it
has and supposedly engages in foreign currency transactions. The
fund takes the so-called loan proceeds, the $70 million, and simply
converts them into euros and puts the euros in what one bank calls
a synthetic dollar account. The fund also signs a contract to guar-
antee that it can convert the euros back to the same number of dol-
lars at no risk in 30 or 60 days. The fund also puts at risk a very
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small amount of money, never more than what the taxpayer has
contributed, by shorting foreign currencies pegged to the U.S. dol-
lar. Not much of an investment program.

While the BLIPS loan is supposed to last 7 years, every taxpayer
that bought it, 186 out of 186, pulled out early, as planned. They
quit. They pulled out because the point of BLIPS is not to invest
money but to generate a paper loss for tax purposes before the end
of the tax year.

The last slide on BLIPS: Now we are at the unwind. At day 60,
the taxpayer pulls out of the partnership. The partnership, the
fund, repays the so-called loan to the bank, plus a prepayment pen-
alty to cover the premium so that the whole $70 million is returned
to the bank. The fund then distributes any remaining assets to its
partners, which usually is little or nothing. The taxpayer’s $1.4
million is usually gone, mostly in fees, but that is a price that he
is more than willing to pay for the $20 million tax loss.

Because of the way the loan was structured, KPMG told the tax-
payer he can claim that his cost basis to participate in the partner-
ship is equal to the $20 million loan premium and the $1.4 million
in cash that he contributed to the partnership. That means he sup-
posedly can claim a $21.4 million loss on his tax return.

Now, if this does not make much sense to you, it is because the
whole transaction is an elaborate concoction to create the impres-
sion of economic substance. The taxpayer did not use the $70 mil-
lion loan proceeds at all due to the collateral requirement. He
parked that $70 million in a synthetic dollar account at the bank
and used his own money to make a few safe currency transactions.
He could have made those without any loan at all. The point of the
loan was simply to generate a tax loss to shelter the taxpayer’s
other income.

KPMG approved BLIPS for sale in October 1999 and sold it to
186 people until, in September 2000, the IRS listed it as a poten-
tially abusive tax shelter. In 1 year, KPMG obtained at least $53
million in fees, making BLIPS one of KPMG’s top revenue-pro-
ducing tax products.

Now let’s look at the second shelter, SC2, which stands for S Cor-
poration Charitable Contribution Strategy.!

An S corporation is organized under Subchapter S of the tax
code, and its income is attributed to its shareholders and taxed as
ordinary individual income instead of corporate income. Instead of
generating a phony paper loss, this tax product generated a phony
charitable donation.

The first step is that KPMG approaches an existing S corpora-
tion, usually owned by one person, with a purported charitable do-
nation strategy. The corporation takes several steps to prepare for
the SC2 transaction. First, assuming that the S corporation had,
let’s say, 100 shares of common stock, on KPMG’s advice, the S cor-
poration issues and distributes to its sole shareholder an additional
900 non-voting shares plus 7,000 warrants to buy 7,000 more
shares of the company stock in the future. The corporation also
issues a non-distribution resolution stating that the company will

1See Exhibit No. 1b. which appears in the Appendix on page 379.
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not distribute any of its income to its shareholders for a specified
period of time, usually 2 or 3 years.

Next, KPMG introduces the individual shareholder to a qualified
tax-exempt charity, which KPMG has made a major effort to iden-
tify, and the individual donates the 900 non-voting shares to this
charity. The charity signs a redemption agreement with the cor-
poration, which allows the charity to require the corporation to buy
back the donated stock after a specified period of time, usually the
same amount of time specified in the corporation’s non-distribution
resolution.

The redemption agreement and non-distribution resolution are
the keys to understanding why SC2 is a sham. Everyone partici-
pating in this situation knows from the outset that the stock dona-
tion is not intended to be permanent. It is intended to be tem-
porary. The clear understanding of all the parties is that the char-
ity will be selling the donated stock back to the donor in a few
years.

But the appearance for the moment is that the S corporation now
has two shareholders: The charity owns 900 non-voting shares, and
the individual owns 100 voting shares and 7,000 warrants.

On the next slide, we will see that for the next 2 or 3 years,
while the charity is a shareholder in the S corporation, due to the
non-distribution resolution the corporation allocates but does not
actually distribute 90 percent of its net income to the charity and
10 percent to the individual shareholder.

The difference between “allocation” and “distribution” is critical.
Under Federal tax law, an S corporation shareholder, unless tax-
exempt, pays income tax on the net income “allocated” to it on the
company books, not on the cash actually “distributed.” According to
KPMG, that means that the 90 percent of company income allo-
cated to the charity is tax-exempt, while the individual has to pay
taxes on only the 10 percent allocated to him. That is true even
though the charity often never sees a nickel of the money sup-
posedly allocated to it and agrees, indeed, to forego that income.

On the third slide, we will see the following: We are 2 or 3 years
down the road after significant net income has been accumulating
inside the company, when the charity’s redemption rights kick in.
The charity sells back the 900 non-voting shares to the S corpora-
tion for cash. While this cash payment pales in comparison to the
amount of sheltered corporate income, because of the way the
shares are valued, it is, nonetheless, a significant amount for the
charity.

Now the payout, the fourth slide. This is where the individual
shareholder makes out.

The charity has sold back its shares and is no longer a share-
holder in the S corporation. All of the income that has been built
up in the corporation for the last 2 or 3 years is distributed to the
individual shareholder. KPMG advises him that on the 90 percent
of the income allocated to the charity previously, which is now his,
he can claim the income is capital gains, taxable at the lower cap-
ital gains rate, rather than the higher ordinary income rate.

KPMG approved SC2 for sale in March 2000, and over the next
2 years sold it to about 58 corporations. This tax product became
one of KPMG’s top tax products in the years 2000 and 2001, gener-
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ating more than $28 million in fees for the firm. KPMG discon-
tinued the sales in late 2001. In early 2002, the IRS asked KPMG
to produce documents related to SC2 and is now reviewing the
product.

We may hear this morning that KPMG has seen the light, and
that it and the other large accounting firms no longer develop and
sell these types of aggressive shelters. Let’s hope that is the case.
However, the report that we are releasing today depicts a powerful
engine going at full speed, developing and selling 500 active tax
products at KPMG as of February 2003. That was the response
date for the subpoena of this Subcommittee.

Having claimed all during this year to my staff that these tax
products are legitimate, KPMG’s prepared testimony today is that
the firm not only has turned off, but dismantled, that 500-cylinder
engine.

List me as skeptical. I am simply afraid we cannot trust the in-
dustry to police itself.

We need to take strong and forceful action to stop the pilfering
of our treasury and the damage to the credibility of our tax system.
We need stronger penalties on tax shelter promoters, an end to
auditor conflicts of interest, a better economic substance test, and
more enforcement dollars for the IRS to go after tax shelter pro-
moters and their abusive schemes. These and other actions are out-
lined in the report that my staff has released today.

These reforms are, of course, only part of the answer. The firms
involved in designing, hawking, and implementing these dubious
tax products need to restore professional pride. KPMG now says it
has stopped selling aggressive tax products. Pricewaterhouse Coo-
pers has withdrawn from a number of transactions and refunded
some client fees. Ernst & Young says it will no longer market cer-
tain transactions to its public company audit clients and will re-
quire those clients to obtain audit committee approval before Ernst
& Young will sell tax shelter services to their executives. That is
a start.

The engine of deception and greed needs to be turned off, dis-
mantled, and consigned to the junkyard where it belongs. That is
what happened after the Enron collapse. Exposure helped put an
end to some deceptive financial scams. If that is the result of this
investigation, it will move the production and promotion of abusive
tax shelters out of big business, although it may well be picked up
by fly-by-night hucksters from whom such behavior is less sur-
prising.

Again, my thanks to you, Mr. Chairman, for your great support
of this effort.

Senator COLEMAN. Thank you, Senator Levin. Senator Lauten-
berg, would you like to make an opening statement.

OPENING STATEMENT OF SENATOR LAUTENBERG

Senator LAUTENBERG. Yes, thanks very much, Mr. Chairman,
and I commend you for holding this hearing today and Thursday
regarding the tax shelter industry. These are particularly timely
subjects to review, and if Senator Levin had not so artfully de-
scribed the way you do it—and maybe sent some people out of the
room looking for a way to fulfill the pattern that you have de-
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scribed—I learned something this morning, and it is a very tough
situation that we find ourselves in.

Over the past few years, our economy has been racked by cor-
porate and accounting scandals so big and previously unimagi-
nable, and I come out of the corporate world and remember expres-
sions like the Big Eight, diminished to certainly lesser status and
prestige and respect that these large firms had. But in many cases,
they turned out to be conspirators with companies like Enron that
have gone belly up. People lost their jobs, their life savings, their
retirement savings, and their faith in the fundamental fairness of
our stock market.

The situation worsens as we look at other organizations getting
into places like the mutual fund industry, the New York Stock Ex-
change itself, all talking about concealing the truth from the public,
hiding things. And that is where we are when we look at what has
happened here with tax sheltering.

The marketing, the use of questionable, even abusive tax shelters
for individuals with very high incomes evolved, and many of the
questionable tax shelters at issue today were created during the
biggest, longest economic expansion in our Nation’s history. I will
assume that the witnesses will confirm that the economic good
times during the mid and late 1990’s created such wealth that
there was enormous pressure to find new ways to shelter that
wealth. So a veritable army of the best and the brightest account-
ants, lawyers, and investment bankers went to work on behalf of
their high net worth clients.

I was a corporate Chief Executive Officer for many years, and my
company, ADP, did very well, but I am a bit old-fashioned because
I believe that the better you do, the more taxes you should pay, not
less. So much for progressivity.

How much money are we talking about? According to the Gen-
eral Accounting Office and the Internal Revenue Service database,
tracking unresolved abusive tax shelter cases over a number of
years, estimates potential tax losses at about $33 billion from listed
transactions, and another $52 billion from non-listed but question-
able transactions. That is $85 billion. I want to put it in perspec-
tive. We just borrowed $87 billion from future generations to pay
for the ongoing war and reconstruction in Iraq. It may be said that
these tax shelters complied with tax laws and IRS regulations, but
I think there is something inappropriate, to say the least, about
how much time, energy and expertise is helping to save some of our
very richest to hide more of their multimillion dollar income from
taxation when we are notably short of funds to meet our national
obligations, especially with young men and women in harm’s way
who do what they do regardless of some of the economic loss that
they experience as a result of being away from their jobs, away
from their community, and away from their families.

A few weeks ago I participated in a panel discussion in New
York City hosted by Atlantic Monthly Magazine on the future of
corporate America. There were two current CEOs also on the
panel, and they complained about the burdens imposed upon them
by the Sarbanes-Oxley Corporate Accountability Bill that Congress
passed last year. My response was simply: If you tell the truth,
then it would not have been necessary to develop the strict regime
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that says everybody has to report along the way about what the re-
sults were. The fact of the matter is that if industry and the profes-
sionals associated with it outside of the companies, outside of the
firms that are creating and marketing these tax shelters, if they
will not police themselves, then the Congress is going to do it for
them. They will not sit by while greed-fueled corporate malfeasance
wipes out jobs, savings, and lives.

Today’s hearing raises questions about the accounting industry’s
role in devising and peddling tax shelters, and I hope that it is
going to shed some light on the useful things that Congress might
do with regard to definitions, disclosure requirements and in-
creased penalties. Clearly though, the primary responsibility for
cracking down on abusive tax shelters rests with the accounting
profession itself, and I am heartened by the response of some firms,
particularly Ernst & Young, to this scandal. But we have a long
way to go to fix this mess.

I thank you, Mr. Chairman, for holding the hearing.

Senator COLEMAN. Thank you, Senator Lautenberg.

I would now like to welcome our first panel to today’s important
hearing. Debra Petersen, tax counsel with the California Franchise
Tax Board; Mark Watson, a former partner with KPMG’s Wash-
ington National Tax Practice; and finally Calvin Johnson of the
University of Texas at Austin’s School of Law. For the record, let
me mention that Mr. Watson is appearing before the Subcommittee
this morning under Subcommittee subpoena.

I thank each of you for your attendance at today’s hearing and
look forward to hearing your testimony.

Before we begin, pursuant to Rule 6, all witnesses who testify be-
fore this Subcommittee are required to be sworn. At this time I
would ask you to please stand and raise your right hand.

Do you swear that the testimony you are about to give before the
Subcommittee will be the truth, the whole truth, and nothing but
the truth, so help you, God?

Ms. PETERSEN. I do.

Mr. WATSON. I do.

Mr. JouNsoON. I do.

Senator COLEMAN. I would note that we are using a timing sys-
tem today. When you see the lights go from green to yellow, yellow
means getting close to quitting and red means that it is time to
quit. I would like to limit the testimony to 5 minutes, but your en-
tire prepared testimony will become part of the official record.

So with that, Ms. Petersen, we will have you go first this morn-
ing, followed by Mr. Watson, and finish up with Mr. Johnson. After
we have heard all the testimony, we will turn to questions.

Ms. Petersen, you may proceed.

TESTIMONY OF DEBRA S. PETERSEN,! TAX COUNSEL IV, CALI-
FORNIA FRANCHISE TAX BOARD, RANCHO CORDOVA, CALI-
FORNIA

Ms. PETERSEN. Thank you, Mr. Chairman. I am testifying today
on behalf of Controller Steve Westly and the California Franchise
Tax Board. On their behalf, I would like to thank you for this op-

1The prepared statement of Ms. Petersen appears in the Appendix on page 275.
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portunity to give testimony on some of the most egregious tax
scams that we have ever seen.

In recent years the Franchise Tax Board has seen a gross pro-
liferation of abusive tax schemes and tax shelters that have been
aggressively marketed to taxpayers. We have been appalled at the
positions taken to justify these transactions and schemes. These
are designed and sold as tax-saving strategies and are veiled with
a limited technical reading of the tax law and a flimsy excuse for
a valid business purpose. The transactions are designed to create
artificial losses and to make use of losses and deductions a second
time.

Based on the GAO’s report that you have mentioned, the $85 bil-
lion report, we estimate that California’s share of that $85 billion
is $3.5 billion. So California is very concerned about abusive tax
shelters, and we are dedicated to cracking down on tax sheets and
abusive tax shelters.

In the words of Controller Steve Westly, “California loses hun-
dreds of millions of State tax dollars each year as a result of these
sophisticated tax schemes. This is legitimate tax money owed to
the State of California that funds our schools, helps our elderly,
and fuels our emergency and transportation services. With a record
deficit currently plaguing our State, we are very motivated to pur-
sue these cases.”

We have already taken a number of steps to curb the promotion
and use of these tax avoidance schemes. First of all, in 1998 we
rolled out a computer program system that would help us to trace
the flow-through of pass-through entity income to the ultimate per-
son that should be reporting that income.

Then on September 13, 2003, the State of California, along with
33 other States, signed a memorandum of understanding with the
Small Business Self-Employed Operating Division of the Internal
Revenue Service. We have been, and will continue to cooperate
with the Internal Revenue Service in the identification and audit
of tax shelters.

In October 2003, the Governor of California signed into legisla-
tion a bill that provides for reporting requirements, increases exist-
ing penalties, and imposes new penalties for tax shelters. Our new
law provides for a voluntary compliance initiative, wherein tax-
payers who voluntarily file amended returns and pay the full
amount of the tax and interest related to tax shelter benefits
claimed on their return can avoid the new and increased penalties.
We are hoping that many taxpayers will be wise and take advan-
tage of the voluntary compliance initiative, especially since we plan
not to settle tax shelter issues. Our bill was modeled after the Tax
Shelter Transparency Act, and we hope that Congress will pass
this legislation at the Federal level in the near future.

We also passed legislation that would shut down one of the most
egregious tax avoidance scams that we have ever seen. We saw
banks form solely-owned registered investment companies for the
purpose of paying no State income tax on their earnings on their
loan portfolios. Contrary to the spirit and the intent in the Invest-
ment Act of 1940, they have registered these companies solely to
avoid State income tax. We worked in cooperation with the Securi-
ties and Exchange Commission on that issue.
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Our Executive Director, Gerald Goldberg, chairs the Corporate
Income Tax Shelter Working Group of the Multistate Tax Commis-
sion. Some of the goals of the working group is to share informa-
tion among the States regarding tax shelters and abusive tax
transactions, and to develop anti-abuse legislative tools. Apart from
the MTC, the State of California has been working directly with
several States to coordinate information about State level tax shel-
ters that we have encountered.

While we are pleased with the progress that we have made to
identify and close down tax shelters, we think that more needs to
be done in order to prevent creative minds from formulating new
shelters and schemes that circumvent tax laws. We need to focus
more on promoters and tax return preparers who sign tax returns
without proper disclosure, and in some cases attempt to bury trans-
actions on tax returns. Imposing penalties, however stiff, is not
good enough. The preparers count on the audit lottery. Even
disgorgement of the profit made on the transaction is not enough
to discourage these practices. If the preparer is caught 1 in 10
times, then 9 out of 10 times they win. So even if they have to pay
back $1 million out of $10 million that they earned on the pro-
motion of a shelter, they still come out $9 million ahead. In addi-
tion, the firms very often have insurance to cover themselves on
these transactions.

Second, we would like to see the registration exemptions be ex-
amined to see whether they should be removed for these types of
transactions. Requiring registration of the 1933 Act and other acts
will provide disclosure of more information about the transactions
and will cost the promoter more. The fact that the tax laws re-
quired registration under the Investment Act of 1940 in order to
conduct the scam that they were trying to do with their loan port-
folios enabled us to see that transaction at an early stage, and were
able to shut it down.

. Senator COLEMAN. Ms. Petersen, I ask if you could summarize
ere.

Ms. PETERSEN. Sure. We would also like to see some whistle-
blower statutes to encourage good and honest people to come for-
ward with information that would help us to find these shelters.

Finally, we need to beef up the enforcement agencies. We had
one prominent California tax litigator note that the reason that we
were seeing so many shelters is that “the enforcer had backed off.”
Clearly we need to have enforcement activity in order to encourage
self-compliance.

Senator COLEMAN. Thank you, Ms. Petersen. Mr. Watson.

TESTIMONY OF MARK T. WATSON,! FORMER PARTNER, WASH-
INGTON NATIONAL TAX PRACTICE, KPMG, LLP, WASH-
INGTON, DC

Mr. WATSON. Chairman Coleman, Senator Levin, and Members
of the Subcommittee, good morning.

My name is Mark Watson. I am here today to provide informa-
tion to the Subcommittee regarding my experience working at
KPMG. In particular, I understand that the Subcommittee wants

1The prepared statement of Mr. Watson appears in the Appendix on page 285.
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me to address certain tax strategies that were approved and imple-
mented during my tenure at KPMG.

Before answering the Subcommittee’s questions, please let me
give a brief description of my background and my role at KPMG.
I am a graduate of Texas A&M University, where I received a
bachelor’s degree in finance and a master’s degree in tax.

In 1992, I joined KPMG as a staff accountant in their personal
financial planning practice, and I was located in the Houston,
Texas office. In 1994, I came to Washington on a 2-year rotation
in KPMG’s Washington National Tax Practice, which was the
group responsible for providing technical tax support to KPMG’s
field offices. In 1996, I moved to KPMG’s Dallas Field Office, where
I continued to work in the personal financial planning practice.
KPMG promoted me to partner in 1997.

I returned to Washington in 1998 as the partner in charge of the
Personal Financial Planning Group within the Washington Na-
tional Tax Practice. I developed significant experience in the areas
of individual income tax, fiduciary income tax, and estate and gift
taxes, as these were the areas of focus for the Personal Financial
Planning Group at that time, and that group provided technical tax
support to KPMG’s field offices regarding those matters.

Also at around this time, KPMG’s Washington National Tax
Practice assumed the additional role of participating in the review
and analysis of potential tax strategies that were to be sold and
marketed to KPMG clients and others.

When I was in the Washington National Tax Practice I reported
to Phil Wiesner, who was the partner in charge of that practice at
that time. I also reported to Doug Ammerman, who was the part-
ner in charge of KPMG’s Personal Financial Planning Practice.
During this time the Personal Financial Planning Group of the
Washington National Tax Practice was comprised of approximately
eight individuals, and I was responsible for supervising those indi-
viduals.

In the summer of 2000, KPMG transferred me out of the Wash-
ington National Tax Practice on a 2-year overseas assignment.
After I completed that overseas assignment, rather than return to
a position in the Personal Financial Planning Practice, I decided to
leave KPMG. Today, I continue to work in the tax area, focusing
on estate planning.

I would now be happy to address any questions that the Sub-
committee may have.

Senator COLEMAN. Thank you. Mr. Johnson.

TESTIMONY OF CALVIN H. JOHNSON,! ANDREWS & KURTH
CENTENNIAL PROFESSOR, THE UNIVERSITY OF TEXAS AT
AUSTIN SCHOOL OF LAW, AUSTIN, TEXAS

Mr. JOHNSON. My name is Calvin Johnson, and I teach tax and
accounting at the University of Texas in Austin.

My general conclusion is that tax shelters have done real damage
to the national tax system. Former IRS Commissioner Charles
Rossotti, said that the IRS is losing the war on tax compliance.
Some 80 percent of the most sophisticated taxpayers are avoiding

1The prepared statement of Mr. Johnson appears in the Appendix on page 286.
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their share of tax, he said. And I think that the figures support
that assessment. Real or effective tax rates are running at a max-
imum of 10 percent for corporations and investors, and these are
the people that Congress wants to and needs to tax at 35 percent.
The tax system is not in healthy shape.

Every day a cadre of well-trained, well-paid, highly-motivated tax
professionals have been launching vicious attacks on the tax base,
and they have done considerable damage. KPMG charged over $80
million for its BLIPS and SC2 shelters. We can be confident that
they destroyed many times that in terms of tax. Uncle Sam seems
to be losing the war against tax shelters.

I have two short comments on remedies. The first one is on retro-
activity. KPMG sold a shelter called BLIP or Son of Boss, which
depended upon the creation of artificial accounting losses by having
real liabilities, real economic liabilities assumed, be ignored for tax
purposes. The tax law was said to be blind to the assumption. Con-
gress fixed the problem by retroactive amendment of the Internal
Revenue Code, and then Treasury fixed the specific problems of
BLIPS with a retroactive amendment to the regulations going back
for 4 years.

I applaud the retroactive cure. The statute that BLIPS attacked
was drafted by the best minds in the country right before the Inter-
nal Revenue Code of 1954, spending a lot of time and deliberation
on this system. Sometimes a vicious attack like BLIPS opens up a
hacker’s windows in the best-designed system in the world. Some-
times it does not, but the litigation is required and the long war
of litigation prevents full enforcement of the law. Congress has to
react by fixing the hole retroactively.

I hope that the Treasury and the Congress will also fix the so-
called SC2 shelter retroactively to deny all of KPMG’s customers
any tax benefits. SC2 creates a second class of stock which sub-S
corporations are prohibited to have because it tries to separate the
tax on the income from the ownership of the underlying capital.
SC2 also separates the tax from the real economic ownership of the
income.

Going beyond the specific shelters, I would hope that the IRS
and Congress would set up a joint institution to conduct legislative
audits. The office would have the duty of fixing the tax law when
the shelters have ripped it open. Litigation is a long and ugly proc-
ess. Far better to cure the rips the shelters have caused by retro-
active fixes.

My second comment is on auditor independence. An auditor, a
CPA, has to have an attitude of extraordinary skepticism, even
hostility, to the firm that it is auditing. Nothing else will satisfy
the zealous loyalty to investors and to the capital markets that
CPAs must have. In this post-Enron world, CPAs cannot be offer-
ing tax shelters or business advice. The CPAs are trying to be both
the cop, the FBI Task Force, and also the consigliore to the very
same don, to the very family at the very same time, and it does
not work. They are not helping the public investors in the capital
market.

The remedy is simple. Firms auditing SEC statements need to
separate their auditing and advising functions into two unrelated
companies by spinoff or sale. In fact, I believe that under current
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law, the Sarbanes-Oxley Act, accounting committees may not ap-
prove for the sale, the purchase of a tax shelter from their auditing
CPA. It is a violation of their duty to ensure independence and
none of them should ever be approved. I think the auditing com-
mittees are going to face personal liability every time they say yes
to these under any circumstances.

Thank you very much.

Senator COLEMAN. Thank you very much, Professor Johnson.

Professor Johnson, my first question will be to you. How would
you grade Senator Levin’s description of BLIPS? [Laughter.]

Mr. JOHNSON. I thought it was superb. This man can come down
and teach my class, and bump me for a while.

Senator COLEMAN. Thank you.

Senator LEVIN. I was going to say thanks for asking, but I was
not sure what the answer was.

Mr. JOHNSON. I'm on your side.

Senator COLEMAN. Ms. Petersen, in your prepared testimony you
talked about BLIPS transactions lacking economic substance. Can
you fugther explain that? What does it mean to lack economic sub-
stance?

Ms. PETERSEN. Economic substance has a number of tests that
you look at. One is that there are no economic advantages other
than the tax savings. The tax benefits outweigh the economic risks
and the potential profit, and third, that there’s no business purpose
separate from the tax consequences. So usually there’s just no jus-
tifiable business purpose for the transaction other than to reduce
taxes% and the transaction usually lacks the potential to generate
a profit.

Senator COLEMAN. We focused today on BLIPS and SC2. Clearly
though there are a range of these schemes that are out there:
COBRA, which was marketed by Ernst & Young; Son of Boss,
which was marketed by Pricewaterhouse Coopers. Do they all bear
the general characteristics that you testified to today?

Ms. PETERSEN. Yes. In each of those cases you can see where
they’re trying to create an artificial or non-economic loss, and very
often they will use different mechanisms to be able to inflate, in
those situations, the basis of a pass-through entity, so that the
owner gets a higher basis than they should normally be entitled to
without any risks, and then they go and claim that as a loss when
they dispose of the——

Senator COLEMAN. So you have it within the industry—first, let
us back it up. People made a lot of money in the 1990’s.

Ms. PETERSEN. Yes.

Senator COLEMAN. There is a lot of cash out there. And you have
within the industry, either a loophole in the law or blinders on the
law enforcers. A whole industry is saying, we can come up with
ways in which there is very little risk, but an opportunity to write
off massive loss. Would that be an accurate assessment?

Ms. PETERSEN. That is correct.

Senator COLEMAN. Aside from holding the tax preparers account-
able, how do we prevent this? Many of these firms have come and
said, we do not do this any more, they have acknowledged this as
headed down the wrong path—but how do we stop this tomorrow?
What is it that we need? You talked about a Taxpayer Trans-
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parency Act. Would it be your testimony that a Taxpayer Trans-
parency Act are things that we can do to prevent this in the fu-
ture?

Ms. PETERSEN. Yes, very definitely that would help, but we
would also like to see—I think Mr. Johnson may have touched
upon this—Sarbanes-Oxley Act, that same concept, extended to tax
return preparers, to say, if you're going to sell and market these
shelters, then you cannot sign the tax return for the taxpayer in-
vestor that’s claiming those. You need to send them to another
firm. Let another firm take an independent look at the transactions
and make the adequate disclosures on there.

We would like to see some sort of a licensing or registration of
tax return preparers, because until you are able to take away their
ability to do their profession, if you're only looking at penalties,
they’re going to continue to do what they do as long as economi-
cally it makes sense to do that.

And we would like to see the ethical standards raised for tax pre-
parers. Right now they have this idea that as long as it’s not illegal
or there’s nothing that blatantly tells them you cannot do this par-
ticular thing, they’re going to go ahead and try and take those posi-
tions, and so we really need to have them come up on their stand-
ards and try to support the whole spirit and the purpose of the
laws.

Then we’d like to see publication of a list of opinion providers,
whose opinions are really inadequate. Sometimes these opinions
mislead the person that they're giving the opinion to, to think that
they’re going to be able to avoid penalties, when the reality, they're
kind of circular. They rely strictly on the taxpayer making rep-
resentations. And that’s how the opinion is given. So we would like
to see, as we find these firms that give faulty opinions, to publish
that, let the public be put on alert that they can’t rely on those
opinions issued by those firms.

We also see great abuse with the fee structure. Some of the firms
use contingency fees, meaning up front they’ll go in and sell the
work that they’re going to do and say, we’ll take a percentage of
the benefits that you get derived from that——

Senator COLEMAN. You have any problem with firms marketing
SC2? I mean my sense is that with SC2 in particular, they are
doing cold calling out there to Subchapter S corporations. You have
a concern with that?

Ms. PETERSEN. Yes. You're talking about companies that prob-
ably wouldn’t otherwise be looking to get in these types of invest-
ments, now feeling the pressure that everybody’s doing this, that
they ought to take advantage of this, and they might not have oth-
erwise thought of this.

Senator COLEMAN. Let me ask you one other question. What is
the culpability to the taxpayer in these schemes?

Ms. PETERSEN. Well, the taxpayer is going to have to pay back
the amount of tax that they sheltered, that was incorrectly shel-
tered, and then they’re going to also be subject to potential pen-
alties. Right now California probably has stiffer penalties than the
Feds do because we enacted our legislation and you haven’t enacted
that yet.
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Senator COLEMAN. But do you absolve them of culpability if they
have an opinion from their accounting firm, they have a legal opin-
ion, typically from a law firm in these cases—and we are going to
examine that more on Thursday—in spite of that, do they still have
culpability?

Ms. PETERSEN. They may, because even though they might try
to rely on the opinions, if the opinion is faulty or if it is issued by
someone that has promoted that particular shelter, we’re going to
}:{)okhat it and say that your reliance is invalid and that you can’t

o that.

Senator COLEMAN. Mr. Watson, I want to focus a little bit on
your knowledge of and involvement in dealing with BLIPS in par-
ticular. Did you have a chance to review the BLIPS transactions
when this concept was being developed?

Mr. WATSON. Yes, I did.

Senator COLEMAN. Who was responsible? I presume there had to
be some discussion, when you were establishing something like
BLIPS, somebody had to be saying, well, is it legal? Is it not legal?
Can you talk to me how that worked within the firm?

Mr. WATSON. Sure. Perhaps I should just overview the process
that we went through to review and approve BLIPS. BLIPS was
one of the first tax strategies that was put through KPMG’s newly-
structured review process, and that new review process was imple-
mented probably in the fall of 1998. The review process involved
KPMG’s Washington National Tax Office, the Tax Innovation Cen-
ter, which was recently created, and KPMG’s Department of Pro-
fessional Practice.

The Washington National Tax Office’s role was to review, and if
possible, approve a tax strategy based on the applicable tax law.
So that’s where the legal analysis was made.

The Tax Innovation Center was there to really facilitate the re-
view process in the sense of making sure that adequate resources
were available and then participating or helping with the develop-
ment of marketing materials and the deployment of approved strat-
egies.

And finally, the Department of Professional Practice’s role was to
determine that, if a tax strategy was approved by the Washington
National Tax Office, whether the business risks associated with
that strategy were appropriate for KPMG to be involved with, and
they also made sure that the auditor independence rules were suffi-
ciently addressed.

So that’s how we went through the review process. We really had
three different groups looking at the various issues, both from a tax
standpoint and from a business risk standpoint. And to answer
your question, yes, these issues were debated, they were examined
at some length. And in fact, the review process with BLIPS offi-
cially started on February 11, and after numerous meetings, nu-
merous e-mail messages and hundreds of hours of tax research, it
was finally approved around May 10, 1999.

Senator COLEMAN. According to judicial precedent, there must be
reasonable opportunity to earn pre-tax profit. Do you believe that
the BLIPS transaction allowed for this, and if not, why not?

Mr. WATsON. That was my primary concern with the BLIPS
transaction. I was never comfortable that BLIPS provided a reason-
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able opportunity to make a reasonable pre-tax profit, and I didn’t
believe that it could make a reasonable pre-tax profit primarily be-
cause of what Senator Levin disclosed in his opening statement,
that very little of the proceeds were going to be invested in a man-
ner that could generate a sufficient rate of return.

Senator COLEMAN. And you in fact sent out an e-mail raising this
issue; is that correct?

Mr. WATSON. Yes, sir, that’s correct.

Senator COLEMAN. I have a copy of it. It is Exhibit 80,1 and if
staff could give Mr. Watson a copy. It is an e-mail dated Wednes-
day, May 5, 1999, 9:21 a.m. In that you say, “According to Presidio,
the probability of making a profit from this strategy is remote, pos-
sible but remote. Thus, I don’t think a client’s representation that
they thought there was a reasonable opportunity to make a profit
is a reasonable representation. If it isn’t a reasonable representa-
tion, our opinion is worthless.”

Can you talk to me about Presidio’s role? Did you have an opin-
ion from Presidio as to what they thought of this transaction?

Mr. WATSON. Yes. This e-mail message was the result of a meet-
ing that I attended on April 30 and May 1, 1999, where Presidio,
members of Presidio, were present to explain the investment strat-
egy, in essence, to the partners who were going to be selling this
transaction.

Senator COLEMAN. Can you explain again Presidio’s involvement
in the transaction?

Mr. WATSON. Presidio was the investment adviser. They ar-
ranged for the investment side of this transaction to take place.

Senator COLEMAN. In the KPMG tax opinion that I have had a
chance to review, Presidio represents there is a reasonable oppor-
tunity for pre-tax profit. My question is, does this representation
seem credible based on the May 5 e-mail?

Mr. WATSON. It did not seem credible to me, no.

Senator COLEMAN. Can you explain how they got there?

Mr. WATSON. Senator, I don’t know how they go there on this
issue. This was my primary concern and the reason I continually
raised the issue with Mr. Wiesner and Mr. Smith, but they decided
that this was a reasonable representation and that the opinion let-
ter could be issued.

Senator COLEMAN. I also understand that you were concerned
about who was the borrower in the BLIPS transaction and the fact
that the bank required the loan to be paid in 60 days. Can you ex-
plain the significance of these issues and why you feel they nega-
tively impacted KPMG’s ability to issue an opinion to its clients?

Mr. WATSON. Well, the who’s the borrower issue really related to
whether you could get the basis with respect to the premium, in
other words, the $20 million loss that Senator Levin described. We
were concerned that the individual taxpayer would not be treated
as the true borrower, but rather the investment fund itself would
be treated as the true borrower, because the bank really had sig-
nificant restrictions on the use of the money. It was just really
transferred from one account at the bank to another account at the
bank in a very short period of time. So we feared that an easy at-

1See Exhibit No. 80 which appears in the Appendix on page 664.
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tack on this transaction was for the IRS to just argue that the tax-
payer never really borrowed the money, and therefore there is no
basis for which to claim a loss.

Senator COLEMAN. Were these concerns ever resolved to your sat-
isfaction?

Mr. WATSON. Not to my satisfaction, no, and nor to Mr. Rosen-
thal’s satisfaction, who expressed some significant concerns specifi-
cally on who’s the borrower issue.

Senator COLEMAN. Two other questions, three questions. Who is
Larry DeLap?

Mr. WATSON. Mr. DeLap was the partner in charge of KPMG’s
Department of Professional Practice for the tax practice at that
point in time.

Senator COLEMAN. Do you recall a telephone conversation with
Larry DeLap, during which you indicated to him that all of your
concerns were resolved regarding the BLIPS transactions?

Mr. WATSON. I don’t recall that conversation, Senator. It may
very well have taken place, and in fact, I will assume that it took
place, but I'm quite certain that I did not tell Mr. DeLap that I was
comfortable with the BLIPS transactions or that all my concerns
had been resolved, and in fact that’s completely inconsistent with
the e-mail messages that I wrote both before and after the date of
this purported conversation.

Senator COLEMAN. The last question, and we will do another
round. Do you consider it unusual for KPMG to go forward with
the strategy despite the fact that several technical partners, your-
self, apparently Mr. Rosenthal, had significant problems with it,
and if so, why do you believe they went forward with it anyway?

Mr. WaTsON. Well, I was disappointed with the decision, but
again, a lot of people were involved in this review process, a lot of
smart partners with significant experience, including Mr. Wiesner,
Mr. Smith, Mr. DeLap, and Mr. Eischeid. And so, when they de-
cided that, despite our reservations, despite our concerns, to move
forward, there was really nothing left for me to say.

Senator COLEMAN. Senator Levin.

Senator LEVIN. Let me go through some of those e-mails with
you. On May 7 and May 10, you and Mr. Rosenthal, that is Steve
Rosenthal, met with Mr. Wiesner and Mr. Smith to discuss your
concerns. Mr. Wiesner announced apparently at that point that the
decision was made to move forward with BLIPS. What took place
at those meetings? Did you express your problems with this BLIPS
deal?

Mr. WATSON. I recall that we met to discuss my concerns and
Mr. Rosenthal’s concerns regarding economic substance and who
was the borrower. I wouldn’t describe the meeting as a substantive
conversation, but we did lay out our concerns, and Mr. Smith and
Mr. Wiesner did respond with why they thought it was not a prob-
lem, cited some cases, which Mr. Rosenthal later researched and
replied that he was still not comfortable with the who’s the bor-
rower issue.

Senator LEVIN. There are two distinct problems that you had, is
that correct? One was who was the borrower.

Mr. WATSON. Correct.
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Senator LEVIN. It was your conclusion that there were grave
doubts that the borrower here was the taxpayer; is that correct?

Mr. WATSON. I was concerned about that, yes.

Senator LEVIN. When you say you were concerned, you indicated
in your e-mails and otherwise, as I understand it, that the bor-
rower here was really effectively the partnership if there was any
loan at all. Is that correct?

Mr. WaTsoN. That’s what I was afraid of, yes, that the conclusion
would be that the partnership borrowed the money and not the in-
dividual taxpayer.

Senator LEVIN. That would be because?

Mr. WaTsoN. That would be because the bank controlled the
funds and the taxpayer actually never received the funds.

Senator LEVIN. There was, in addition to that question—assum-
ing there was a loan, who was the borrower—there was the under-
lying question of whether or not there was a loan at all. Is that cor-
rect?

Mr. WATSON. Yes. That was a concern as well, whether this was
truly a bona fide loan.

Senator LEVIN. The reason that you had doubts about that was
because?

Mr. WATSON. Again, because of the significant restrictions placed
on the loan proceeds.

Senator LEVIN. Would you list those restrictions?

Mr. WATSON. I think you adequately listed it. It was the collat-
eral requirement that was contained in the loan documents that in
essence prohibited those loan proceeds from being invested in any
manner other than money market type instruments.

Senator LEVIN. The collateral requirement was for how much?

Mr. WATSON. At least 101 percent, if I recall correctly.

Senator LEVIN. Ms. Petersen, let me ask you about both BLIPS
and SC2. Before I do that, let me just go back.

Is it fair to say, Mr. Watson, without going through all of the e-
mails, that you expressed your problems with BLIPS on a number
of occasions in a number of ways to Mr. Wiesner, Mr. Eischeid, and
Mr. DeLap?

Mr. WATSON. Yes, sir, it is, numerous times.

Senator LEVIN. Now let me go to Ms. Petersen.

I want to get yours and the other witness’s quick assessments of
the two tax products that we are focusing on here today, BLIPS
and SC2. In your opinion, do these two tax products comply with
Federal tax law?

Ms. PETERSEN. No.

Senator LEVIN. Mr. Watson.

Mr. WATSON. I think they comply with a technical reading of
Federal tax law, yes. I did not think these were fraudulent trans-
actions. But as to BLIPS I did not believe that it met the standard
of more likely than not primarily because of the economic sub-
stance issue.

Senator LEVIN. And more likely than not would mean that you
did not believe it was more likely than not that they would be sus-
tained in a court?
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Mr. WATSON. Correct, that they would be—that the tax results
would be sustained by a court of law if challenged by the Internal
Revenue Service.

Senator LEVIN. Mr. Johnson, in your judgment were these two
tax products in compliance with Federal law?

Mr. JOHNSON. I think the IRS can beat them.

Senator LEVIN. Should they beat them?

Mr. JOHNSON. Oh, absolutely.

Senator LEVIN. If we look at the chart with the three mass mar-
keting quotes on them, I think this is Chart 3. I am sorry, it is
Chart 1c.! T gave the wrong number.

The first line is from a KPMG e-mail: “Look at the last partner’s
scorecard. Unlike golf, a low number is not a good thing. A lot of
us need to put more revenue on the board.” This is talking about
tax shelter sales.

Another internal KPMG e-mail: “Sell, sell, sell.”

A third KPMG e-mail: “We are dealing with ruthless execution,
hand-to-hand combat, blocking and tackling. Whatever the mixed
metaphor, let’s just do it.”

Professor Johnson, what is your reaction to that kind of culture?

Mr. JOHNSON. Certainly not surprise. KPMG’s assessment is
they’re making a lot of fees and that the penalties that will be in-
curred on them are not high enough going to stop them. Oliver
Wendell Holmes said that it’s a case of holding in the bad man.
You simply can’t rely on an ethical role. The penalties of money or
maybe a little bit of jail time are the only thing that are going to
do it.

Senator LEVIN. Ms. Petersen, what is your reaction to those kind
of comments?

Ms. PETERSEN. I think it is just reflective of the greed of the
firms, the desire to make as much money at any cost that they pos-
sibly can.

Senator LEVIN. I want to get a little more detail from you, Ms.
Petersen, about the BLIPS shelter. You testify about it in your
written testimony, but you did not get into it in any detail. You did
in response to the Chairman’s question a bit, and I want to press
you a little more on that. In your review of BLIPS, would you go
into the question of whether or not there was economic substance
in a little more detail than you did to the Chairman’s question?

Ms. PETERSEN. I think you described in great detail of how the
transaction is put together.

Senator LEVIN. Would you describe it in your words though,
whether or not you believe there was economic substance?

Ms. PETERSEN. I don’t think there is economic substance to that
transaction. Again, the only way that they are creating that loss
is not because the investor or the taxpayer was out $20 million, be-
cause they borrowed everything. They only got there as a phony
paper loss. So they inflated the basis of the partnership or pass-
through entity’s based and then took that as a loss. It had nothing
to do with the amount of money that was invested by the taxpayer.

Senator LEVIN. You have done some examinations, I believe, of
the BLIPS transactions; is that correct?

1See Exhibit No. 1c. which appears in the Appendix on page 384.
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Ms. PETERSEN. I've looked at the BLIPS transaction, yes.

Senator LEVIN. Have you seen any taxpayers who made a profit
as an investment? In other words, putting aside the tax benefit
here, the tax loss, which was created by this shelter, did you see
any taxpayers who made a profit on that small investment portion
that they put in?

Ms. PETERSEN. I don’t recall. I can tell you that these things
were very short-lived and came and went over maybe a 60-day pe-
riod of time.

Senator LEVIN. Was the loan ever at risk here, the so-called loan
ever at risk?

Ms. PETERSEN. Looking at the terms of the loan and the restric-
tions on that loan, no, I don’t think so.

Senator LEVIN. Also looking at the collateral requirement?

Ms. PETERSEN. The collateral requirement, that’s right.

Senator LEVIN. Where was that loan? Was that not retained in
the bank?

Ms. PETERSEN. I don’t know.

Senator LEVIN. Was the loan needed for that small investment
that was there? I know it was needed obviously to create the tax
loss, but in terms of the small investment portion of this deal?

Ms. PETERSEN. No. It was only there just to create the loss.

Senator LEVIN. It was what?

Ms. PETERSEN. Only there just to create the loss.

Senator LEVIN. Did you have a chance to review the opinions
that were issued by KPMG relative to this shelter?

Ms. PETERSEN. Yes, I did.

Senator LEVIN. Based on that review, do you think that the
KPMG BLIPS opinion letter was one that a client could gain some
assurance from?

Ms. PETERSEN. The difficulty I found with that opinion letter is
that it relied very heavily on representations, and in particular on
a representation made by the taxpayer, that they had reviewed the
economics of the transaction, and they made a statement that they
were going to be able to make a profit. But you have to question
whether the taxpayers themselves really understood the complex-
ities of these transactions to be able to make that determination.
In that opinion, there’s about 16 pages discussing economic sub-
stance, and the conclusion of it is strictly based on the representa-
tion that was made by the taxpayer.

Senator LEVIN. On the SC2, you mentioned in your written testi-
mony that the SC2 opinion letters that you reviewed were “grossly
deficient.”

Ms. PETERSEN. Yes.

Senator LEVIN. Can you elaborate on that point, to be my final
question for this round?

Ms. PETERSEN. Well, the opinion letters that I saw dealt with
some of the code sections, but failed to really address any of the
tax doctrines that we look at in these cases. So they didn’t talk
about step transaction. They didn’t talk about assignment of in-
come. They didn’t talk about those doctrines which is what you
have to look at to say, does this thing hang together or not? They
didn’t address economic substance. They didn’t address any of
those types of things, just went down through a series of code sec-
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tions. Well, we can do this here. Here’s a case that we think we
don’t meet the facts of those cases, and we think we’re clean on
this transaction.

Senator LEVIN. In your judgment were they grossly deficient?

Ms. PETERSEN. Yes.

Senator LEVIN. Thank you. My time is up.

b Senator COLEMAN. Thank you, Senator Levin. Senator Lauten-
erg.

Senator LAUTENBERG. Thanks, Mr. Chairman.

I am a little bit more interested in how we got to where we are
because of the criticism I hear from my former colleagues in the
corporate world, that the government is complicating life so much
and interfering in many ways with their ability to make forecasts,
etc., all of which I consider as part of an incredible conspiracy to
deceive the public and the government.

I am kind of curious about how were colleagues of yours in the
accounting world seduced into cooperating with these deceptions
we saw out there? What kind of devices were traditionally used to
say, to exchange it for simply a pat on the back as it used to be
for a good job? How much of this was affected as a result of the
division of the firm into essentially two principal parts, one the au-
diting side and the other the consulting side?

Mr. WATSON. First, with respect to your question about the au-
diting and consulting side, I had no involvement with the audit
practice so I can’t answer what kind of activity was taking place
in the audit practice. My experience was solely limited to the tax
practice.

With respect to your question about how professionals were se-
duced, I don’t know that professional were seduced, per se. There
certainly was a tremendous amount of pressure being applied from
the leadership at KPMG to review, and if possible, approve these
transactions, because they had tremendous marketplace potential
to generate revenue for KPMG. Nonetheless, I feel, at least based
on my experience, that, with the exception of economic substance
in the case of BLIPS, a thorough review was applied and the pro-
fessionals did act in a professional manner to reach their conclu-
sion.

Senator LAUTENBERG. Mr. Johnson, do you have any knowledge
or observation about what it is, what happened when the account-
ing firms split their business? Was that then a lead in to sharing
the profits more directly, as opposed to simply the audit function
which made sure the books were presented honestly? We saw a
huge change in character during this period of time, and I am won-
dering where it went wrong. I did a lot of work for the accounting
firms in my former corporate life.

Mr. JOHNSON. I think the bottom is obviously money. There is an
awful lot of money to be made by beating the IRS, and the IRS is
perceived increasingly as being a paper tiger that doesn’t have
enough smarts, doesn’t have enough ability to stop anything. If the
IRS is going to leave millions of dollars hanging around on the
table, then I think their perception is all they’re doing is going in
and picking it up.

There is no question that the accounting firms are now consider-
ably compromised in their independence. Theyre supposed to be
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very skeptical about the firms that they’re auditing. They are serv-
ing the investing public to ensure fair disclosure. I think the coun-
try was utterly shocked by Arthur Andersen, the one that had the
best reputation of all, to find out that firm was teaching Enron how
to make their financial statements absolutely meaningless by guid-
ing them through the elaborate mine field set up by accounting
standards to protect investors.

I don’t think the accountants understand the degree of righteous
anger that investors have against firms like Arthur Andersen.
Enron went from the 7th largest company in the country to over-
night being absolutely worthless, and all who touched Enron lost
their nest eggs, lost their life savings. And Arthur Andersen helped
them do it. They were supposed to be the cops. They were supposed
to be somebody that you could depend on. They were supposed to
be the sign of absolutely moral rectitude, and it turns out that they
were co-conspirators. They had been co-opted and captured in full.
There is no question that this making a lot of money, giving advice,
selling sleazy tax shelters to the client is utterly inconsistent with
their cop role, and I think the cop role has been utterly com-
promised. I think that accountants simply have no business having
that business advisory function and the cop function within the
same firm. They've got to split up, they've got to spin off or sell.
We depend on the accountants’ credibly to ensure that we’re get-
ting good financial statements, and those people are turning out to
eat too many donuts. The cops are eating too many donuts.

Senator LAUTENBERG. There is a lot of slippage here, and it is
discouraging and demoralizing for the public. What do they do?
They see their pension fund evaporating in front of their eyes, and
much of that is caused by this incredible greed culture which has
developed in the country, where a CEO comes in and signs a 5-year
contract, and is forced emotionally and financially to say, if you do
not join in you are kind of maybe stupid. Join in. Get your stock
price up. Forget about what the company is going to look like 5
years, 10 years from now, what you turn over to a successor when
that happens, because inevitably it does, and the bonuses are in
the so many millions that it is hard to conceive that that could be
created without permanently damaging the companies, and it has
in many instance.

There was a comment made about board members. I predict that
one day you will see a class of professional that works exclusively
boards, because otherwise you cannot get someone to leave their
regular business responsibilities, come over, join in, take a hit if
one occurs by permitting something to sneak through, and I think
that that cozy cooperation between a board and the CEO or the
chairman or whomever makes these recommendations for board
memberships is going to find that there are not people around who
they can be so proud of to come along and join their boards unless
the protections are so high that it alters the thinking function of
the board member.

What do we think about expanding, as Ms. Petersen said, the
Sarbanes-Oxley Act requirements to the accounting function? Is it
a good idea for government to get more involved at this juncture.
How do we cure the problem that we have? This is not simply the
tax shelters, and that is what I said initially, and that is to make
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sure that the public is getting a fair shake on the information on
the data they receive.

Mr. JOHNSON. I think separating the auditing function and busi-
ness advising functions is a first step, an absolutely mandated first
step, that you can’t be simultaneously trying to help and trying to
be a cop against an audited firm.

Senator LAUTENBERG. Ms. Petersen, do you have a view?

Ms. PETERSEN. I think I gave my comments, but I think you need
to remember that the firms have a tax preparer side, so there’s the
tax side, there’s the auditing side. They may have business con-
sulting. And what we’re missing is looking at the tax return pre-
parers, and that’s the concern we have, is what are those preparers
doing? What are their duties? What are the requirements on them?

Senator LAUTENBERG. What are their opportunities? That is the
question, you see.

Ms. PETERSEN. Their opportunities are great.

Senator LAUTENBERG. Yes. The opportunities for deception, there
is almost a demand out there to see how clever you can be and
avoid paying tax, and I find it irritating. Again, having spent 30
years of my life in the corporate world gives me a little bit different
insight, and I believe that if you make it, you pay, and that is the
way it ought to be, fairly straightforward. I see the Center for
Budget Policy Priorities, a research group, said preliminary tax for
this year indicate corporate taxes account for just 7.4 percent of
total tax receipts, down from in the 1960’s when it was 21 percent
of total receipt. I do not say that 21 percent should be the mark
we are trying to toe, but there has been far less required of wealth
taxpayers now than there perhaps has ever been. It is not fair and
deprives us of revenue opportunities.

The fact is that my time has expired. [Laughter.]

Thank you very much.

Senator COLEMAN. Thank you, Senator Lautenberg.

Mr. Watson, I think you indicated in response to Senator Levin’s
question that you thought the BLIPS was thoroughly reviewed?

Mr. WATSON. With the exception of the economic substance issue,
yes.

Senator COLEMAN. I am trying to understand how we get from
a thorough review of very bright professionals, where there clear-
ly—I am not an accountant. I did not do too well in math—and as
I look at this, I ask where is the substance? Where is the risk? I
am trying to understand how we got there. In fact, let me direct
this question to Mr. Johnson. I will come back to you, Mr. Watson.

Professor Johnson, is it your sense, Professor, that what you
have here is kind of a risk versus benefit kind of analysis. The risk
is a buck, the benefit, whether caught or not caught is 10 bucks.
So why not do it? Is that your sense?

Mr. JOHNSON. Absolutely. Phil Wiesner is not a rogue elephant.
He’s not an unusual member of this community. He is core to man-
agement. This is a KPMG official decision by the core of manage-
ment, and it’s really unfair to consider this to be an aberration. It’s
not an aberration. It is a system, people reacting to the system in
places in which the penalties are very low, trivial, nonexistent, and
the rewards of not paying tax are very high. I'm not sure we should
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get moralistic. It’s just a matter of creating the right system incen-
tives and throwing some people in jail.

Senator COLEMAN. But is this because the law allows it? I mean,
again, this is not just KPMG, it is all the firms. Ms. Petersen
talked about a variation of these, opportunities for folks to wipe
their loss off the books and avoid paying taxes. Is it because the
law allows it or because the IRS does not catch it?

Mr. JOHNSON. Well, it’s a combination of both. They're finding—
they’re creating hacker’s windows. The tax law looked like it was
beautiful and a good safety net, and worked and fully described,
and then—these are very highly motivated, very well trained, very
well paid professionals who are sitting there in a skunk works full
time. The best minds of our generation are now spent in skunk
works tax shelters. Sometimes they work, or at least they appear
to work.
hSenator CoLEMAN. What is a skunk works? I am sorry, I missed
that.

Mr. JOHNSON. A skunk works is——

Senator COLEMAN. We do not have those where I grew up in
Brooklyn.

Mr. JOHNSON. A skunk works is a factory that creates dirty
tricks in the middle of war. It’s the creative people who figure out
how to do nasty things to the Nazis or Commies or the IRS, one
or the other its kind of the same view. They are the high-tech peo-
ple that are going to do a whole bunch of dirty tricks. Sometimes
those people win, even against a well-designed tax system.

Sometimes we have to have extensive litigation to fix these. The
only justification for litigation is that it’s a little bit better than the
trial by combat that it replaced. After 10 years of litigation, some-
times the IRS wins. So a lot of it is that they’re very creative de-
stroyers, and they succeed in destroying stuff. Then sometimes it’s
just that the IRS doesn’t have as much talent, doesn’t have as
many resources. Everybody kind of hates the IRS, so they sit there
being held back, and they don’t compete as well. They don’t wake
up in the morning with that same sense of viciousness that the
skunk works people do. You've got to give the skunk works credit.
There are times in which in this war over money the most talented
lawyers win it. Is it compliance or is it illegal? The answer is, well,
sometimes their schemes are so brilliant they in fact—work. They
created a loophole. They really did create it. They won. And you
can take it all the way to the Supreme Court and they’ve still cre-
ated the loophole.

Senator COLEMAN. One last question. One of your recommenda-
tions of action for the Federal Government, allow the government
to turn over the suit for damages to aggressive plaintiff lawyers for
a reasonable fraction of the return. Can you discuss that?

Mr. JOHNSON. Yes. In fact, the plaintiffs’ lawyers are starting to
get active in this stuff. They think that there is a breach of con-
tract action. You know, you promised to save me $10 million worth
of tax and the IRS caught me, and I want my $10 million from you.
And that is kind of a regular contract.

I will say if there is anybody who is as talented, vicious, hard-
driving, and smart as the skunk works tax shelter people are, it
is the plaintiffs’ bar. The plaintiffs’ bar are very talented people,
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and in some sense, if we want our tax enforced, maybe we ought
to put talent against talent.

There is a lot of damage that has been done, just pure uncom-
pensated damages to Uncle Sam, to our country, and it seems to
me quite ordinary law to say if you have done damage, then you
ought to be obligated in a civil court of law to make amends, pay
compensation for the damage that you have done. The system
works in other areas. I think it might work here.

Senator COLEMAN. Thank you, Professor. Senator Levin.

Senator LEVIN. Thank you. Sometimes these very -creative
schemes that the skunk works produce are found to be legal. Is
that correct? They have created a loophole, as you put it.

Mr. JOHNSON. Yes.

Senator LEVIN. Is it also true that sometimes they are found to
be illegal?

Mr. JOHNSON. Yes.

Senator LEVIN. So when you say it is a combination of both,
there are some that turn out that will be found not to be illegal,
and there are some that will be found to be illegal. Is that accu-
rate?

Mr. JOHNSON. Yes. Jerome Kurtz, who was Commissioner of In-
ternal Revenue Service some years ago, had to define a tax shelter
as those that did not comply with the law because the IRS function
is to force compliance with the law. But a tax shelter goes way be-
yond that.

There are a lot of cases in which you rip the fabric apart of a
perfectly good system and make it into jelly, make it into Alz-
heimer’s networks or something completely dumb, completely para-
lyzed, completely open and unable to collect tax. That is why I
think you need a legislative audit, a combination of Congress and
IRS who can go back and say, no, maybe that was the interpreta-
tion, but it is a bad interpretation, that is not what we intended
to do. We intended to write a beautiful tax system that worked.
The Supreme Court often says the taxpayers should win on an in-
terpretation that is outrageous, and those things need to be fixed
retroactively very fast. You need to repair your tax base.

The tax base is sacred. Countries decline and disappear when
their taxpayers get in bad shape, and ours is in awful shape and
it needs to be defended against this crap.

Senator LEVIN. I could not agree with you more, but also, I think
part of that is that some of the tax shelters which have been cre-
ated are “abusive but found to be illegal.” Is that correct?

Mr. JOHNSON. Absolutely. I hope all these get found to be, but,
it is—

Senator LEVIN. Found to be illegal?

Mr. JOHNSON. Yes, found to be illegal. But it is still

Senator LEVIN. All right. Let me now go

Mr. JOHNSON. It is still up in the air. You know, on some of these
you have not decided.

Senator LEVIN. I think they were, and I hope they are found to
be.
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Now let me go back to Mr. Watson. If you would, would you turn
to Exhibit 88?1 I want to go through this with you.

These are a series of e-mails, and if you look at the one from you
to a bunch of folks, Eischeid, Ammerman, relative to BLIPS on
May 5, and these two dots—do you see those two dots there? OK.
Now, I want to read these to you because it seems to me these are
very significant and come to the heart of the matter as to what
your reaction was to BLIPS.

“According to Presidio, the probability of making a profit from
this strategy is remote, possible but remote. Thus, I don’t think a
client’s representation that they thought there was a reasonable
opportunity to make a profit is a reasonable representation. If it
isn’t a reasonable representation, our opinion letter is worthless.”

Now, when you said that, “according to Presidio,” that is what
Presidio told you at a meeting, which is where you got started real-
ly worrying about this BLIPS thing. Is that correct?

Mr. WATSON. Yes, Senator, that’s correct.

Senator LEVIN. Because what they told you at that meeting was
different than what you had previously understood. Is that correct?

Mr. WATSON. That’s correct.

Senator LEVIN. All right. Now, the next dot: “The bank will con-
trol via a veto power over Presidio how the ‘loan’ proceeds are in-
vested. Also, it appears that the bank will require this ‘loan’ to be
repaid in a relatively short period of time, e.g., 60 days, even
though it is structured as a 7-year loan. These factors make it dif-
ficult for me to conclude that a bona fide loan was ever made. If
a bona fide loan was not made, the whole transaction falls apart.”

Now, those were your words, right?

Mr. WATSON. Yes, sir.

Senator LEVIN. And in your judgment—you have given us your
judgment already here this morning—you had doubts that a bona
fide loan was made.

Mr. WATSON. Yes.

Senator LEVIN. And if it was not, this whole transaction, in your
words, falls apart. Correct?

Mr. WATSON. It would not produce the tax results desired.

Senator LEVIN. All right. Now, if you were told by—it would not
produce it.

Mr. WATSON. It would not produce the desired tax results.

Senator LEVIN. In other words, the IRS would not allow it be-
cause it was not consistent with the tax code. Is that another way
to say that?

Mr. WATSON. Well, if there was no bona fide loan, then there was
never any basis to claim a loss for.

Senator LEVIN. And, therefore, they could not properly claim the
deduction.

Mr. WATSON. That’s correct.

Senator LEVIN. All right. Now, Presidio told you, as I understand
your e-mail, that the probability of making a profit from this strat-
egy is remote, possible but remote. Is that correct?

Mr. WATSON. That’s correct.

1See Exhibit No. 88 which appears in the Appendix on page 677.
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Senator LEVIN. And then when you stated your concerns to the
folks that you talked to, they said we are going to get some addi-
tional representations from Presidio. Is that correct?

Mr. WATSON. That’s correct. This problem was cured through
representations.

Senator LEVIN. Just representations, which they obtained from
Presidio. Correct?

Mr. WATSON. Correct.

Senator LEVIN. And here is one of the representations that was
made to “cure the problem.” Presidio has represented to KPMG the
following—this is dated December 31, 1999. It is not in the exhib-
its. “Presidio believed there was a reasonable opportunity for an in-
vestor to earn a reasonable pre-tax profit, in excess of all associated
fees and costs, and without regard to any tax benefits that may
occur.” That was exactly the opposite of what Presidio acknowl-
edged to you, wasn’t it?

Mr. WATSON. It was, yes.

Senator LEVIN. And yet after you told the folks at KPMG that
Presidio told you that, in fact, there was little probability of mak-
ing a profit, or to put it differently, it was remote, they made a rep-
resentation that Presidio said the opposite, and this came after you
told them what Presidio had told you. Is that correct?

Mr. WATSON. That is correct, yes.

Senator LEVIN. All right. My time is up. I had one more subject.

Senator COLEMAN. Senator Levin, do you want to pursue one
more subject?

Senator LEVIN. Just one more quick subject, if I can, and that
has to do with the issue of grantor trusts, and this is something
of a separate issue.

The Subcommittee has come across some material suggesting
that with respect to OPIS and BLIPS, grantor trusts were used to
net out gains and losses and to obscure reporting at the individual
taxpayer level. Can you explain—well, let’s go to Exhibit 101 be-
cause I think time-wise we are going to have to cut through a little
quicker.

In Exhibit 10, you appear to be expressing your views that, with
regard to your own analysis of the use of grantor trusts relative to
the OPIS transaction, that those grantor trusts, in your words,
“Notwithstanding the conclusion reached in the ‘grantor trust
memo,” I don’t think netting at the grantor trust level is a proper
reporting position. Further, we have never prepared grantor trust
returns in this manner. What will our explanation be when the
Service and/or courts ask why we suddenly changed the way we
prepared grantor trust return/statements only for certain clients?
When you put the OPIS transaction together with this ‘stealth’ re-
porting approach, the whole thing stinks.”

That is in Exhibit 10. Those are your words?

Mr. WATSON. Yes, sir.

Senator LEVIN. And is that what the firm was doing?

Mr. WATsON. That was my understanding, yes, that the grantor
trusts were being used to disguise the OPIS and perhaps the
BLIPS transactions.

1See Exhibit No. 10 which appears in the Appendix on page 428.
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Senator LEVIN. And then you also wrote in January 1999 a memo
in which you said the following: “You should all know that I do not
agree with the conclusion reached in the attached memo that the
capital gains can be netted at the trust level. I believe we are filing
misleading, and perhaps false, returns by taking this reporting po-
sition.”

Was that your position then?

Mr. WATSON. Yes, it was.

Senator LEVIN. Is it your position now?

Mr. WATSON. Yes, it is.

Senator LEVIN. All right. And then, finally, in Mr. Eischeid’s
memo, which appears at the top of the page, he writes, relative to
a conference call, “We concluded that each partner must review the
WNT memo”—and WNT stands for Washington

Mr. WaTsON. Washington National Tax.

Senator LEVIN. National Tax, which is part of KPMG, right?

Mr. WATSON. Correct.

Senator LEVIN. “. . . memo and decide for themselves what posi-
tion to take on their returns—after discussing the various pros and
cons with their clients.”

Therefore, your conclusion was essentially ignored. Is that cor-
rect? It was left up to each of the partners?

Mr. WATSON. Yes, Senator, it was.

Senator LEVIN. Thank you.

Senator COLEMAN. Senator Levin, I am going to follow up with
one question just based on that last line of questioning that you
had, the issue of grantor trusts here. IRS Notice 2000—44, accord-
ing to that notice, using a grantor trust is criminal activity?

Mr. WATSON. They threatened criminal penalties in that notice,
yes, sir.

Senator COLEMAN. Can you give me a sense of the time sequence
of that memo versus your communications here? Did the memo
come out before or after?

Mr. WATSON. The notice came out in, I believe, August 2000.
These e-mail messages were taking place in January 1999. So this
actually related to the OPIS transaction, but the desire was to use
that same reporting position with respect to the BLIPS transaction.

Senator COLEMAN. Thank you, Mr. Watson.

This panel is excused. We thank you very much.

I would now like to welcome our second panel to today’s hearing:
Philip Wiesner, Partner in Charge of KPMG’s Washington National
Tax Client Services, Washington, DC; Jeffrey Eischeid, a partner
in KPMG’s Personal Financial Planning Office, Atlanta, Georgia;
Richard Lawrence DeLap, a retired National Partner in Charge of
KPMG’s Department of Professional Practice-Tax, Mountain View,
California; and, finally, Larry Manth, the former West Area Part-
ner in Charge for KPMG’s Stratecon, Los Angeles, California.

I want to thank you all for your attendance at today’s hearing,
and I look forward to your testimony. Before we begin, pursuant
to Rule VI, all witnesses who testify before the Subcommittee are
required to be sworn. At this time, I would ask you to please stand
and raise your right hand. Do you swear that the testimony you
are about to give before the Subcommittee will be the truth, the
whole truth, and nothing but the truth, so help you, God?
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Mr. WIESNER. I do.

Mr. E1scHEID. I do.

Mr. DELAP. I do.

Mr. MANTH. I do.

Senator COLEMAN. Again, as I noted with the other panel, we
will be using a timing system. I would like you, if you are going
to make prepared statements, to limit them to 5 minutes. We will
enter your entire written testimony into the record.

Again, I am going to give an opportunity for opening statements,
starting with Mr. Wiesner, Mr. Eischeid, Mr. DeLap, and Mr.
Manth.

TESTIMONY OF PHILIP WIESNER, PARTNER IN CHARGE,
WASHINGTON NATIONAL TAX, CLIENT SERVICES, KPMG,
LLP, WASHINGTON, DC

Senator COLEMAN. I understand, Mr. Wiesner, that you will not
be making an opening statement?

Mr. WIESNER. That is correct, Senator.

Senator COLEMAN. Mr. Eischeid.

TESTIMONY OF JEFFREY EISCHEID,! PARTNER, PERSONAL
FINANCIAL PLANNING, KPMG LLP, ATLANTA, GEORGIA

Mr. EiscHEID. Mr. Chairman and Members of the Subcommittee,
on behalf of KPMG there are four main points that I would like
to call to your attention:

One, the tax strategies being discussed today represent an ear-
lier time at KPMG and a far different regulatory and marketplace
environment. None of the strategies—nor anything like these tax
strategies—is currently being presented to clients by KPMG.

Today, KPMG advises our clients on the enormous range of po-
tential outcomes under the tax laws and how to achieve the best
outcomes in their individual cases. We have provided the Sub-
committee with materials that describe hundreds of these ap-
proaches. None of these are aggressive tax strategies like FLIP,
OPIS, BLIPS, and SC2.

Two, the strategies presented to our clients in the past were com-
plex and technical, but were also consistent with the laws in place
at the time, which were also extremely complicated.

Three, the strategies did undergo an intensive and thorough re-
giebw, a process that resulted in vigorous, sometimes even heated,

ebate.

Four, KPMG understands that the regulatory environment and
marketplace conditions have changed. This has led to significant
changes within KPMG over the past 3 years.

We would like to elaborate on each of these points.

First, the tax strategies under review were all presented under
regulatory and marketplace conditions that do not now exist.
Today, KPMG does not present any aggressive tax strategies spe-
cifically designed to be sold to multiple clients, like FLIP, OPIS,
BLIPS, and SC2.

These strategies were presented at a time when the U.S. eco-
nomic boom was creating unprecedented individual wealth and a

1The prepared statement of Mr. Eischeid appears in the Appendix on page 298.
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demand for tax advice aimed at achieving tax savings. All major
accounting firms, including KPMG, as well as prominent law firms,
investment advisers, and financial institutions gave tax advice, in-
cluding presenting these types of tax strategies to clients.

In KPMG's case, other firms often provided investment advisory
and other non-tax services in connection with these transactions.
All of these relationships were consistent with KPMG’s legal and
professional requirements.

Second, it is true that these strategies were complicated and that
the tax consequences turned on careful and detailed analyses of
highly technical tax laws, regulations, rulings, and court opinions.
But all of these tax strategies were consistent with the laws in
place at the time.

It is important to note that no court has found them to be incon-
sistent with the tax laws. In some cases, the IRS has agreed that
taxpayers should be allowed to retain a portion of the tax benefits
they claimed as a result of implementing a strategy.

For all of the strategies being reviewed by the Subcommittee,
KPMG provided our clients with a “more likely than not” opinion
as to their tax consequences. In other words, we informed our cli-
ents that, based on the facts and actions they took, they would
have a “more likely than not”—or a greater than 50 percent—
chance of prevailing if the IRS challenged the transaction.

The tax laws are complicated and often ambiguous and unset-
tled. As a result, KPMG’s opinions regarding these tax strategies
were long, detailed, and technical. Our clients were told that, in ad-
dition to a possible tax benefit, the law required a transaction to
have a business purpose, profit, charitable, or other non-tax motive.
They were required to provide us with representations to that ef-
fect. Our clients were sophisticated and typically had their own at-
torneys, accountants, and investment advisers. Throughout the
process, KPMG made it very clear to clients that they were under-
taking complex transactions on which the law was ambiguous and
often had not been clarified by either the IRS or the courts.

Our third point is that because we understood that these tax
strategies might be subject to an IRS challenge, KPMG put them
through a rigorous review process before they were approved for
presentation to multiple clients. The tax strategies also underwent
very careful analysis of the IRS requirement for registering tax
shelters in effect at the time.

Many tax partners with different areas of expertise participated
in the review process. That, combined with the fact that we were
dealing with a “more likely than not” opinion, is the reason there
was a lively and often lengthy debate among partners over the in-
terpretation and application of tax laws, regulations, rulings, and
opinions. Many of the materials provided to the Subcommittee doc-
ument this internal debate.

Finally, KPMG has changed. We learned a number of important
lessons from our previous tax policies and practices. As a result,
KPMG has made substantial improvements and changes in our
practices, policies, and procedures over the past several years. My
colleague, Richard Smith, will describe these in greater detail.

In the practice I head, Personal Financial Planning, we have
shifted our approach from one focused on taking solutions to clients
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to one that works with clients to address their individual situa-
tions. This is consistent with KPMG’s current leadership philos-
ophy and more conservative approach to the tax service practice.

We understand that simply being technically correct is not
enough. We know we need to respond better to the continuing
changes in the tax laws and regulations and the needs of our cli-
ents. We also need to ensure that no action taken will call into
question the integrity, reliability, and credibility of KPMG.

Thank you.

Senator COLEMAN. Thank you, Mr. Eischeid.

TESTIMONY OF RICHARD LAWRENCE DELAP, RETIRED NA-
TIONAL PARTNER IN CHARGE, DEPARTMENT OF PROFES-
SIONAL PRACTICE-TAX, KPMG LLP, MOUNTAIN VIEW, CALI-
FORNIA

Senator COLEMAN. Mr. DeLap, I understand that you will not be
making a prepared statement.

Mr. DELAP. That is correct.

Senator COLEMAN. Thank you. Mr. Manth.

TESTIMONY OF LARRY MANTH, FORMER WEST AREA PART-
NER IN CHARGE, STRATECON, KPMG LLP, LOS ANGELES,
CALIFORNIA

Mr. MANTH. Mr. Chairman and Members of the Subcommittee,
I had not planned to make a statement at today’s hearing, but sim-
ply to appear here to answer the Subcommittee’s questions regard-
ing a tax strategy known as SC2, a tax strategy for which I was
primarily responsible during a portion of my time as a partner
there. But I have seen some press articles on today’s hearing, and
I note that they contain some misstatements about SC2. I wanted
to take this opportunity to set the record straight, and I appreciate
the Subcommittee allowing me to do so.

First and foremost, there is no question that there was a real do-
nation of S corporation stock to a tax-exempt organization. The tax-
exempt organizations involved received real and quantifiable bene-
fits from these donations. Tax-exempts that redeemed their S cor-
poration stock have received literally millions of dollars in cash
which have directly benefited thousands of police and fire fighters.
Almost all the press reports state that under SC2, the charity sells
back its shares to the S corporation for fair market value. This is
true. But it doesn’t tell the whole story.

One key element of SC2 is that the charity does not, in fact, have
any obligation to sell the shares back to the S corporation. A num-
ber of tax-exempt organizations have not redeemed their shares
after 2 years. Some are actually seeking a better valuation or wait-
ing for a greater return from their stock at some future point. Basi-
cally, the charity controls the stock and does not have to sell it
back to the S corporation.

I have also read descriptions that say that should the charity de-
cide not to sell its stock, other S corporation shareholders can exer-
cise warrants for additional shares of stock, thereby making the
charity’s shares much less valuable. Actually, just the opposite
would happen. An S corporation shareholder who wanted to exer-
cise the warrants would have to come up with a substantial
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amount of money to pay for the new stock. That money would be
paid into the S corporation and raise its market value. This would
reduce the charity’s percentage ownership share, but the charity
would end up owning a smaller percentage of a much more valu-
able company. In other words, owning 10 percent of $1 million is
a lot better than owning 90 percent of $100,000.

Some articles reported that S corporations that implemented SC2
passed resolutions to limit or suspend dividends or other distribu-
tions to shareholders, basically to keep the charity from getting any
share of earnings. So far as I know, a resolution limiting or sus-
pending distributions was not an element of SC2. In fact, KPMG
recommended that S corporations make distributions during the
period tax-exempts held their stock. Such payments made the S
corporation stock even more attractive to the charity, while still al-
lowing substantially more income to be reinvested in the S corpora-
tion than before the stock was donated to the charity. There are
tax-exempt organizations that have received hundreds of thousands
of dollars in distribution income while they were holding S corpora-
tion stock.

Finally, some articles referred to pledges that individual S cor-
porations made to guarantee that charities would receive at least
the original value of their stock at the time it was redeemed. It was
my experience that some SC2 transactions involved such a pledge,
but that in most transactions, no pledge was offered or even re-
quested.

Essentially, SC2 was a strategy that involved a gift to a charity,
a tax-free build-up of income, and a deferral of income so that it
could be subject to capital gains tax in the future. This is virtually
identical to another tax strategy that is still widely available to
taxpayers. It is called the charitable remainder trust, and Congress
wrote it into the tax laws many years ago so that it is not only
legal but encouraged by law.

I note this because, along with all the factors I have described,
it further supports KPMG’s position that SC2 was consistent with
the law and regulations governing charitable giving and S corpora-
tions. Thank you.

Senator COLEMAN. Thank you, Mr. Manth.

Mr. Manth, let me just follow up as I recall listening to Senator
Levin’s testimony and talking about distribution of income. I be-
lieve his testimony was that there was not distribution of income.
This was one of the concerns. And your testimony is to the con-
trary.

Do you know—and I do not have the information in front of me.
Is there a percentage of the times in which there was distribution
versus non-distribution?

Mr. MANTH. I don’t know. We recommended that the S corpora-
tions make dividend distributions.

Senator COLEMAN. Do you have any information as to whether,
in fact, that was practiced?

Mr. MANTH. I know it was done, but I don’t have that in front
of me.

Senator COLEMAN. OK. Can I ask you about registration of this
product with the IRS as a tax shelter? Do you know whether it was
registered?
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Mr. MANTH. I do not believe it was registered.

Senator COLEMAN. Can you help me understand that? I think
that is one of the concerns here about not registering. It would ap-
pear to me obviously if you register something and the IRS knows
it is there, they have got a better shot at taking a look. Here it is
not registered. Can you talk to me, tell me the reason for that?

Mr. MANTH. Well, I have been out of the business for a while,
and my recollection in the registration there are two types of reg-
istrations. There was what we referred to as the old 6111(c) reg-
istration, which was really if there were significant deductions cre-
ated in excess of an investment, then you would have to register.
And then there were the new regulations that came out on reg-
istration, and I believe that a thorough review of registering SC2
was done on both. And it was concluded that it was not a
registerable transaction.

Senator COLEMAN. And I would ask any of the individuals from
KPMG about BLIPS. Was that registered?

Mr. EiscHEID. No, sir, it was not.

Senator COLEMAN. And as a result of not registering, I would
take it, then, the IRS would not know if an individual taxpayer had
gotten a certain amount of gain, if they had made a lot of money
on some business transactions.

My sense with BLIPS is that, in fact, by setting BLIPS up, the
IRS would not know that information.

Mr. EISCHEID. Senator, that is not my impression or under-
standing; that, in general, and specifically with respect to BLIPS,
the taxpayers would report on their income tax returns their tax-
able income, including the income from sales of stock or the busi-
nesses that they owned as well as the tax effects of the BLIPS in-
vestment transaction that they entered into.

Senator COLEMAN. Mr. Wiesner, were you in charge of resolving
the issues associated with economic substance?

Mr. WIESNER. Yes, Senator, I was.

Senator COLEMAN. And then did you ultimately approve the
BLIPS transaction despite the concerns raised by Mr. Watson and
perhaps others?

Mr. WIESNER. Yes, Senator, I did. It was after about a 5-month
review process in which we very intensively reviewed every issue
that our whole team of professionals would raise with respect to
the transaction.

Senator COLEMAN. One of the things, though, that concerns me
here regards the exchanges between Watson and Presidio and then
the ultimate opinion by Presidio, which seems to contradict an ear-
lier representation.

Did Mr. Watson ever inform you that he had met with Presidio
and that they had indicated to him the chance of making a profit
from a BLIPS transaction was—I think his words were “possible
but remote”?

Mr. WIESNER. Yes, Senator, I believe—I don’t know if he sent me
the e-mail or just informed me about it. But when he did, we would
have looked further into the issue and examined it in greater detail
in order to make ourselves comfortable that, in fact, there was an
economic profit potential in the transaction.
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Senator COLEMAN. And then Presidio comes back—and Senator
Levin went into this in a little more detail—with a representation
saying that there was a reasonable opportunity to earn a pre-tax
profit. Is that correct?

Mr. WIESNER. Yes, sir, that’s correct. When they came—after we
had met with Presidio and gotten comfortable with additional infor-
mation that we could then rely upon their representation.

Senator COLEMAN. What kind of additional information did they
gi;/e you to reverse their sense about the possibility of pre-tax prof-
it?

Mr. WIESNER. Senator, at this point I do not have a specific recol-
%ection of it. I don’t know if Mr. Eischeid has a more specific recol-
ection.

Mr. EISCHEID. Senator, actually, in terms of the referenced meet-
ing, I believe Mr. Watson spoke to April 30 and perhaps May 1, I
was physically present at that meeting, and I came away with a
distinctly different impression with respect to the investment pro-
gram outlined by the Presidio investment advisory firm. And it was
not that the possibility of obtaining a profit from entering into
those transactions was remote.

Senator COLEMAN. BLIPS was at least represented as a 7-year
investment strategy, marketed as such. I understand that all 66
deals in 1999 closed after the first phase of 60 days, and few of the
other remaining deals actually transitioned to stage two. Can you
help me understand how you market something as a 7-year strat-
egy and yet all the transactions close out in the 60 days?

Mr. EISCHEID. I think, Senator, as Presidio articulated the in-
vestment program, it was a multi-stage investment that took on
varying degrees of risk as the strategy matured and progressed.
And at any point in time, the investors had a choice as whether
to contribute additional equity to the investment program and to
continue their investments in these foreign currencies and the like.
And certainly one of the considerations that those investors under-
took was what was going to be the income tax consequences of
their adoption of this investment strategy, and, importantly, as was
discussed earlier, what would be the consequences that were antici-
pated when they terminated their investment in this strategic in-
vestment fund.

Senator COLEMAN. We had a 15-minute vote posted. What I am
going to do, Senator Levin, is I am going to finish my questioning
in just a couple of minutes, and then we will adjourn the hearing
and come back after the vote. The other possibility is I could finish
my questioning quickly, go vote, you continue, and I will come
back. Do you want to keep it going?

Senator LEVIN. Are there two votes or one, do we know?

Senator COLEMAN. Could we check to see whether there are two
votes or one?

We touched upon, Mr. Eischeid, the concept of netting at the
grantor trust level, and it was just touched upon by Mr. Watson
at the end. Has KPMG engaged in transactions with clients or pro-
vided the clients with the option of netting?

Mr. E1scHEID. The netting issue was, I think, discussed at some
length within KPMG, and there was, as you can tell from some of
the documentation, a rigorous debate and disparate views ex-
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pressed. And from that documentation, you can see that my pri-
mary objective was to make sure that our professionals were not
doing something that I would term wrong, that proper reporting
was occurring.

When it comes to that type of tax return preparation issue, his-
torically our firm has approached that with respect to relying on
our partners, the individual tax return preparers, to analyze the
law and to make the proper determination with respect to the re-
turns that they are preparing to ensure that they are complete and
accurate.

Senator COLEMAN. Exhibit 38,1 Are you the author of a memo la-
beled “PFP Practice Reorganization, Innovative Strategies Business
Plan”? Can we show the witness a copy of the memos? I just want
to know if you are the author. The piece that I have, it talks about
history, and in the last paragraph, the fiscal 2001 IS revenue goal
was $38 million, the practice is to have $16 million through period
ten, the shortfall from plan is primarily attributed to the August
2000 issuance of Notice 2000—44. This notice specifically described
both the retired BLIPS strategy and the current SOS strategy. Ac-
cordingly, we made the business decision to stop implementation of
SOS transactions and stay out of the loss generator business for an
appropriate period of time. In addition, there is no word that the
softening in the overall economy, e.g., the decline in new IPOs, the
devaluation of technology stock valuations, adversely affected our
ability to broadly sell our modernization tax advisory services suite
of solutions.

Do you recall whether you—is that your memo?

Mr. E1SCcHEID. I believe that it was, Senator. It was a draft that
I put together as I was contemplating what business plan that I
would put forth for the innovative solutions practice.

Senator COLEMAN. Let me see if I can kind of sum up the envi-
ronment, because you talk about that in your statement. There was
a lot of cash being generated and a lot of profit in the 1990’s, and
I take it that you are out there, and Ernst & Young and Price-
waterhouse, and everybody is out there and coming up with, “cre-
ative solutions in which folks who are generating profits, it would
mean they pay taxes on that, can minimize their tax liability.” A
fair statement?

Mr. Ei1scHEID. Yes, Senator, I think that our profession was ac-
tively engaged in reviewing and evaluating and creating what we
termed solutions or strategies to help our clients minimize their tax
liability.

Senator COLEMAN. And there is nothing illegal about helping
folks minimize their tax liability.

Mr. E1scHEID. Correct.

Senator COLEMAN. But help me understand. As I listened to Sen-
ator Levin’s description of BLIPS and listened to the witnesses, it
does not seem to be economic substance in there. There does not
seem to be much at risk. And so help me understand how, with all
this rigorous review, you in effect have these transactions in which
there is no real risk, there is very limited potential to make real
profit, and folks have the capacity to write off $20 million, $30 mil-

1See Exhibit No. 38 which appears in the Appendix on page 528.
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lion, or $40 million. Help me understand how it got to that place
and why folks think it is OK or thought it was OK.

Mr. EiscHEID. Well, Senator, I think that, first of all, we are
talking about a period that was several years ago, and we are talk-
ing about transactions that are admittedly, quite aggressive in
terms of the application of the tax laws. I think that our firm, my-
self included, believed that those transactions were legal and that
they met the literal requirement of the Internal Revenue Code and
the regulations and so forth.

I will tell you here today that our firm would not approve that
type of transaction to be introduced to our clients, that we have
made the determination that it is too close to the line, so to speak,
as to what is more likely than not ultimately going to prevail once
it is judicially determined.

Senator COLEMAN. Thank you.

We have a vote. What I am going to do is I am going to adjourn
the hearing for approximately 10 minutes until the return of Sen-
ator Levin. He will then continue his questioning. There are two
stacked votes. I will not be back for that since I will do the second
vote, too, but then I will come back.

The hearing then will stand adjourned for approximately 10 min-
utes until the return of Senator Levin.

[Recess.]

Senator LEVIN [presiding]. We are going to proceed now, and
Senator Coleman will be back a little later. There is a second vote
going on, and he is going to wait there for the second vote to begin.

Let me start with you, Mr. Eischeid. Three of the four products
that we are looking at—FLIP, OPIS, and BLIPS—operate in a
similar way, and my question to you is this: Isn’t it the case that
all of these are primarily tax-reduction strategies that have finan-
cial transactions tied to them to give them a colorable business
purpose?

Mr. EISCHEID. Senator, I am not sure that that would be how I
would characterize those transactions. I certainly viewed them as
investment strategies that certainly had a significant income tax
component to them.

Senator LEVIN. My question to you, though, is: Are these not pri-
marily tax-reduction strategies?

Mr. E1scHEID. I think you would have to speak to each individual
taxpayer to ascertain their primary purpose for entering into the
transaction, and I think you would get different answers, depend-
ing on which taxpayer that you spoke to. I suppose I would also
just simply point out that, not to get overly technical, but primarily
it tends to be a term of art in sort of the tax professional world
that is very difficult, frankly, to pin down.

Senator LEVIN. Is it not the case that these were designed and
marketed primarily as tax-reduction strategies?

Mr. E1SCHEID. Senator, I would not agree with that characteriza-
tion.

Senator LEVIN. All right. Now, let’s look at what other parties in-
volved in transactions said about that issue. If you look at Exhibit
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1d.,! this is a compendium of how other parties involved in these
shelters characterized them, and it is pretty clear what the con-
sensus is here.

First is a UBS Bank memo regarding FLIP. “The principal de-
sign of this scheme is to generate significant capital losses for U.S.
taxpayers which can then be used to offset capital gains which
would otherwise be subject to tax.”

Then there is the memo of one of the investment advisory firms
involved in FLIP, which was Quadra: “KPMG approached us as to
whether we could effect the security trades necessary to achieve
the desired tax results. The tax opportunity created is extremely
complex.”

Then at First Union, now Wachovia, regarding FLIP: “Target
customers. Who are the target customers? Capital gain of $20 mil-
lion or more. Potential benefits: Individual capital gain elimi-
nation.” You do not see anything in there about investment, do
you?

And then you have got an HVB employee—HVB is a German
bank—regarding BLIPS: “Seven percent is the fee equity paid by
investors for tax sheltering.” That is the way that particular bank
employee looked at it.

And then you look at a Deutsche Bank internal memo: “It is im-
perative that the transaction be wound up due to the fact that the
high-net-worth individual will not receive his or her capital loss or
tax benefit until the transaction is wound up.”

Now, do you still claim that these tax strategies were primarily
investment strategies and not tax-reduction strategies? Is that your
testimony under oath here that they were not designed primarily
as tax-reduction strategies?

Mr. EISCHEID. Senator, my testimony is that these were invest-
ment strategies that were presented to individual taxpayers that
had tax attributes that those investors found attractive.

Senator LEVIN. Well, let me ask my question again, then. Is it
your testimony that these were not designed and marketed pri-
marily as tax-reduction strategies?

Mr. EISCHEID. Senator

Senator LEVIN. I am talking now about designing and marketing.
Were these designed and marketed primarily as tax-reduction
strategies?

Mr. EISCHEID. Senator, I can’t speak to any and all of the mar-
keting activities. You know, for example, you read——

Senator LEVIN. Well, just speak to what you know.

Mr. EiscHEID. Thank you——

Senator LEVIN. From what you know, were these designed and
marketed primarily as tax-reduction strategies?

Mr. E1scHEID. And what I know is that they were not, that I per-
sonally had a number of conversations with clients and prospective
clients, and they were always characterized as investment trans-
actions with a significant pre-tax economic purpose that was em-
bedded in the overall transaction.

1See Exhibit No. 1d. which appears in the Appendix on page 385.
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Senator LEVIN. All right. Now, look at what the professionals at
KPMG said about the purpose of the transactions. Take a look at
Exhibit 32.1

When KPMG and the financial advisory firm Quadra pitched
FLIP to that UBS Bank, this is how the product was presented.
Here is the title: “Generating Capital Losses.” That is the title of
the presentation.

If this is an investment strategy, why does KPMG describe it and
pitch it to potential partners as a product designed to generate cap-
ital losses?

Mr. EISCHEID. Senator, I don’t believe I've ever seen this docu-
ment before.

Senator LEVIN. Well, now that you look at it, can you give me
an explanation?

Mr. EiscHEID. I don’t know what purpose this document might
have been used for.

Senator LEVIN. This was the pitch of FLIP to a potential partner
bank, UBS.

Mr. EiscHEID. OK.

Senator LEVIN. That is the purpose.

Mr. E1scHEID. I'll accept your statement, sir. I have no

Senator LEVIN. Now that you know, can you explain why it is
characterized the way it is?

Mr. E1scHEID. No, sir, I cannot explain why someone used that
phrase, sir.

Senator LEVIN. All right. Now let’s look at the strategy that you
were involved with, Exhibit 41.1 This is the presentation of BLIPS
prepared by Carol Warley. Do you know who she is?

Mr. E1SCHEID. Yes, Senator.

Senator LEVIN. All right. She is the BLIPS regional deployment
champion, is she not? Or was she not?

Mr. EIscHEID. I don’t remember her being the regional deploy-
ment champion, but she may have been, yes.

Senator LEVIN. She was intimately involved with BLIPS?

Mr. E1SCHEID. Yes, Senator.

Senator LEVIN. Now, look at the chart on page 4 of that exhibit,
if you would.

“BLIPS Benefit: Avoid all of the capital gains and ordinary in-
come tax. Net benefit to client—effective tax rate less after tax cost
of transaction of approximately 5 percent.”

Are you familiar with that?

Mr. EISCHEID. No, Senator, I'm not.

Senator LEVIN. Well, this is BLIPS. You were intimately involved
with BLIPS, weren’t you?

Mr. EISCHEID. Yes.

Senator LEVIN. Well, this is your document, isn’t it? This is a
KPMG document.

Mr. E1SCHEID. It appears to be a document prepared by Carol
Warley, yes, sir.

Senator LEVIN. She works for KPMG?

Mr. E1scHEID. Yes, she does.

1See Exhibit No. 32 which appears in the Appendix on page 505.
1See Exhibit No. 41 which appears in the Appendix on page 536.
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Senator LEVIN. Was she wrong? Was she wrong that was the
purpose of BLIPS? That is the only purpose stated: Avoid all of the
capital gains and ordinary income tax. Do you see anything there
about this investment you made reference to?

Mr. EISCHEID. Senator, I have no knowledge of what Carol
Warley was trying to communicate

Senator LEVIN. Have you ever seen that document before?

Mr. E1scHEID. No, I have not.

Senator LEVIN. Is this a KPMG document? Do you know that
much?

Mr. EIscHEID. It appears to be, yes, Senator.

Senator LEVIN. All right. But you don’t—you think that is inac-
curate, that statement?

Mr. E1scHEID. If the statement is that that is the sole benefit of
BLIPS, then, yes, Senator, I would say that is inaccurate.

Senator LEVIN. Does BLIPS avoid all of the capital gains and or-
dinary income tax? Is that a benefit of BLIPS?

Mr. E1SCHEID. A potential benefit of BLIPS, sir, would be the re-
duction of one’s income tax liabilities, yes, Senator.

Senator LEVIN. Well, is this accurately stated that a BLIPS ben-
efit is to avoid all of the capital gains and ordinary income tax? Is
that accurate or not? It is a KPMG document. Is it an accurate
statement or not?

Mr. E1scHEID. When you say a KPMG document, it certainly ap-
pears to be—to have been prepared by a KPMG professional

Senator LEVIN. It says here KPMG 0049642, proprietary mate-
rial, confidentiality requested. Are you denying this is a KPMG
document?

Mr. EISCHEID. Senator, at least in terms of your reference, I
think that’s an indication that it is a document that KPMG pro-
duced, and as you indicated, the cover seems to indicate that it was
prepared by Carol Warley. I have no indication as to what purpose
she might have intended to use this document for. It does not ap-
pear to me, at least on cursory review, that it would have been pre-
pared for use in a discussion with a client of KPMG.

Senator LEVIN. Take a look at Exhibit 18.1

Now, this is a document that you signed, and this says, “A num-
ber of people are looking at doing BLIPS transactions to generate
Y2K losses.” That refers to year 2000 losses. Are you familiar with
that document?

Mr. E1scHEID. Yes, Senator.

Senator LEVIN. Is that accurate?

Mr. E1scHEID. I believe it was.

Senator LEVIN. “We currently have bank capacity to have $1 bil-
lion of loans outstanding at 12/31/99. This translates into approxi-
mately $400 million of premium. This tranche will be implemented
on a first-come, first-served basis until we fill capacity. Get your
signed engagement letters in!!”

Are those your words?

Mr. E1scHEID. I believe they were, yes, sir.

1See Exhibit No. 18 which appears in the Appendix on page 459.
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Senator LEVIN. And then take a look at Exhibit 16.2 This is from
you to Michael Comer. It says here at the top, look at the last line
in that first paragraph, “Innovative Strategies is a portfolio of
value-added products that are designed to mitigate an individual’s
income tax as well as estate and gift tax burdens. BLIPS is just
one of the products in the innovative Strategies portfolio.”

So BLIPS, according to your memo, was “designed to mitigate an
individual’s income tax as well as estate and gift tax burdens.” Is
that true? Was that true when you wrote it?

Mr. EISCHEID. Yes, sir, I believe that one of the attributes of the
BLIPS strategy was the income tax mitigation.

Senator LEVIN. Well, I know you are trying to make it one of the
attributes, but in your words, it was that this was a product “de-
signed to mitigate.” Was BLIPS designed to mitigate an individ-
ual’s income tax and estate and gift tax burdens? Yes or no.

Mr. EISCHEID. Senator, as I previously testified, I think that is
one of the attributes that was designed into the strategy, both the
income tax consequences as well as, as we've heard previous testi-
mony on, the economic investment attribute.

Senator LEVIN. Do you see anything about investment attributes
in your memo here as to what it was designed to do? Now, you
can’t blame this on Carol Warley. She wrote the other thing. You
said, well, you are not familiar with that KPMG document, but this
one you are familiar with. And here you are saying it was “de-
signed to mitigate.” My question is: Do you see any reference here
to investment strategy on that memo of yours?

Mr. EiscHEID. No, Senator, I don’t. I think that you are some-
what reading “designed” out of context.

Senator LEVIN. Give me the whole context.

Mr. EiscHEID. Well, I think my intention here was to reference
the innovative strategies in general as a portfolio of value-added
products

Senator LEVIN. Which are? Keep finishing the sentence.

Mr. E1scHEID. In the aggregate, in general, are designed to help
mitigate an individual’s income as well as estate and gift tax bur-
dens. So that the

Senator LEVIN. That is the purpose——

Mr. EISCHEID [continuing]. Entire portfolio and the purpose of
that portfolio was to aggregate in a sense in a place a number of
different strategies that taxpayers might be interested in dis-
cussing that have some significant income tax consequence associ-
ated with them.

Senator LEVIN. When it says BLIPS is one of the products in that
portfolio, now look at the context. Is there any doubt in your mind
that it is, according to that previous sentence, therefore, a value-
added product designed to mitigate an individual’s income tax as
well as estate and gift tax burden?

Mr. E1SCHEID. Senator, I don’t know how to change my answer

to

Senator LEVIN. Well, try an honest answer. Just give me a direct
answer to this. You are making a reference here to a portfolio
whose purpose is to mitigate on individual’s taxes. That is what

2See Exhibit No. 16 which appears in the Appendix on page 453.
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your own memo says—the other ones you said you weren’t familiar
with. They were all KPMG stuff, but you are not familiar with
that. Now it is yours. You are Jeff. Now, how do you avoid looking
that straight on and saying, I did say that, BLIPS is a product de-
signed to mitigate an individual’s income tax because it is part of
Innovative Strategies portfolio?” Why not just give us a straight-
forward answer?

Mr. E1SCHEID. I'm trying my best, sir.

Senator LEVIN. Why isn’t that the straightforward answer?

Mr. Ei1scHEID. I think the straightforward answer is that that
was one of the attributes of the BLIPS products——

Senator LEVIN. One of the attributes.

Mr. EISCHEID [continuing]. And that we certainly recognized that
and that was one of the factors that our clients were quite inter-
ested in.

Senator LEVIN. Take a look at Exhibit 16—well, let me just ask
you about the fees. How were the fees priced for BLIPS? What fee
did you charge your customers?

Mr. EiscHEID. Our fees would vary depending on the cir-
cumstances. We would negotiate a fee with our clients, determine
an amount, and put that in

Senator LEVIN. Wasn’t it based on the tax loss?

Mr. EIscHEID. I don’t believe that we looked at our fee in that
way, no, Senator.

Senator LEVIN. Take a look at Exhibit 16,1 near the bottom.
BLIPS contact, you are the contact here, too. Here is the fee.
“BLIPS is priced on a fixed-fee basis which should approximate
1.25 percent of the tax loss.” Are those your words?

Mr. EiscHEID. Well, my only hesitation is really to try and re-
fresh my recollection with respect to this e-mail. It very well may
have been my words. I don’t recall writing that.

Senator LEVIN. Is it true?

Mr. EiscHEID. That would not be my view or my testimony, sir.

Senator LEVIN. It is not your testimony. That is the whole point.
Was it true or not? Was BLIPS priced on a fixed-fee basis approxi-
mating 1.25 percent of the net tax loss?

Mr. EISCHEID. In a very indirect way, yes, sir. The fee that we
would typically use as the starting point of our negotiation we de-
veloped a shorthand around, which we used as 1.25 percent of what
we referred to as the loan premium amount. And as you indicated
earlier, that loan premium amount translated into tax basis for the
investor.

Senator LEVIN. And that was the intent, was it not, of that pre-
mium?

Mr. EISCHEID. I'm sorry. I don’t understand the question, sir.

Senator LEVIN. Was that the intent of the premium, to be ap-
proximately the net tax loss that the investor would gain from this
whole transaction?

Mr. EIscHEID. We believed that that was the appropriate tax
treatment of that loan premium, yes, sir.

Senator LEVIN. Was that the tax loss which you told taxpayers
that they could expect, approximately, from this transaction?

1See Exhibit No. 16 which appears in the Appendix on page 453.
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Mr. EiscHEID. We generally told taxpayers, I believe, that the
tax treatment of that loan premium, whatever that amount would
be, should translate into tax basis for them, yes, sir.

Senator LEVIN. Tax basis which would be then deducted from
any capital gain or income that they had?

Mr. E1sCcHEID. Depending on what ultimately happened with that
tax basis, yes.

Senator LEVIN. Was it the intent to be something which would
be a deduction from their income?

Mr. EiscHEID. I think the answer would generally be yes, that
the taxpayers would anticipate using that tax basis at some point
in time and reflecting that on their income tax.

Senator LEVIN. They were so informed of that, were they not?

Mr. EISCHEID. Yes, sir. I mean I believe they were informed as
to the tax consequences of their participation in the BLIPS invest-
ment program.

Senator LEVIN. My time is up. Thank you.

Senator COLEMAN. Mr. DeLap, because you did not give an open-
ing statement, I just want to do a little background here. Can you
tell us what position you held at KPMG during the period that
FLIPS, BLIPS, OPIS and SC2 strategies were being developed and
marketed?

Mr. DELAP. In February 1997, I became a partner in charge of
a newly-created Department of Professional Practice Tax, and I
held that position until June 30, 2002, at which time I turned it
over to my successor, and then I retired from the firm on Sep-
tember 15, 2002.

Senator COLEMAN. Could you tell us what your responsibilities
entailed?

Mr. DELAP. The responsibilities generally related to seeing that
firm personnel complied with various regulatory rules, Internal
Revenue Service, SEC, AICPA, and State accountancy boards. It
entailed helping set policy, recommending policy changes to leader-
ship, involved making revisions as necessary to the firm’s tax serv-
ices manual, involved an annual quality performance review of the
tax personnel in the various operating offices relative to compliance
with firm policies and procedures. It included review of all contin-
gent fee engagement letters to determine whether they complied
with rules of the SEC, AICPA, and State boards accountancy.

Senator COLEMAN. Did you have any role in the approval of the
aforementioned strategies, the FLIPS, the OPIS, or the BLIPS?

Mr. DELAP. With respect to tax strategies intended to be dis-
cussed with multiple clients, the rule was to review those strate-
gies from a policy standpoint, to determine that the manner in
which they were taken to clients, complied with the various regu-
latory rules and firm policy.

Senator COLEMAN. So you were involved then in the process, had
a chance to raise concerns prior to approval?

Mr. DELAP. That is correct.

Senator COLEMAN. In regard to BLIPS strategy, during your re-
view is it correct that you raised over 20 points that needed to be
resolved prior to your approval?

Mr. DELAP. As I recall, I received a proposed pro forma—pro-
posed model tax opinion regarding BLIPS that set forth the facts,
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discussion and technical analysis, I think, sometime in April 1999.
I read that proposed opinion, and as I recall I had a list of 29 con-
cerns that I sent back to Washington National Tax for further de-
velopment.

Senator COLEMAN. Did you also share the concern about the cou-
ple mentioned before, the client ability to make a profit, and also
I think the question of who is the borrower? Did you have concerns
about those issues?

Mr. DELAP. Yes.

Senator COLEMAN. Do you recall whether those concerns were
ever satisfied, were ever resolved to your satisfaction?

Mr. DELAP. Ultimately I determined that the analysis prepared
by Washington National Tax, the final analysis, I thought ad-
dressed those concerns.

Senator COLEMAN. Help me understand, how do you get an opin-
ion issued, a more likely than not opinion issued when—and it is
easy in hindsight, we are looking back at this now, and I presume
it is tough sitting down there, but we are looking back at this and
we are seeing stuff that did seem to be substance, did not seem to
be risk, did not seem to be profit, seemed to be transactions that
you can lay out on a chart, but nothing you can put your hands
around. How do you get to a more likely than not analysis based
on that? I learned in law school not to ask more than one question,
but I am asking more than one question. See if you can pull them
together. Did you get to that more likely than not because folks
simply thought the IRS would not know or did not have the re-
sources or would not pursue it, or was there a valid intellectual
basis for that more likely than not opinion?

Mr. DELAP. I believe, Senator, that it was based on a rigorous
analysis of the technical rules. The analysis and the conclusion,
from a technical standpoint was reached by Washington National
Tax, so I might need to deflect that particular question to Mr.
Wiesner.

Senator COLEMAN. Mr. Wiesner.

Mr. WIESNER. If I can supplement Mr. DeLap’s answer. We came
to the conclusion—we started in February 1999, and had intensive
meetings with the Presidio people and their economic people. They
laid out the transaction for us. At the end of the first meeting we
had everybody around a table. We had the Presidio people leave,
and put on a white board all the issues that we saw that were
raised in the discussion, assigned those issues out to an appro-
priate technical resource within Washington National Tax, and
then over a series of the next 2 months, 3 months, tried as best
we could to resolve the issues that had been raised. And it was
only after spending probably about 1,000 hours of time that we
were able to arrive at our more likely than not conclusion.

Senator COLEMAN. From a lay person sitting here, the sense is
that there is a lot of money to be made here, and revenues are
driving outcome. How much of a factor did revenues play in these
decisions?

Mr. WIESNER. Senator, from my point of view, money was not a
consideration. We certainly were aware at Washington National
Tax that this was an item of priority for the PFP practice, but the
practice that we keep the resources assigned to the project and deal
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with the issues, and tell us sooner rather than later whether you
can or cannot get to the more likely than not level of comfort.

. Se})nator CoLEMAN. You did on BLIPS though, $53.2 million in
ees?

Mr. WIESNER. Being in Washington National Tax, which we are
not in the operating office, I'm not familiar with the exact amount
of fees, Senator.

Senator COLEMAN. I will go back to Mr. DeLap. This issue of reg-
istration, I need to understand that. We initially understand that
you took the position that the BLIPS products should be registered
as a tax shelter with the IRS, and I heard today and understand
that BLIPS was never registered. Did you agree with the decision
not to register?

Mr. DELAP. The registration statute left the implementation in-
terpretation of the statutory words to regulations which were origi-
nally prepared in the 1980’s in response to the syndicated tax shel-
ters marketed generally by investment banks back in the early
1980’s, and it was difficult to—or close to impossible in some cases
to interpret those regulations as they might apply to the type of
strategy like BLIPS. My view at the time was that it would have
been—it would be preferable for Presidio to register the strategy,
as I viewed Presidio as the organizer. I was told that Presidio de-
clined to register. The Vice Chairman of Tax discussed the registra-
tion issue with the partner in charge of the Practice and Proce-
dures Group in Washington National Tax, who is the firm’s expert
on procedural matters including registration. His conclusion was,
at that time, that there was a reasonable basis not to register.

Based on that technical conclusion by the partner in the Practice
and Procedures Group, I agreed to permit the strategy to go for-
ward without registration.

Senator COLEMAN. What is the hierarchy here? What is your re-
lationship with the partner in the PFP, Practice and Procedures?
DIO yo(;l have any authority over that person? Are you on an equal
plane?

Mr. DELAP. I guess it would be parallel. Washington National
Tax reported ultimately—I don’t remember the exact layers, but ul-
timately to the Vice Chairman Tax. I reported to the Vice Chair-
man Tax.

Senator COLEMAN. There was a little discussion—I came in at
the tail end of it—of confidentiality, having BLIPS clients sign a
confidentiality agreement. Did you have any problem with that?

Mr. DELAP. At the time a nondisclosure agreement relative to
tax strategies was common in the profession, so at the time I did
not have a problem with that as such.

Senator COLEMAN. Let me just get to the termination of the mar-
keting of BLIPS, which I believe was at the end of 1999?

Mr. DELAP. Yes, it was, I think in the fall of 1999.

Senator COLEMAN. Did you have any involvement with KPMG’s
decision to terminate the marketing of BLIPS?

Mr. DELAP. When I approved BLIPS from a policy standpoint, I
set forth a list of conditions under which it would need to be of-
fered. One of those conditions was that it would be offered to a lim-
ited number of individuals who were individuals who understood
the investment and tax risk involved, and that Doug Ammerman
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and I would discuss at which point the marketing should be termi-
nated. I believe that we had that discussion, I think in October
1999, maybe November 1999, and determined at that time there
should be no further approaches to potential clients regarding
BLIPS.

Senator COLEMAN. A cynic might say that the more transactions,
the greater chance of being on the IRS’s radar. Any substance to
that cynicism?

Mr. DELAP. The way—I viewed it somewhat differently. I ex-
pected that the transactions, being large transactions, would be
picked up on audit. My concern was that if there were an unlimited
number of taxpayers entering into similar transactions, that the
likelihood that a court would invoke the Step Transaction Doctrine,
would go way up. So I thought it was important relative to the
overall analysis that there be a limited number.

Senator COLEMAN. Thank you. Senator Levin, a short follow-up
round.

Senator LEVIN. Thank you, Mr. Chairman.

I want to go back to the way KPMG’s fees were tied to the tar-
geted loss, Mr. Eischeid. Those fees were not tied, as I understand
it, to the total amount of money managed or the amount of profit,
if any, made by those investments. Is that correct?

Mr. E1scHEID. I suppose, Senator, in the same sense that it’s ref-
erenced to the loan premium. You could use as an alternative ref-
erence the total amount invested in the strategic investment fund.
You just really adopt a differing percentage to derive sort of the
shorthand starting point for those fee negotiations.

But to the second point, there was no contingency around our
fees. Once we had negotiated an amount with the client, it was a
fixed amount that the client then agreed to pay us.

Senator LEVIN. Typically 1.25 percent of the targeted loss; is that
correct?

Mr. E1SCHEID. Generally, yes, sir.

Senator LEVIN. Now let us talk about the comments regarding
netting and the grantor trust. Mr. Watson, who was one of the
chief technical persons there, testified that netting gains and losses
in a grantor trust would then allow individual gains and losses to
be hidden, and that was not proper.

If you will look at Exhibit 10,1 contains some internal KPMG e-
mails on this matter. At this point KPMG was discussing whether
its clients should use that method of netting, and Mr. Watson re-
acted strongly to it. If you look at the two comments that Watson
made, “When you put the OPIS transaction together with this
‘stealth’ reporting approach, the whole thing stinks.” And the last
sentence of the second quote of this e-mail of Mr. Watson, “I believe
we are filing misleading, and perhaps false, returns by taking this
reporting position.”

Do you agree with Mr. Watson’s position, Mr. Eischeid?

Mr. EiscHEID. Senator, before I answer your question, I would
like to, if I could, clarify the record. In your previous question I had
agreed to your statement before you had I think completed it, and

1See Exhibit No. 10 which appears in the Appendix on page 428.
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so I just wanted to clarify that my affirmative response is with re-
spect to our fee calculation and the loan premium amount.

With respect to this question, no, I don’t agree with Mr. Watson’s
characterization.

Senator LEVIN. Here is what you wrote in that Exhibit 10. “We
concluded that each partner must review the WNT memo and de-
cide for themselves what position to take on their returns after dis-
cussing the various pros and cons with their clients.”

What I do not understand is why is the leader of the group, on
an issue of this magnitude that is raised by the top technical pro-
fessional on the issue, you tell your colleagues that they can do as
they see fit. Should not a firm adopt a standard position on an
issue as controversial as this one, and particularly one that results
in potentially fraudulent returns? Why not a standard position in
your firm?

Mr. EISCHEID. Senator, first of all, the reference memorandum,
which I don’t necessarily see here, was prepared by the head of the
Personal Financial Planning Practice within National Tax at the
time. And so sometime later Mr. Watson expressed his view with
respect to the issues addressed in that opinion. So what you are
witnessing here is really that spirited debate that I referenced in
my initial comments about what is simply the right answer? What
is the proper interpretation of the law? I don’t think that any of
the professionals viewed it as anything more than that, and that
my partners are tax professionals, and I trusted their judgment to
analyze the law and arrive at a correct determination.

Senator LEVIN. Did any KPMG clients who utilized BLIPS use
grantor trusts to net out the losses that were received from those
strategies?

Mr. EISCHEID. Senator, no, not to my knowledge.

Senator LEVIN. Did KPMG ever suggest this to them as a strat-
egy? Did you ever sell BLIPS or OPIS on the basis of netting gains
or losses in a grantor trust?

Mr. EISCHEID. Senator, as I indicated, I don’t believe that any of
our BLIPS clients prepared or had tax returns prepared that re-
flected any type of grantor trust netting.

I must also point out that when—the IRS’s position with respect
to grantor trust netting—emerged, as we discussed earlier, in Au-
gust 2000, we endeavored to approach all of our clients to ascertain
whether or not this type of netting might have occurred on one of
their tax returns, and if so, we recommended to those clients, given
the articulated position of the IRS, that they amend those returns.

Senator LEVIN. If you take a look at Exhibit 10 at the second
from the last page, where it says “up in the Northeast,” the third
line there. “The short answer to your inquiry is,” see that? “Up in
the Northeast, at least, there is quite a bit of activity in the trust
area where they used to not audit many of these kinds of trusts.
They are now auditing quite a number of them because they have
figured out that trusts are a common element in some of these
shelter deals.” Do you see that, “trusts are a common element?”
Was that true in the case of BLIPS?

Mr. EISCHEID. Senator, I have no basis to answer that question.

Senator LEVIN. You are not familiar with this KPMG document?

Mr. E1scHEID. I have seen this KPMG document, yes, sir.
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Senator LEVIN. Is it true that trusts are a common element in
some of these shelter deals?

Mr. E1scHEID. That would not be my understanding, no, Senator.

Senator LEVIN. This was a call that you made, as I understand,
asking a colleague if that colleague had spoken with a client whose
name is redacted here; is that right?

Mr. EiscHEID. No, Senator, I don’t think I had anything to do
with this particular document.

Senator LEVIN. Take a look at the next page. It is a memo from
you. “Did you have your ‘netting’ discussions with” blank and
blank, redacted because they are clients, “I need copies of the
memos of oral advice.” That is your memo.

Mr. E1SCHEID. Yes, Senator.

Senator LEVIN. This is the answer to it. So how can you say you
are unaware of it?

Mr. EIsCcHEID. My impression, Senator, is that these are two to-
tally unrelated documents, separated by 6 months or more.

Senator LEVIN. The memorandum here of May 24 is not a re-
sponse to your October document; they are not related?

Mr. EIsCHEID. No, Senator. I think the second memorandum that
you are referring to——

Senator LEVIN. Which is the second one, the one on top of

Mr. E1scHEID. October 20 is really referencing those kinds of cli-
ent discussions that I just testified to. After Notice 2044 came out,
and we went back to our clients to ascertain whether or not some
type of netting activity had been undertaken.

Senator LEVIN. So whether or not the top document was a re-
sponse to the earlier one or not, you were interested in knowing
whether there were netting discussions; is that correct? And it re-
lated to FLIP; is that correct?

Mr. EiscHEID. This particular, the dialogue between myself and
another of our partners related to a FLIP transaction, yes, Senator.

Senator LEVIN. The short answer is yes. My question is, that that
document asking your colleague whether you had netting discus-
sions, related to FLIP; is that correct? And the answer is yes, is
it not?

Mr. EIscHEID. Yes, this related to FLIP, correct.

Senator LEVIN. Mr. Manth—well, let me ask Mr. Wiesner. I have
a little time left. You are the partner in charge of the Washington
National Tax Office during the BLIPS review. Exhibit 651 is a May
7, 1999 e-mail from Mr. DeLap. He forwards an e-mail from Mark
Watson, who reports that based on new information he had just
learned at a meeting with Presidio on BLIPS that he is no longer
comfortable with the BLIPS product because there is only a remote
possibility of making a profit, and the bank controls the loan pro-
ceeds, so it is doubtful it is not even a real loan. He also reports
that another technical reviewer at WNT is concerned about who is
the borrower, and Mr. DeLap recommends not moving forward
until these issues are resolved.

Then, Mr. Wiesner, on May 7 and May 10 you meet with Mr.
Rosenthal and Mr. Watson to discuss their concerns. You announce

1See Exhibit No. 65 which appears in the Appendix on page 623.
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that the decision was made to move forward. You overruled your
technical people on this, did you not?

Mr. WIESNER. Senator, what was reflected here was on—when
we started our discussions of whether or not we could arrive at a
more likely than not opinion in January. After 2 months of delib-
eration, I had believed, because I thought I had received everyone’s
sign-off, that we had arrived at a more likely than not conclusion.
Mr. DeLap then began his review of the transaction, and there
were some follow up e-mails and memorandums such as this
memorandum on Friday, May 14.

To the extent that there were issues raised that were new issues
raisied concerning the transaction, yes, we took those very seri-
ously.

Senator LEVIN. One of the issues is whether or not the represen-
tations which are material to your firm’s tax opinion are credible;
is that correct?

Mr. WIESNER. Yes, sir, that is correct.

Senator LEVIN. Whether those representations are credible. If
you take a look at Exhibit 7,2 you wrote this memo on February

“Last, an issue that I am somewhat reluctant to raise, but I be-
lieve is very important going forward concerns the representations
that we are relying on in order to render our tax opinion on BLIPS
I. In each of the 66 or more deals that were done last year, our cli-
ents represented that they ‘independently’ reviewed the economics
and had a reasonable opportunity to earn a pre-tax profit. Also,
they had no ‘agreement’ to complete the transaction in any pre-
determined manner, i.e., close out the deal on 12/31 and trigger the
embedded tax loss.”

Now your writing. “As I understand the facts, all 66 closed out
by year-end and triggered the tax loss. Thus, while I continue to
believe that we can issue the tax opinions on BLIPS I, the issue
going forward is can we continue to rely on the representations in
any subsequent deals if we go down that road?”

Now, when you were confronted with that evidence—66 out of 66,
that is not a coincidence—what did you do? Did you evaluate
whether KPMG should rely on the client’s representations for these
BLIPS deals?

Mr. WIESNER. Senator, in the memorandum we are referring to,
the e-mail which was February 24, the first paragraph of the e-
mail was my conclusion that we still could issue a more likely than
not tax opinion. We had considered:

Senator LEVIN. Is this for the ones that existed, or for a new one?

Mr. WIESNER. This was for the 66 transactions that we were
talking about for 1999.

Senator LEVIN. Let us separate those out for the moment. You
said later on in that memo, going forward, the issue is whether we
can continue to rely on the representations made.

Mr. WIESNER. Yes, I did, Senator, because after I made my con-
clusion based on an evaluation of the law, and that is that the fact
that the 66 people got in and got out, that does not, per se, result
in the transactions of each individual not meeting the economic

2See Exhibit No. 7 which appears in the Appendix on page 415.
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substance doctrine. But then, looking forward and worrying as a
professional about the sort of—the types of representations we are
looking for here and the reasonableness of the representations, I
had a concern from a business point of view of whether we could
continue to rely on the representations.

Senator LEVIN. But you did continue, did you not?

Mr. WIESNER. I am not sure on that, Senator, but if in fact we
did, a determination was—my

Senator LEVIN. You are not sure whether you continued to sell
BLIPS deals?

Mr. WIESNER. Senator, this memorandum really was my last in-
volvement in the BLIPS transaction.

Senator LEVIN. Well, let me tell you, you did continue to sell
BLIPS deals. Now, does that trouble you?

Mr. WIESNER. Well, Senator, I would have to look and examine
the issue as we did for the 1999 deals and determine, again, wheth-
er there was a reasonable basis for each of the individuals to make
their representation. And that was an issue for 1999 as well as
going forward that I and Washington National Tax wasn’t in a po-
sition to make.

What I did to follow up was talk to Mr. Eischeid and to make
sure that Mr. Eischeid and the people in the field who were dealing
with the clients would explore the issues.

Senator LEVIN. I don’t see how in heaven’s name as a tax profes-
sional you raise an issue, 66 out of 66 representations turn out not
to be accurate. And you raise first the question as to whether you
ought to issue the opinions that you subsequently issued. But then
you say going forward. Going forward. Now you raise an issue.
What about future deals? Should we continue to sell this? Should
we continue to rely on these representations that are unanimously
disproved by the facts?

These are not credible representations. You put them in your cli-
ent’s mouth. You folks write the representations. There is no pros-
pect of a profit on the investment. Sixty-six times out of 66 that
turns out to be the case. You raise the question, and then you con-
‘(ciimie to go forward as a firm anyway. You continue to sell this tax

eal.

Mr. EISCHEID. Senator, I am certain that I don’t agree with your
characterization. We don’t believe that the representations that our
clients made to us were false and that it is

Senator LEVIN. It turned out not to be true 66 out of 66 times.
Would you agree with that?

Mr. E1scHEID. No, Senator, I would not. I think the representa-
tion that we’re speaking to is that the client at the time that they
entered into the transaction believed that they had a reasonable
opportunity to make a profit from their investment transaction. I
think that’s the representation and

Senator LEVIN. Mr. Wiesner, you said, “My recommendation is
that we deliver the tax opinions in BLIPS I and close the book on
BLIPS and spend our best efforts on alternative transactions.” The
Erm r)did not do that. They did not follow your advice. Should they

ave?

Mr. WIESNER. Senator, my responsibility was, again, as a tech-
nical reviewer of the transaction and coming to my conclusion with
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respect to the transaction and what we should do. I made the rec-
ommendation from my own personal view and in my own judg-
ment, and—but I was not the person who would ultimately make
the decision.

Senator LEVIN. Does it trouble you the firm went forward and
continued to sell BLIPS? You were troubled when you wrote the
memo. Are you troubled now when I tell you the firm went ahead
and sold BLIPS, more BLIPS? Does that bother you?

Does anything bother you? Now I am asking you a direct ques-
tion. You made a recommendation, Mr. Wiesner. You are a profes-
sional. You recommended to your firm that they stop selling
BLIPS. They didn’t. My question: Does that bother you?

Mr. WIESNER. Senator, I was—again, in the context of the situa-
tion, I was making my own personal recommendation in terms of
what I thought was a course of action. This is an area of very com-
plex, difficult interpretation of the law, application of the facts to
the law, and I made my best determination and made my rec-
ommendation.

Mr. E1SCHEID. And, Senator, I might point out——

Senator LEVIN. Could you answer my question?

Mr. EIscHEID. I am sorry.

Senator LEVIN. Are you going to answer my question? I know it
was a personal recommendation of yours. That is my question. Are
you personally bothered by the fact that your recommendation was
not followed?

Mr. WIESNER. Would I have preferred that my recommendation
were followed?

Senator LEVIN. Yes.

Mr. WIESNER. Yes.

Senator LEVIN. Thank you, Mr. Chairman.

Senator COLEMAN. Thank you. We will excuse the panel and now
call our next panel.

Senator LEVIN. Mr. Chairman, I do have questions for the record
for the witnesses that I did not get to, and I am wondering if the
record can be kept open for those witnesses.

Senator COLEMAN. Without objection.

Senator LEVIN. Thank you.

Senator COLEMAN. I would now like to welcome our third panel
to today’s hearing: Richard Berry, Jr., Senior Partner with
Pricewaterhouse Coopers, New York City; Mark Weinberger, Vice
Chair of Tax Services for Ernst & Young, Washington, DC; and, fi-
nally, Richard H. Smith, Jr., Vice Chair of Tax Services for KPMG
LLP, New York City.

Again, I want to thank you for your attendance at today’s hear-
ing, and I look forward to hearing your testimony.

Before we begin, pursuant to Rule VI, all witnesses who testify
before the Subcommittee are required to be sworn. At this time I
would ask you to please stand and raise your right hand. Do you
swear that the testimony you are about to give before this Sub-
committee is the truth, the whole truth, and nothing but the truth,
so help you, God?

Mr. BERRY. I do.

Mr. WEINBERGER. I do.

Mr. SMITH. I do.
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Senator COLEMAN. As I have indicated to witnesses before in the
other panels, I would like you to confine your testimony to 5 min-
utes in a statement but that your entire written testimony will be
entered into the record.

We will start with Mr. Berry, who will go first, followed by Mr.
Weinberger and finish up with Mr. Smith. And after we have heard
all the testimony, we will turn to questions.

Mr. Berry, you may proceed.

TESTIMONY OF RICHARD J. BERRY, JR.,! SENIOR TAX PART-
NER, PRICEWATERHOUSE COOPERS LLP, NEW YORK, NEW
YORK

Mr. BERRY. Thank you. Good afternoon, Chairman Coleman and
Senator Levin. I am Rick Berry, and I serve as the national leader
of Pricewaterhouse Coopers tax practice. I am pleased to be here
today to discuss the important topic of abusive tax shelters.

Let me say right at the outset that we share the Subcommittee’s
concerns about the impact that abusive shelters have on our tax
system. I welcome the opportunity to discuss our own experience
with the Subcommittee. I know you have had a long day so far, so
I will briefly summarize my written testimony.

From 1997 to 1999, we had a small group of less than 10 people
who worked on three tax shelters known as FLIP, CDS, and BOSS.
The BOSS transaction triggered widespread public attention and
controversy in the fall of 1999. As a result, we decided that we had
made a regrettable mistake being in this business. Our reputation
was hurt, our clients and people were embarrassed, and it was in-
compatible with our core business.

We got out of this business immediately. We established an inde-
pendent and centralized quality control group. We strengthened
our procedures to ensure that we would never again engage in this
type of activity. We decided the appropriate course of action was
to shut down the BOSS transactions and refund all the fees we had
received.

Not one of the BOSS transactions was ever completed. We also
never, I repeat, never did any of the so-called Son of BOSS trans-
actions. We stopped doing FLIP and CDS as well. We have now
been out of this business for almost 4 years.

Not long after this, the IRS contacted our firm to review our com-
pliance with the registration and list maintenance requirements of
the tax law. The next step to putting this behind us was to work
with the IRS to resolve any issues relating to our registration and
list maintenance obligations. We fully cooperated with the Service.
We reached a closing agreement in June 2002 and made a settle-
ment payment. We agreed to provide the IRS with over 130 tax
planning strategies for their review. They are in the final stages of
this review, and no issues have been raised.

The IRS also reviewed our quality control procedures and told us
they were comprehensive, thorough, and effective. We continue to
cooperate with the Service and fully abide by the terms of our
agreement.

1The prepared statement of Mr. Berry appears in the Appendix on page 303.
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Our experience almost 4 years ago served as a wake-up call to
our tax practice. Our partners were adamant that we get out of
this business immediately. We took the unusual step of shutting
down the largest transaction and returning all of our fees. We set-
tled with the IRS. We implemented comprehensive quality control
procedures to ensure that the firm would never again be involved
with potentially abusive tax products. We take responsibility for
our actions, and we have learned from our mistakes. As a result,
our tax practice is once again dedicated to the core values on which
our firm was founded.

Thank you for the opportunity to testify before you today. I look
forward to your questions.

Senator COLEMAN. Thank you, Mr. Berry. Mr. Weinberger.

TESTIMONY OF MARK A. WEINBERGER,! VICE CHAIR, TAX
SERVICES, ERNST & YOUNG LLP, WASHINGTON, DC

Mr. WEINBERGER. Good afternoon, Chairman Coleman and Sen-
ator Levin. My name is Mark Weinberger, and I am representing
Ernst & Young. I appreciate the opportunity to participate in ad-
dressing the important matters being considered by your Sub-
committee.

The subject of tax shelters is complex, and the complexity begins
with the definition of tax shelters. When I discuss tax shelters, I
am referring to products that have been widely marketed that are
intended to generate tax benefits substantially in excess of any an-
ticipated economic and business benefits, generally to shelter in-
come from other sources. Beginning in the mid-1990’s, these prod-
ucts were marketed with increasing frequency by investment
banks, law firms, financial service firms, accounting firms, and
other professional service firms, including ours.

The stock market boom and the proliferation of the stock awards
in the 1990’s created an unprecedented number of individual tax-
payers with large gains and significant potential tax liabilities. Ini-
tially, in an effort to be responsive to client needs, we and other
firms looked for legitimate tax planning to try and meet their
needs. Perhaps reflecting the tenor of the times, these efforts rap-
idly evolved into competitive and widespread marketing of those
ideas.

Selling and marketing are essential parts of any business, but we
should not allow any part of our tax practice to be dominated by
a sales mentality. Our past involvement in the type of activities
that are the focus of this Subcommittee’s attention is not reflective
of our—and we believe your—expectations of our role as profes-
sionals. Ernst & Young has more than 23,000 employees in the
United States. That number includes more than 6,000 professionals
in the tax practice who provide a wide range of tax services to more
than 22,000 tax clients. The revenues derived from the work under
scrutiny by this Subcommittee never accounted for more than one-
half of 1 percent of our firm’s revenues. Our core tax practice was
and is assisting our clients in their efforts to comply with the tax
laws and reduce their tax liability in a manner that is appropriate

1The prepared statement of Mr. Weinberger appears in the Appendix on page 309.
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and consistent with the tax law. We are committed to doing busi-
ness in ways that embody the highest professional standards.

To make sure that we stay true to who we are as a firm, since
I have assumed responsibilities, we have implemented a host of
policy, procedural, and organizational reforms designed to create
the highest quality professional environment. In addition, we have
entered into a settlement agreement with the IRS regarding tax
shelter registration and list maintenance requirements. And we
have disbanded the group that had been involved in developing and
marketing of tax products of the type at issue. This has nothing to
do with the merits of the transactions; it has to do with who we
want to be as a firm.

We have made a number of organizational changes that are rel-
evant in the context of this hearing. Ernst & Young has established
a new full-time position called Americas Director for Tax Quality,
who is a senior serving client representative who now has full-time
responsibility just to look over all of our quality initiatives; estab-
lished a Tax Technical Review Committee for each of our key func-
tional areas in tax to provide detailed technical reviews of signifi-
cant issues and help assure consistency in interpretation of the tax
law; established a new tax review board, with members that in-
clude senior executives from outside the tax practice from our gen-
eral counsel’s office and our quality department, to provide a firm-
level view with respect to tax practices, services, and relationships;
and established a new tax practice hotline to allow employees to
provide anonymous input on any matter about which they may
have concerns.

In addition to our most recent initiatives, we continue to adhere
to our policies under which we do not recommend transactions that
have been listed by the IRS as potentially abusive or substantially
similar; and, furthermore, we do not enter into confidentiality
agreements with our clients for tax services.

Finally, as part of our efforts to move forward, earlier this year
Ernst & Young executed a closing agreement with the Internal
Revenue Service resolving all issues regarding tax shelter rules
and regulations. A key aspect of that agreement is our commitment
to implement a quality and integrity program to promote the high-
est standards of practice and ongoing compliance with laws and
regulations.

The agreement includes a significant investment by our firm in
education, data collection, national review, and annual audits of
our practices across the country. This will ensure consistent quality
for our firm and our clients.

In closing, we believe these initiatives, individually and collec-
tively, will foster the highest standards of professionalism within
Ernst & Young. We believe these policies are the right course for
our firm and our clients.

That said, in the years ahead, there surely will be disagreements
between the IRS and taxpayers. Our tax laws are enormously com-
plex, and there is more than ample room for disagreement on any
number of issues. Where the Service and the taxpayers disagree,
those differences should reflect well-reasoned and good-faith inter-
pretations of the rules as applied to a particular taxpayer’s facts
and circumstances.
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Let me assure you that we know who we are and who we want
to be. We have taken, and are taking, numerous steps to ensure
tha‘f:1 quality and professionalism are the touchstones for everything
we do.

Thank you again for the opportunity to discuss our positive
changes with you, Mr. Chairman and Senator Levin, and I will an-
swer the Subcommittee’s questions at the appropriate time.

Senator COLEMAN. Thank you, Mr. Weinberger. Mr. Smith.

TESTIMONY OF RICHARD H. SMITH, JR., VICE CHAIR, TAX
SERVICES, KPMG LLP, NEW YORK, NEW YORK

Mr. SmiTH. Thank you, Mr. Chairman.

Mr. Chairman, Senator Levin, my name is Richard Smith. I am
the Vice Chair of Tax Services for KPMG. While today’s hearing is
focused on certain tax strategies KPMG presented to clients in the
past, I would like to describe how KPMG’s policies and practices
have changed since then.

The business and regulatory environment are markedly different
today than at the time KPMG and its competitors presented such
strategies, and KPMG has moved forward as well. KPMG has no
higher priority than restoring public trust in the accounting profes-
sion. It is no longer enough to say that a strategy complies with
the law or meets technical standards. Today, the standard by
which we judge our conduct is whether any action could in any way
risk the reputations of KPMG or our clients. If it could, we will not
do it. Our reputation, our integrity, and our credibility are simply
too important to put at risk.

Some of the more significant changes and new procedures in
place at KPMG include:

One, we have substantially changed KPMG’s tax services and of-
ferings. Today, KPMG offers our clients tax services that are tai-
lored to address their distinct business objectives and tax planning
needs. We no longer offer or implement aggressive look-alike tax
strategies. In particular, we no longer offer or implement FLIP,
OPIS, BLIPS, or SC2, or any similar transactions. Additionally,
KPMG does not and will not accept any new engagements for ad-
vice and opinions on tax shelters that have been listed and deemed
abusive by the Internal Revenue Service.

Two, over the past 3 years, KPMG has developed an increasingly
more rigorous and formal review and oversight procedure within
our tax practice. All tax strategies must undergo three levels of re-
view and approval.

First, we have created the new position of Partner in Charge of
Tax Risk and Regulatory Affairs. This partner analyzes each tax
strategy proposed by the firm to determine if it could in any way
put KPMG or our clients at risk.

Second, the partner in charge of our Washington National Tax
Practice must sign off on the technical merits of all significant tax
strategies.

Finally, the Department of Professional Practice-Tax reviews all
tax strategies to ensure that they are in compliance with the firm’s
policies and procedures. Each of these partners has veto power over
any tax strategy proposed and operate independently from our op-
erations and business development functions. If any tax strategy
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puts KPMG or our clients at risk, is not technically correct and de-
fensible, or is inconsistent with our policies or procedures, it will
not be approved.

Three, we have also revised our procedures with respect to list
maintenance and registration obligations under the Internal Rev-
enue Code. In early 2000, KPMG established a practice, procedure,
and administration group in Washington National Tax as the con-
tact point for analysis of disclosure, list maintenance, and registra-
tion issues. KPMG’s procedures and training programs have been
updated continuously since that time, tracking developments in the
law and fine-tuning our compliance processes.

Four, practices and positions focused on look-alike strategies are
no longer part of this firm. In 2002, two practices in particular,
Stratecon and Innovative Solutions, were eliminated. Many of the
partners who were part of these practices are no longer with the
firm. We have abolished positions such as national deployment
champions and area deployment champions, which were charged
with marketing these strategies to our clients. We also eliminated
the Tax Innovation Center, which was responsible for supporting
the marketing of look-alike tax strategies.

Five, our tax training program now focuses on technical develop-
ments rather than marketing strategies. We have discontinued
weekly tax partner calls, training programs, and other activities
that primarily focus on marketing. Tax partners calls and training
now concentrate on changes in the law and technical tax develop-
ments.

Six, in 2002, KPMG implemented a firm-wide compliance and
ethics hotline. This hotline is designed to encourage anyone within
KPMG to report their concerns about any potentially unethical, im-
proper, or illegal conduct within the firm, and is in addition to
long-standing channels for employee communication.

Seven, we have put in place more stringent rules about offering
tax services to executives at our SEC audit clients. Under the Sar-
banes-Oxley Act, the audit committees of our SEC audit clients
must preapprove all services provided by KPMG, including tax
services. We have applied this disclosure and approval discipline to
tax advice offered to executives of SEC audit clients.

Eight, we are constantly looking at additional steps we can take
to improve and enforce compliance with these policies and prac-
tices.

Senator COLEMAN. If you would just summarize?

Mr. SMITH. I will just sum up and move forward. Thank you,
Senator.

Senator COLEMAN. Thank you.

Mr. SMITH. We encourage anyone at KPMG to bring to our atten-
tion immediately any actions that are inconsistent with these guid-
ing principles and procedures and to suggest additional policies or
procedures that would help ensure that we are providing the high-
est quality tax services and advice to our clients.

KPMG looks forward to being part of the solution and wants to
work with Congress as well as the IRS and other policymakers as
you consider sound and responsible approaches to better define
what tax strategies are allowable under the law and to further
strengthen the enforcement of the tax code.
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Thank you, and I look forward to your questions.

Senator COLEMAN. Thank you, Mr. Smith.

First, let me say that I applaud the efforts that you have taken
and the commitment that you have made to apply the highest
standards, the sensitivity that we are hearing today regarding the
impact this has on the reputation of firms and the industry. So I
want to put on the record my appreciation for that.

At the same time, obviously, as we look back, the past is not a
pretty past, and part of the concern, as we sit here, our job is to
figure out where we go from here. Was the past just simply a prod-
uct of the booming 1990’s and being awash in cash? And the sense
I get, gentlemen, is that—and, by the way, not just PWC and Ernst
& Young and KPMG. We could have had the table lined up with
everybody in the business, it seems, looking for ways to figure out
hov&lf to wash out profit and to limit liability. I mean, that is the
reality.

So the question is: How do we make sure it does not happen
again? How do we make sure that these statements today that you
make saying, hey, we have changed our process, we have cleaned
up our act, will be the reality should this economic engine start
booming again? And that is a concern.

I do not think we need to have an IRS agent sitting there next
to you as you make your policy decisions. But as we look at the
past, clearly, there is a very sorrowful record, I think.

Mr. Berry, I would take it that you would agree that these FLIP,
BOSS, CDS things, as you look back, lacked economic substance.

Mr. BERRY. Mr. Chairman, with respect to the BOSS transaction,
which we did not do, that in my judgment is an abusive shelter,
or would have been.

With respect to FLIP and CDS, if not abusive, they come very
close to that line. They do not meet our quality standards. We re-
gret that we ever got involved in those transactions, and we would
not do them today.

Senator COLEMAN. Would you have an opinion on BLIPS?

Mr. BERRY. I am not familiar with those transactions. We never
did them.

Senator COLEMAN. We talked about registering a little bit, and
perhaps, Mr. Weinberger, on that issue. My concern is the lack of
registration service as the way to keep things under the radar.
Would you agree with that?

Mr. WEINBERGER. Senator, I agree that transparency and the
ability for the IRS to be able to identify transactions quickly and
respond is absolutely a cornerstone to being able to deal with this
process going forward. And that involves registration on the part
of promoters. It involves disclosure by taxpayers. And it involves
the list maintenance rules that the IRS also passed.

Senator COLEMAN. How do we ensure that there is transparency
on a regular basis? Is it going to require more legislation?

Mr. WEINBERGER. Well, Senator, since the original transactions
that were discussed today and others that are out there have oc-
curred, there have been significant regulatory changes, and there
are legislative changes before the Senate Finance Committee. The
environment has changed in many ways, not the least of which is
the disclosure rules are now more aligned with the registration and
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list maintenance rules, which creates a web so that not only will
individuals have to disclose transactions, but the promoters are
supposed to register them and maintain lists as a mechanism to be
able to give the IRS the information to be able to actually know
when those transactions occur and to respond appropriately.

Senator COLEMAN. Mr. Smith, does KPMG have internal controls
regarding to ensure that IRS registration requirements are met?

Mr. SMmITH. Yes. Certainly over the years, we have improved our
policies and procedures to reflect not only the changes that have
taken place in the law and regulations, as Mr. Weinberger de-
scribed, the changes in the disclosure rules as well as the listing
requirements. But we have put in policies and procedures that go
beyond those particular rules that I think are helpful in addressing
the concerns that you are talking about today.

For example, for us we think transparency is so important that
we are going to err on the side of registration beyond what might
be required in the law and regulations.

Senator COLEMAN. One of the areas of questioning that was gen-
erated by my distinguished Ranking Member, Senator Levin, had
to do with the fee structure. To me, why not base fees on profits
that would be generated by a transaction, if you really believe that,
versus fees that are being generated due to the amount of loss you
are going to take? I mean, it is clear that that was the standard.

Is that something that needs to be dealt with legislatively?

Mr. SMITH. I think that there are a number of different ways
that fees could be structured, and I think there have been some
significant changes that have occurred over the past couple of
years.

Mr. DeLap talked about the changes with regard to contingent
fees. We think that those were good changes and certainly have fo-
cused on how do we bring transparency to our fees as well as bring
transparency for the government into the transactions in which we
are involved.

Senator COLEMAN. And, again, to note from an industry-wide
perspective, I take it, Mr. Weinberger, that Ernst & Young also
used a fee system based on taxes avoided under the shelters in the
past. Is that correct?

Mr. WEINBERGER. Senator, we had fixed fees that were based on
investments which were attributable to the losses.

Senator COLEMAN. Has that process been changed today?

Mr. WEINBERGER. Yes, the AICPA and the SEC have rules on
contingent fees, and obviously we need as an industry to comply
with all of those. The vast majority of work that our firm does is
hourly based. There are certain circumstances where they are spe-
cifically allowed to have value-billing based on the complexities of
different transactions or the investment involved.

Senator COLEMAN. And my last question, because I am trying to
figure out where we go from here, and I could spend a lot of time
getting very angry, as my colleague, I think justifiably, from Michi-
gan has been as he has looked at the amounts of tax avoidance as
a result of these schemes and the impact that it has.

Gentlemen, I would like you all to respond. Talk to me about the
lessons you have learned what the industry as a whole should take
from what we have discussed today, and where does the tax ad-
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viser industry go from here? Where do we go from a legislative per-
spective as well as from an internal perspective? And I take it your
statements of the controls you set in place perhaps have answered
that, but I would like your sense. Is there more legislation that we
are going to have to enact in order to keep the reins on this thing
and ensure that people meet the highest quality ethical standards?
Mr. Berry.

Mr. BERRY. Yes, my firm is very supportive of additional legisla-
tion, particularly in the areas of increased disclosure, both on the
part of the taxpayer and the tax preparer, and definitely increased
penalties.

Senator COLEMAN. Mr. Weinberger.

Mr. WEINBERGER. Senator, I think that legislation will never
solely prevent individuals, if they do not step up to the plate and
do the right thing. So I think it takes our part as a professional
service firm. I think it does take the IRS following up on the trans-
actions they identify. I think the transparency and disclosure rules
are crucial. We have an incredibly complex tax code. I am not Pol-
lyanna-ish enough to think that we are going to simplify it, but
that would certainly be a huge benefit to dealing with those who
want to aggressively use the tax code in ways that take advantage
of the complexity. And like Mr. Berry, I do think the cost/benefit
analysis of looking at whether or not when you give advice you are
following the rules, it should be further analyzed, absolutely.

Senator COLEMAN. Mr. Smith.

Mr. SMITH. Yes, I think all of the component pieces of the system
are important to improving compliance with the tax code. The IRS,
clients, tax advisers, Congress—I think all of those are important
in terms of the policies that they set.

At the end of the day, it is how a professional feels about them-
selves and how they feel that they should conduct themselves, and
that is part of setting the tone at the top within each of those orga-
nizations and institutions. And it is about executing on setting the
highest professional standards and making sure that we live up to
those.

So I think the internal controls and changes that have been
made by certainly the three firms before you right now, as well as
the changes with regard to listing and disclosure that apply to the
firms and apply to the taxpayers, are important developments in
the entire system.

We certainly support anything that relates to further trans-
parency and enforcement of that transparency.

Senator COLEMAN. Thank you, Mr. Smith. Senator Levin.

Senator LEVIN. Thank you, Mr. Chairman.

I am glad one of you mentioned the need to increase penalties.
The current penalty for promoting an abusive tax shelter is $1,000.
Now, there is no way that that is anything other than a parking
ticket. And when professionals promote abusive tax shelters, it
seems to me that the penalty has got to be similar to what the pen-
alty is paid by the taxpayer that they are advising and putting doc-
uments into the hands of. And so one of the provisions of the bill
which we will be introducing will be increased penalties, but they
are going to be significant because the current penalties of $1,000,
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I think a maximum of $10,000 for a similar violation, is a joke. And
it is a pitiful joke.

Mr. Smith, your prepared statement says on page 4 at the top
that in 2002, KPMG eliminated two tax groups that “were respon-
sible for developing tax strategies specifically designed to be pre-
sented to multiple clients, Stratecon and Innovative Solutions.”
And when did that happen in 2002?

Mr. SmITH. That happened as I came on as the Vice Chair of
Tax, Senator, which would have been in April.

Senator LEVIN. Of last year?

Mr. SMITH. Yes.

Senator LEVIN. Well, when you look at Exhibit 89,1 if you would
take a look at your exhibits, this is the organizational chart for
KPMG for 2003 that your firm supplied to the Subcommittee in
February of this year in response to the subpoena.

Now, we asked for organizational charts for each of several years
so we could understand the way your firm is organized. The 2003
chart still lists Stratecon. How do you explain that?

Mr. SMITH. This organizational chart is inaccurate.

Senator LEVIN. Your own organizational chart is inaccurate?

Mr. SmITH. This particular version

Senator LEVIN. Your own organizational chart is inaccurate? Is
that what your testimony is?

er. SMITH. This version that you have is not accurate in terms
0

Senator LEVIN. This is your document, KPMG 000001. I mean,
this is what you supplied to us. This is the first document you sup-
plied to us in response to a subpoena. Are you testifying that the
document you supplied us showing your organizational makeup for
2003 was inaccurate?

Mr. SmITH. I think it reflects a change in one box in this par-
ticular organizational chart which has me as the Vice Chair of Tax.
There are numerous—as I just perused over this particular organi-
zational chart before me, there are numerous errors in terms of the
organization.

Senator LEVIN. All right. I just want to make it clear. This is the
chart that your firm supplied to us. Is that correct?

Mr. SMITH. I suspect it is, Senator.

Senator LEVIN. Can you get us an accurate chart?

Mr. SMITH. Yes.

Senator LEVIN. Because I think the Subcommittee has a right to
expect when we subpoena documents that you will give us accurate
documents. Is that a fair expectation, would you say?

Mr. SMmiTH. I would have expected that you would have received
something other than a draft organizational chart.

Senator LEVIN. Was this a draft that you submitted to us?

Mr. SMITH. Let me restate that, sir. This document that you have
does not reflect our organization.

Senator LEVIN. OK. Now, it also refers to a PFP, Personal Finan-
cial Planning, as I understand it.

Mr. SMITH. Yes.

Senator LEVIN. Innovative Strategies, do you see that?

1See Exhibit No. 89 which appears in the Appendix on page 680.
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Mr. SMITH. I don’t see

Senator LEVIN. Do you see where it says PFP Inno Strat, J.
Eischeid? Do you see that, the third column?

Mr. SMITH. I'm sorry. I don’t.

Senator LEVIN. Excuse me, J. Eischeid.

Mr. SmITH. Oh, I do see it, yes.

Senator LEVIN. OK. It doesn’t refer to Innovative Solutions,
which your statement refers to.

Mr. SMITH. Innovative Strategies or Innovative Solutions——

Senator LEVIN. They are the same?

Mr. SMITH [continuing]. Was a practice that we no longer had
after I became Vice Chairman, notwithstanding what is reflected
on this organizational chart.

Senator LEVIN. We can’t find Innovative Solutions, which your
testimony referred to, in any of your charts. It is always Innovative
Strategies.

Mr. SMiTH. Well, the two practices, Senator, that I focused on
when I became Vice Chair in terms of making some changes to our
focus and to our business were Stratecon and Innovative Strategies
or Innovative Solutions.

Senator LEVIN. To either name, is when you——

Mr. SMITH. Either name from my perspective.

Senator LEVIN. I have got you.

Mr. SMITH. It is the practice that was represented by this prior
organizational chart.

Senator LEVIN. OK. I want to ask about another document. This
is a proprietary document which we are going to put in front of
you. We did not put it in our documents because it is proprietary.
It is a long one.

Mr. SmITH. Thank you.

Senator LEVIN. It is dated November 26. Do you see that?

Mr. SMITH. Yes, Senator, I do.

Senator LEVIN. OK. Now, if you take a look at about the eighth
line on the left, it still shows Stratecon there. You said that you
eliminated it in April 2002.

Mr. SMITH. Yes.

Senator LEVIN. We have a date, November 26, 2002, which still
shows Stratecon, and it still shows Solutions in Development. How
do you explain that?

Mr. SMITH. Yes. As I came in to serve as the Vice Chair of Tax,
I made very clear that we were going to make changes to our struc-
ture in terms of the organization and focused on these two in par-
ticular, and others.

This document reflects the fact that the systems that we had had
not yet been changed at the particular point in time when this doc-
ument was produced.

Senator LEVIN. I thought you said you terminated—it is just very
unclear to me. I thought you said you terminated Stratecon when
you came in in April 2002. And my question is: Why does Stratecon
still show as having Solutions in Development on November 26,
2002? It is a straightforward question.

Mr. SMITH. Yes, and

Senator LEVIN. I don’t understand your answer.
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Mr. SMITH. Let me try to elaborate on it, Senator, and that is,
we have a number of systems, accounting systems throughout our
business, and stand-alone databases in various parts of our busi-
ness, and I believe that this particular document reflects a data-
base that was not updated based on the changes that we made in
our practice.

Senator LEVIN. So this document is wrong, too. It wasn’t updated
as of November 26? It was incorrect?

Mr. SMITH. Systems changes in terms of databases do take some
time to implement, so it is reflective that we had had a Stratecon
practice and that certain things had been worked on, yes.

Senator LEVIN. There is an e-mail from Mark Watson, Exhibit
34,1 Mr. Smith, on July 22, 1999.

Mr. SMITH. That was Exhibit 34, Senator?

Senator LEVIN. Yes, Exhibit 34, to you and Mr. Wiesner. This is
about the BLIPS economic substance issue. It raises questions. It
says, “It seems very unlikely that the rate of return on the invest-
ments purchased with the loan proceeds will equal or exceed the
interest charged on the loan and the fees incurred by the borrower
to secure the loan. . . . Before any fees are considered, the client
would have to generate a 240-percent annual rate of return on the
$2.5 million foreign currencies investment in order to break even.
If fees are considered, the necessary rate of return to break even
would be even greater.”

Mr. Watson also noted that the BLIPS client “has a tremendous
economic incentive to get out of the loan as soon as possible due
to the large negative spread.”

And then he asked you, “Before I submit our non-economic sub-
stance comments on the loan documents to Presidio, I want to con-
firm that you are still comfortable with the economic substance of
this transaction.” He had told our staff that he never heard from
you following that memo. Is that correct?

Mr. SMITH. Well, my recollection doesn’t serve me back to 1999,
Senator, but let me provide you some insights that might be help-
ful.

Senator LEVIN. I just want to know, because in terms of time we
are running out. Do you remember responding to this memo?

Mr. SMITH. I have no particular recollection of responding to this
memo, but I know what I would do having read this memo right
now, and that would have been—he talks about a commitment that
he has, I think for the following day, and so I either would have
called him or I would have known that that deadline was not some-
thing that we needed to meet, and I would have gotten back to him
either in a general meeting about this matter or specifically.

Senator LEVIN. All right. Now, turn to Exhibit 13,2 if you would.
This is an August 1999 Mark Watson memo. It says before BLIPS
“engagement letters are signed and revenue is collected, I feel it is
important to again note that I and several other WNT partners re-
main skeptical that the tax results purportedly generated by a
BLIPS transaction would actually be sustained by a court if chal-

1See Exhibit No. 34 which appears in the Appendix on page 521.
2See Exhibit No. 13 which appears in the Appendix on page 450.
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lenged by the IRS. We are particularly concerned about the eco-
nomic substance of the BLIPS transaction.”

And then if you look at the top of the page, you will see that Ste-
ven Rosenthal responded to Mark Watson that very day as follows:
“I share your concerns.” And then a few lines later, “I continue to
be seriously troubled by these issues, but I defer to Phil Wiesner
and Richard Smith to assess them.”

So now your two professionals seriously question the economic
substance of BLIPS, and they appear to be identifying you as well
as Mr. Wiesner as individuals who ignored their concern and
pushed through the approval of BLIPS. You have heard Mr. Wat-
son’s testimony. How did BLIPS get approved when there are such
serious questions about its economic substance?

Mr. SMITH. Well, I certainly don’t agree with the characterization
that we ignored their concerns. If we go back and look at the entire
time line here, you go back to January or February 1999, and there
was in-depth consideration of all of the issues that were implicated
within BLIPS. These are a couple among those which where the
debate continued. Certainly it was encouraged that everybody have
the opportunity to raise concerns that they had throughout the
process at any point in the process so that those could be con-
cerned—be considered, excuse me.

Senator LEVIN. If the professionals in their positions today had
t}}?e same problems with the tax product, would you proceed with
it?

Mr. SMITH. I would say that if people have technical concerns
with regard to any matters that we have, that we would consider
them seriously in our discussion. The difference

Senator LEVIN. I am sure that is what your position is, that you
would seriously consider them. But given what you know now—and
I think then from these memos—of their concerns, lack of economic
substance, no real loan. Over and over again they were told. This
came to you anyway. Would you override their concerns today?

Mr. SMITH. I think our process has evolved in terms of how we
might address this today. One of the things that we have learned
in terms of how to deal with these types of issues is that we put
out as our standard that we got to “more likely than not.” And we
believe that we reached that standard.

The issue with that standard is that it is close to the edge of the
cliff. You are up to and—you are not to cross that edge. But cer-
tainly once you go up there, it is often the cautious and the right
thing to do to back away and not approach these types of issues
in the same manner.

So the change in the way that we would go about this would be
to consider that and assure ourselves that we are not conducting
ourselves in a way that would have this same level of risk associ-
ated with it.

Senator LEVIN. Over the last 5 years, Mr. Smith, did KPMG en-
courage the sale of its tax products to potential clients?

Mr. SMITH. We are in a business, Senator, and we do talk to our
clients about tax advice, and we encourage and talk to our profes-
sionals about making sure that they represent our clients and that
they think about their industry and the issues that face them and
work to represent them fully.




66

Senator LEVIN. Well, it is not a response to the question, and I
want to ask it—I am going to try it again.

Mr. SMITH. Sure.

Senator LEVIN. It is a very significant question. It goes to the
heart of all of the promoting that you did. You have given us a list
of all the tax products which you developed, which were offered for
sale. We have seen the marketing plans, the telemarketing, the
profiles of likely clients for your tax products, the internal data-
bases that were used to develop potential client lists for some of
your tax products; again, your telemarketing center in Fort Wayne,
Indiana; the unsolicited contacts with clients to tell them of KPMG
tax products and services; the revenue goals that you set for your
tax groups; your sales opportunity center that was intended to help
its personnel sell your tax products.

I just want to talk now about tax products, and my question to
you, again, is: Have you over the last 5 years encouraged the sale
or acceptance of tax products to potential clients?

Mr. SMITH. Certainly our encouragement of our professionals to
serve their clients has extended over the past 5 years as well as
before that.

Senator LEVIN. I have just got to keep asking it. It is my last
question. I may have to ask it two or three more times. Have you
encouraged the sale or acceptance of your tax products to potential
clients?

Mr. SMITH. We have encouraged our tax professionals to advise
our clients, and we do that, have contact with

Senator LEVIN. Did that include—look, I have got to just keep
asking this. Did that include encouraging the sale or acceptance of
your tax products by those clients?

Mr. SMmiTH. Well, Senator, I think that

Senator LEVIN. It is a straightforward question.

Mr. SMITH. In a number of different components of our business,
we talk to our clients in many different ways, over the telephone
and in writing, in meetings face-to-face, and we do encourage our
tax professionals to meet with our clients and talk to them about
the complexities of the tax code and to talk about their business
and the things that they ought to be thinking about from a tax per-
spective, yes. [Laughter.]

Senator LEVIN. Is “yes” the answer to my question?

Mr. SMITH. I believe that my entire response was the answer to
your question.

Senator LEVIN. But is the “yes” at the end of it intended to re-
spond to my question? Did KPMG——

Mr. SMITH. I'm trying to——

Senator LEVIN. No, I am sorry. See, you come here and you are
asking us to believe that you have basically changed your ways,
things are done differently there now for various reasons. And,
frankly, I am skeptical. And one of the reasons which makes me
skeptical is I cannot get a straight answer out of you to a very di-
rect question, whether or not KPMG encouraged the sale or accept-
ance of its tax products to potential clients. There is a mass of evi-
dence that you did, but I cannot get you to say, “Yes, one of the
things we did was encourage the sale or acceptance of our tax prod-
ucts to potential clients.” I cannot get you to say that.
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Mr. SMITH. Well——

Senator LEVIN. Even though it is obviously true. It is as clear as
the nose on your face that it is true.

Mr. SMITH. I think we are in agreement, Senator, because what
you just said was one of the things that we do is to encourage our
professionals, yes, to

Senator LEVIN. No. You just say encourage professionals. Look,
Mr. Smith, I don’t want to play a game with you. I want to try to
get a direct answer, and I will try one more time. But you under-
stand the reluctance to give a direct answer to me raises questions
about what you are saying that you are trying to change your ways
or you have changed your ways or you are going to through a lot
of procedures.

Now, unless I can get a straight answer to a question that has
overwhelming evidence in support of a yes answer, I cannot—I am
skeptical about what you are telling us otherwise. So let me ask
it one last time.

Over the last 5 years, is one of the things that KPMG did was
encourage the sale or acceptance of its tax products to potential cli-
ents? Can you give me a yes or no answer to that?

Mr. SMITH. I can, Senator.

Senator LEVIN. And what is it?

Mr. SMITH. Yes.

Senator LEVIN. Thank you. Thank you, Mr. Chairman.

Senator COLEMAN. Thank you, Senator Levin.

With that, the hearing record will be kept open for 3 weeks. The
witnesses are reminded that when answering supplemental written
questions from the Subcommittee, they will still be under oath.

I want to thank the witnesses for appearing before us today. This
hearing is adjourned.

[Whereupon, at 1:10 p.m., the Subcommittee was adjourned.]
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OPENING STATEMENT OF SENATOR COLEMAN

Chairman COLEMAN. This hearing of the Permanent Sub-
committee on Investigations is called to order.

I want to begin by thanking my distinguished Ranking Member,
Senator Levin, again for his work in this area and his deep concern
for taxpayers, his concern for just kind of a fundamental sense of
right and wrong in business practices. I think when we address
those concerns, when we clear up things that are very problematic,
such as we examined last Tuesday and which we will address
today, I think we all benefit.

Senator LEVIN. Thank you, Senator Coleman.

Chairman COLEMAN. On Tuesday, this Subcommittee heard testi-
mony under oath concerning the role of major accounting firms in
the development, marketing, and implementation of generic tax
products with no substantial economic purpose other than to re-
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duce tax burdens, the result being to rob the U.S. Treasury of bil-
lions of dollars annually.

Let me begin by saying I am troubled by what I heard on Tues-
day and troubled by what I did not hear. We had accounting firm
after accounting firm come forward and tell us, “Mr. Chairman,
what we did was wrong.” Yet, I remain troubled that it wasn’t
some revelation that came to them after the fact that what they
did was wrong. Common sense would dictate that they knew what
they were doing was wrong when they were doing it.

Although the various firms gave tortured explanations of mul-
tiple levels of review and hours of deliberation they engaged in be-
fore reaching their decisions of more probable than not legality, I
think the answer is much simpler. It was the 1990’s. The surge in
the market made many awash in cash. There were millions of dol-
lars to be made and everybody else was doing it. But the bottom
line itsthat it was wrong, it was unethical, and in some cases was
illegal.

These sham transactions clearly lacked economic substance.
Some may have believed there was a loophole that supported these
transactions, but the lure of millions of dollars in fees clearly
played a role in the decision on the part of tax professionals to
drive a Brink’s truck through any purported loophole.

Last Tuesday shined a light on a dark and shameful period for
the accounting industry. That was the past and it must remain the
past. The future is much brighter. I was bolstered by the fact that
all the firms said these abusive tax shelters are a thing of the past.
Some admitted their mistakes. All said they would sin no more.

We heard that many of the people involved in these abusive tax
shelters are no longer working for these companies, that they have
put in place policies and procedures that will deter such practices
in the future, and that they have recommitted themselves to the
highest ethical and business standards.

It was obvious last Tuesday and it will be demonstrated today
that accounting firms did not act alone. Others, including otherwise
reputable investment advisors, banks, and law firms were part and
parcel of these fraudulent schemes. Moreover, they also provided
the added benefit of making detection by the IRS difficult. These
entities provided a veneer of legitimacy for abusive tax shelters
that were, in fact, illusory or sham transactions with little or no
economic substance driven primarily for favorable tax consequence.

Based on PSI’s investigation, investment advisors were essential
for developing and implementing the financial transactions for
these shelters. In fact, investment advisors have been deemed to be
promoters of tax shelters bought by the IRS for certain sheltered
transactions, triggering registration obligations.

However, the Permanent Subcommittee has determined that Pre-
sidio, an investment firm that clearly promoted at least two abu-
sive tax shelters, BLIPS and OPIS, did not register these shelters
with the IRS. By refusing to register these abusive tax shelters, it
is obvious that KPMG and Presidio attempted to conceal their ex-
istence from the IRS. There are others who are also complicit—law-
yers and bankers who made money, lots of money, and had to know
what they were doing was wrong.
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This Subcommittee was not playing Monday morning quarter-
back when it focused on these transactions. The players in these
abusive tax shelters had to know there was no economic substance
to these transactions and that their efforts to avoid IRS detection
by failing to register them was part of a deliberate cover-up. It
seems clear to this Senator that ethical concerns were gagged and
blindfolded by the lure of big dollars.

Major law firms are essential to the tax shelter business. They
were routinely utilized by the accounting firms to provide tax opin-
ions in order to protect taxpayers from penalties if challenged by
the IRS. Some firms provided hundreds of cookie cutter opinions of
various tax schemes. The other firms took on the additional role of
soliciting, developing, and marketing tax schemes. In fact, the IRS
has targeted at least two prominent law firms as promoters of tax
shelters.

As someone who practiced law for 17 years in the Minnesota At-
torney General’s Office, former Solicitor General of the State of
Minnesota, I am well aware of the ethical standard that requires
attorneys to avoid even the appearance of impropriety. Based on
our investigation, it is difficult for me to understand how that
standard was not violated in these cases.

In addition, the existence of a closed business relationship with
KPMG also raises concerns about whether any independent anal-
ysis and advice was provided. I look forward to hearing the testi-
mony of the attorneys involved in these transactions.

And the bankers, I know, take great pride in what they do and
the code of conduct they insist upon for their employees and them-
selves. Most Americans may not think of bankers as their friend
next door, but for generations, Americans have come to expect that
banks are a bastion of fiscal responsibility in possession of their
money, their savings, their hopes, and their dreams. In this case,
it appears that bankers helped facilitate these transactions for the
price of admission into a tax shelter business that allowed everyone
involved to profit.

Prominent banks provided the necessary loans for tax shelters.
While the banks have traditionally concerned themselves primarily
with credit risks, these loans were critical for generating the artifi-
cial paper losses in the tax shelter industry. For the banks in-
volved, these schemes were merely a vehicle to generate substan-
tial profits.

Given the evidence that PSI has uncovered in the sworn testi-
mony the Subcommittee has heard, it is imperative to ensure that
the proper regulatory and oversight framework exists to address
the myriad of participants involved in the tax shelter industry.

On the last panel, we will hear from the agencies charged with
enforcing the laws. The Internal Revenue Service is primarily re-
sponsible for interpreting and enforcing the tax laws. High rates
automatically create a large incentive to find loopholes or tax strat-
egies. The complexity of the tax code also reduces the transparency
of returns, making it very difficult for the regulators to follow what
is going on in the private sector.

On Tuesday, the Subcommittee heard testimony that accounting
and investment firms structured deals to intentionally conceal their
efforts from the IRS. It is imperative that Congress not allow the
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IRS to become the toothless paper tiger that is ignored by those in-
volved in the tax shelter industry. We must give them the tools,
the resources, and the direction necessary for the proper enforce-
ment of our Nation’s tax laws. Congress must not allow the IRS to
be an irrelevancy.

After today’s hearing, I intend to discuss with Senator Levin
what follow-up action we need to take in order to address the prob-
lems exposed by this investigation. A number of potential reforms
were discussed at Tuesday’s hearings. These include more expan-
sive and explicit reporting requirements, tougher penalties for non-
compliance, and more effective internal review procedures within
the professional firms involved in these transactions. The scope of
my response will depend very much on the behavior of the profes-
sional firms and the willingness and ability of the regulators to ad-
dress these issues.

If Congress needs to act in order to provide more resources or to
simplify tax laws and close loopholes that are being upheld by the
courts, then we will do so. Let me be very clear, however. I am
against additional regulation just for the sake of more regulation.
The preferable way is professionals who self-impose a high ethical
standard and to consistently act in accordance with those stand-
ards without requiring Congressional review to highlight trans-
gressions.

But sometimes, regulations such as the Sarbanes-Oxley Act are
the only way to restore the public trust without which our tax and
financial systems cannot work. I do intend to see public trust in the
application of tax laws restored. Congress will take the necessary
steps to prevent a recurrence or the proliferation of abusive tax
shelters.

With that, the distinguished Ranking Member, Senator Levin.

OPENING STATEMENT OF SENATOR LEVIN

Senator LEVIN. Thank you very much, Mr. Chairman. First, let
me thank you for these hearings, thank you and your staff for all
the support that you have given to this investigation. It has been
critical and the country is very much in your debt for doing this.

Today, as you point out, is the second of 2 days of hearings on
our year-long investigation into the role of professional firms, such
as accounting firms, banks, investment advisors, and law firms, in
the development, marketing, and implementation of abusive tax
shelters.

The purpose of the transactions that we have been looking at and
the transactions creating those shelters wasn’t to make a profit,
but it was to produce a tax loss to offset or to shelter income. These
transactions were a sham, a deception, an abuse of honest tax-
payers.

The first day of hearings focused on KPMG, a leading accounting
firm that for the past 5 years has been heavily involved in the de-
velopment and marketing of generic tax products to multiple cli-
ents, including some potentially abusive or illegal tax shelters. It
took some time at the last hearing before KPMG would admit that
it has been promoting tax products, but in the end, they finally did.

Today’s hearing will examine some of the professional firms that
have joined forces and worked hand-in-glove with KPMG in the tax
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shelter business—banks, investment advisors, and lawyers, without
which those abusive tax shelters would never have polluted so
many tax returns and robbed Uncle Sam and average taxpayers of
billions of dollars of revenues.

The Subcommittee’s investigation is focused on four KPMG tax
shelters known by their acronyms, BLIPS, FLIP, OPIS, and SC2.
The first three have already been identified by the Internal Rev-
enue Service as potentially abusive or illegal tax shelters. The
fourth, SC2, is under IRS review. BLIPS, FLIP, and OPIS required
the participation of a bank, investment advisory firm, and law firm
to work. Each of the professional firms here today had a role in one
or more of these tax products and helped provide the legal or finan-
cial facade of economic substance for transactions whose only real
purpose was to reduce or eliminate the buyer’s taxes.

KPMG sold BLIPS, FLIP, and OPIS to about 300 people. It is no
accident that the same banks, investment advisors, and law firms
appear over and over again in connection with the transactions
needed to implement these tax shelters. In fact, KPMG courted and
built up relations with each of these professional firms because it
couldn’t implement its tax products without them. KPMG also
wanted to form business alliances with other respected profes-
sionals to increase its stature in client contacts.

An internal KPMG memorandum that we just received this
week, which is Exhibit 137,1 lays it all out. In 1997, a month before
he left the firm to form his own investment advisory firm called
Presidio, a senior KPMG partner, Robert Pfaff, sent a memo to the
two top officials in the KPMG tax services practice with a number
of suggestions for, “KPMG’s Tax Advantaged Transaction Practice.”
Among other suggestions, the memo argues for the development of
“turnkey” tax products, tax shelters that KPMG clients could use
without any changes to reduce their taxes.

The memo also stated that, in most cases, it will be “difficult or
impossible for KPMG to be the sole provider of a tax advantaged
product,” in other words, a tax shelter, “due to restrictions placed
on the firm’s scope of activities by authorities.”

The memo described KPMG’s “dilemma” in its words, as follows:
“To avoid IRS scrutiny, KPMG had to market its tax products as
investment strategies, but if it characterized its services as pro-
viding investment advice to clients, it could attract SEC scrutiny
and have to comply with Federal securities regulations.”

And this memo, again, which we just received this week, explains
it as follows: “It is clear we cannot openly market tax results of an
investment. Rather, our clients should be made aware of invest-
ment opportunities that are imbued with both commercial reality
and favorable tax results. Conversely, we cannot offer investments
without running afoul of a myriad of firm and securities rules. Ulti-
mately, it was this dilemma that led me to the conclusion that
KPMG needs to align with the likes of a Presidio.”

In other words, KPMG recognized that to make its tax products
work, KPMG itself could not provide “investment advice.” It also
knew it could not issue loans or provide financing. It had no au-
thority to practice law. It needed assistance from other profes-

1See Exhibit No. 137 which appears in the Appendix on page 2735.
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sionals with those capabilities to carry out its tax schemes and it
found them.

Law firms like Brown and Wood, which later became Sidley Aus-
tin Brown and Wood, issued favorable, boilerplate legal opinion let-
ters for BLIPS, FLIP, and OPIS, issuing more than 250 opinion let-
ters in all.

Investment advisory firms like Quellos doing business as
Quadra, and Presidio helped set up hundreds of BLIPS, FLIP, and
OPIS transactions.

Banks like Deutsche Bank, HVB Bank, and others financed hun-
dreds of BLIPS, FLIP, and OPIS transactions. Deutsche Bank and
HVB together provided more than $5 billion in financing for these
transactions.

Everyone, of course, got paid lots of fees. For example, in BLIPS,
clients paid a set fee at 7 percent of the planned tax loss. Now
think about that. If anything demonstrates that the goal of these
schemes was to produce paper tax losses, it is that the fee was
based on the size of the planned tax loss. The higher the planned
tax loss, the higher the fee.

In the case of the BLIPS fee, after certain expenses were sub-
tracted, the remaining money was divvied up among the firms that
carried out the client’s BLIPS transaction. KPMG and the banks
each got 1.25 percent, what they called 125 basis points. The in-
vestment advisor got 2.75 percent, or 275 basis points. The law
firm generally got $50,000 for each opinion, possibly more in cases
where the expected tax loss was large.

Looking at just the four tax products examined by this Sub-
committee, KPMG brought in fees totalling at least $124 million.
Sidley Austin Brown and Wood, with more than 250 opinion let-
ters, raked in at least $50,000 per boilerplate letter and made more
than $12 million. Deutsche Bank hauled in about $33 million from
its OPIS transactions and expected to make the same again from
BLIPS. HVB made over $5 million in less than 3 months doing
BLIPS deals in 1999 and decided on doing more in the year 2000,
due in part, in its own words, to “excellent profitability.”

Now, what exactly were these fees for? The law firm Sidley Aus-
tin Brown and Wood provided a so-called independent legal opinion
letter finding that the tax products complied with the law. In fact,
the law firm collaborated heavily with KPMG to develop the prod-
ucts and write the opinion letters. The banks provided financing
and nominal currency transactions that acted as an investment fig
leaf to disguise transactions that were really tax driven. The in-
vestment advisors provided the design and the rhetoric to recast
the tax dodges as investment strategies.

The facts echo what this Subcommittee uncovered during its
Enron investigation: Respected professional organizations offering
their services and making a lot of money by assisting other parties
to complete highly structured and deceptive transactions. In this
case, the transactions were intended to help KPMG’s clients reduce
or eliminate paying their fair share of taxes owed to Uncle Sam.
By facilitating these tax schemes, these organizations also opened
themselves up to possible violations of the laws against the pro-
moting of abusive tax shelters and against aiding or abetting tax
evasion.
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Now, relative specifically to the SC2 tax product, we had planned
to have at today’s hearing one of the pension funds that KPMG ap-
proached and convinced to participate in SC2 transactions. None of
the SC2 tax products could have been sold absent a charity willing
to accept S Corporation stock donations under unusual cir-
cumstances. To save time, we asked the pension fund to submit a
written statement instead of appearing here today.

That statement sets forth these key facts. KPMG initiated the
contact with the charity. The charity did not know its 28 bene-
factors beforehand, and the charity was asked and expected to hold
the stock it was given “for several years” and would then “be able
to sell the stock back to the owner and receive cash.” In short, it
is clear that SC2 was intended to provide only temporary stock do-
nations.

Also relative to SC2, we did not have time at the last hearing
to address a number of very troubling statements made by the
former KPMG tax partner Lawrence Manth, who headed up the
SC2’s sales effort and who claimed that KPMG was selling SC2 to
benefit police and firefighters. The documents are overwhelming in
demonstrating the opposite. KPMG was not acting altruistically in
selling SC2, but again, it was helping its clients reduce or elimi-
nate their taxes. If the sole objective was to make a charitable do-
nation, SC2 donors could have simply donated cash instead of
going through the exercise of first donating stock, then buying it
back for cash, and we plan to follow up on those statements with
Mr. Manth and others.

The industry which promotes abusive tax shelters should have no
place in the business plans of respected legal and financial profes-
sionals. It is time to put an end to banks, investment advisors, and
law firms using their talent to promote, aid, or abet dubious and
abusive tax shelter schemes.

Finally, we will hear today from three key regulators: The IRS,
the Federal Reserve, and the newly formed Public Company Ac-
counting Oversight Board. Each has a role to play in convincing,
or if necessary forcing, accounting firms, banks, investment advi-
sors, and law firms to get out of the abusive tax shelter promotion
business. To help those efforts, Congress needs to enact stronger
penalties for promoting, aiding, or abetting abusive tax shelters.
The current fines of $1,000 for individuals and $10,000 for corpora-
tions are useless as deterrents.

We also need more enforcement dollars for the IRS to go after
tax shelter promoters. We also need to put an end to auditor con-
flicts of interest that arise when accounting firms sell tax shelter
services to their audit clients and then turn around and audit their
own handiwork. We need to clarify and strengthen the economic
substance doctrine.

We need a coordinated regulators’ review to identify abusive tax
shelter products some accounting firms, banks, investment advi-
sors, and law firms are selling, and to stop them from assisting the
purveyors of abusive tax shelters.

And, as our Chairman, I think very eloquently pointed out, we
need the professions themselves to adhere to higher standards of
conduct.
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Again, my thanks to you, Mr. Chairman, and to your staff for all
the help you have given me.

Chairman COLEMAN. Thank you, Senator Levin.

I would now like to welcome our first panel to today’s important
hearing: Raymond J. Ruble, a former partner for the law firm of
Sidley Austin Brown and Wood; Thomas R. Smith, a current part-
ner with Sidley Austin Brown and Wood; and finally N. Jerold
Cohen, a partner with the law firm of Sutherland Asbill and Bren-
nan. I thank each of you for your attendance at today’s hearing and
look forward to hearing your testimony.

Before we begin, pursuant to Rule 6, all witnesses who testify be-
fore this Subcommittee are required to be sworn. I would ask you
to each rise and raise your right hand.

Do you swear that the testimony you are about to give will be
the truth, the whole truth, and nothing but the truth, so help you,
God?

Mr. RUBLE. I do.

Mr. SMITH. I do.

Mr. CoHEN. I do.

Chairman COLEMAN. Thank you, gentlemen.

Gentlemen, we do have a timing system. I would ask that you
keep your statements to 5 minutes. Your fully prepared statements
will be entered into the official record.

Mr. Ruble, we will have you go first this morning, followed by
Mr. Smith and finish up with Mr. Cohen. After we have heard all
of your testimony, we will turn to questions. Mr. Ruble, I under-
stand that you are accompanied by counsel. Counsel, please iden-
tify yourself for the record.

Mr. HOFFINGER. Jack Hoffinger.

Chairman COLEMAN. Thank you. Mr. Ruble, you may begin.

TESTIMONY OF RAYMOND J. RUBLE, FORMER PARTNER,
SIDLEY AUSTIN BROWN AND WOOD, LLP, NEW YORK, NEW
YORK, REPRESENTED BY JACK HOFFINGER

Mr. RUBLE. Thank you, sir. Senator Coleman and Senator Levin,
my name is R.J. Ruble. I would very much like to respond to your
questions on the matters that are being discussed today and I ap-
preciate your endeavors in this regard. However, I have been in-
structed by my counsel not to testify based on my Fifth Amend-
ment constitutional rights.

Chairman COLEMAN. Mr. Ruble, I would like to see if I could just
explore two matters with you. One, if you could just turn to Exhibit
1161 in the exhibit book, it appears to be an e-mail from R.J. Ruble
that reads as follows: “This morning, my managing partner, Tom
Smith, approved Brown and Wood, LLP, working with the newly
conformed tax products group at KPMG on a joint basis in which
we would jointly develop tax products and jointly share in the fees,
as you and I have discussed.” Is this, in fact, an e-mail that you
prepared?

Mr. RUBLE. I must respectfully decline to answer on the grounds
asserted.

1See Exhibit No. 116 which appears in the Appendix on page 2691.
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Chairman COLEMAN. I would just ask one other question, again,
for my foundational purposes. You have in the exhibit book Exhib-
its 90a. and 90b.1 Exhibit 90a. purports to be an opinion by KPMG
regarding some of the tax shelters that we talked about. Exhibit
90b. purports to be a Brown and Wood legal opinion. I would note
that both opinions appear to have substantially the same language,
in fact, almost the exact language. I would ask you again if that
is a correct assertion.

Mr. RUBLE. I have been instructed to decline to answer on the
grounds asserted.

Chairman COLEMAN. Given the fact that you are asserting your
Fifth Amendment right against self-incrimination to all questions
asked of you by the Subcommittee, you are excused, Mr. Ruble.

Mr. RUBLE. Thank you very much, sir.

Chairman COLEMAN. Mr. Smith.

TESTIMONY OF THOMAS R. SMITH, JR.,2 PARTNER, SIDLEY
AUSTIN BROWN AND WOOD, NEW YORK, NEW YORK, LLP

Mr. SmiTH. Thank you, Mr. Chairman and Senator Levin. My
name is Tom Smith. I am a partner in the law firm of Sidley Aus-
tin Brown and Wood and I am pleased to answer your questions
to the extent that I can.

I joined Brown and Wood in 1963 and have spent my career
there as a securities lawyer. I am not a tax lawyer. But from 1996
to May 1, 2001, at the time of our merger with Sidley and Austin,
I was the managing partner of Brown and Wood.

Mr. Chairman, our firm wants to cooperate with the Sub-
committee to the maximum extent it can. The area of tax work that
brings us here today is an area that our firm no longer participates
in. Unfortunately, my personal files on these matters were lost in
the destruction of our office in the World Trade Center on Sep-
tember 11, and Mr. Ruble, the person in our firm most knowledge-
able about these matters, is not available to you or to us. Thus, we
are limited in the information we can provide.

Mr. Ruble is no longer a partner of the firm. He was expelled
from the partnership on October 24, 2003, for activities in violation
of the partnership agreement, that is, accepting undisclosed com-
pensation and for refusing to explain his conduct to the firm.

As a result, we are not confident that the information Mr. Ruble
has given us in the past and upon which we have relied is accu-
rate, and we have so advised the Subcommittee staff, the Internal
Revenue Service, and other interested parties.

That said, let me tell you a bit about the tax practice at Brown
and Wood. Of the approximately ten tax partners at Brown and
Wood before the merger, Mr. Ruble was virtually the only one who
engaged in this practice, although he consulted with others on dis-
crete issues. At the time Mr. Ruble began providing concurring
opinions to individual taxpayers, Brown and Wood had an opinion
committee and expected partners to seek the advice of that com-
mittee or of the other colleagues at the firm of novel and unsettled
legal issues. In addition, Brown and Wood required approval of tax

1See Exhibit No. 90a. and 90b. which appear in the Appendix on pages 684 and 781.
2The prepared statement of Mr. Smith appears in the Appendix on page 312.
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opinions by a second tax partner, and as a matter of fact, during
the period in 1999, we expanded that second opinion requirement
to all lawyers.

After the merger, the firm maintained and expanded the size of
the opinion committee and further enhanced its policies in this
area. The purpose of this policy was to help ensure the quality and
consistency of tax advice provided by the firm and to provide an
electronically maintained library of tax opinions that all tax law-
yers could access.

No set of procedures will stop an individual from acting improp-
erly if he or she is unwilling to abide by the rules of our profession
and to engage in blatant acts of deceit and concealment. Neverthe-
less, we have hired a tax attorney whose principal responsibility is
to monitor our internal procedures and our compliance with the
evolving requirements of the Internal Revenue Service.

Prior to the merger of Brown and Wood and Sidley and Austin
and as part of our transition planning, it was decided that the com-
bined firm would stop providing individual tax opinions that this
Subcommittee is considering and we would reorient the tax prac-
tice to the corporate transactional work that is central to both
firms’ practices. This action reflected the decision of Brown and
Wood and the combined firm to redirect the efforts of the firm to
our core tax work and did not and does not reflect on the quality
of the work performed earlier. I understand that no court has de-
cided that Mr. Ruble’s tax opinions are wrong, much less rendered
in bad faith.

Although Mr. Ruble had confirmed that he had stopped issuing
opinions of this type, the firm discovered that additional opinions
had been issued after the merger. When confronted with this, Mr.
Ruble said that the opinions were the last in the typewriter and
were being rendered because he had pre-merger commitments to
provide them to clients. He was told to stop issuing such opinions.
He assured the firm that he had stopped, but in fact, he lied to us.
He evaded our controls we had in place and he breached the trust
we reposed in him.

We had and have procedures in place designed to ensure that all
of our lawyers, partners, associates, and others act in compliance
with applicable laws and the highest ethical standards. In a law
partnership, the effectiveness of procedures of this sort is highly
dependent upon the trustworthiness of our partners.

Both Sidley Austin Brown and Wood and I personally want to
thank you for the open, cooperative, and professional treatment we
have received from both the Majority and Minority staff.

Chairman COLEMAN. Thank you, Mr. Smith.

Mr. Cohen, before we proceed, I note that you have a gentleman
with you. For the record, would you please identify him.

Mr. COHEN. A partner, J.D. Fleming, who has come with me.
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TESTIMONY OF N. JEROLD COHEN,! PARTNER, SUTHERLAND
ASBILL AND BRENNAN, LLP, ATLANTA, GEORGIA, ACCOM-
PANIED BY J.D. FLEMING

Mr. COHEN. Mr. Chairman, Senator Levin, thank you very much
for inviting me to these hearings. I commend you on the hearings.
I think they are very important. I think if they lead to the passage
of some of the provisions that were passed in the Senate CARE Act
or to some of the provisions that are now in the JOBS Act, I think
that will be very good.

I am especially pleased to hear both Senators acknowledging that
the Service needs more resources. Over the last 7 years, its work-
load has gone up over 11 percent and its workforce down by over
11 percent. You just can’t keep that up and it is showing, and it
is showing in some of these things.

First of all, let me say that my firm, Sutherland Asbill and Bren-
nan, has not been involved in the development, marketing, or im-
plementation, or the promotion, aid, or abetment of the tax shelters
that you have asked us about. In fact, the fourth of the shelters,
SC2, I know nothing at all about.

We have been engaged by clients who were under audit by the
Internal Revenue Service long after they participated in these
transactions to represent them, and we have been representing
them in that regard.

Every time we discuss with a client potential representation, we
inform them that we cannot—cannot—participate in any suit
against any promoter, whether it is the promoter or a firm that has
been involved with the transaction, that we represent, and we have
a litigation group that represents all of the major accounting firms,
five back then, four now, in totally unrelated litigation. We tell
them because of that, we cannot represent them in any action
against anyone connected with this, these transactions, and we
suggest to them that they obtain other counsel to represent them
in that regard. We tell them that several times and we tell them
to engage other counsel sooner rather than later because there is
a statute of limitations problem in any actions that they might
want to consider.

Now, having said that, let me also commend the staff for the Mi-
nority Report. I haven’t read the whole thing, it is awfully long, but
I thought it was very good. I know they worked long and hard at
that. In fact, I called some of the staffers a couple of times and
found them working late at night on that.

But after my letter responding to your questions and reading the
Minority Report, I found that I could make further responses to
some of your questions. I respect the pressure the staff was under
and I know that our firm is only discussed in three pages of the
large report. But I wish they had had time, and I know they didn’t,
to consult with me because there are a lot of misstatements in
those three pages about my firm’s activities.

First of all, it states that KPMG referred over two dozen clients
to us. That is not true. I am not saying that I would not have liked
to have had more clients, because we shared the costs of our rep-

1Letter to Senators Coleman and Levin, dated November 18, 2003, with responses to ques-
tions appears in the Appendix on page 315.
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resentation among all the clients, and I am sure all of the clients
would have liked to have had more, but we never had two dozen
clients referred to us by KPMG to my knowledge. I have no idea
what KPMG told you. We had clients coming in from other clients,
from financial advisors, and from law firms. In fact, the first clients
we had with regard to the three transactions, the three products,
if you will, that I knew about came from law firms.

Let me also say that I can tell you now that we have in the three
transactions that we have worked on approximately 40 such cli-
ents. That is, reading the numbers you have in your report, it is
not an inconsiderable number to me, but it is a small part of the
landscape.

Now, the report suggests that our only disclosure to the client
was in the engagement letter, which is quite clear. Your report
does cite the engagement letter stating to the clients that we can-
not represent them before the accounting firms. It suggests that
that is all we did, and there is an opinion that came out that can-
not be correct—because it did not represent the facts.

The facts are that is not all we did. Before undertaking any en-
gagement, we spoke to the client or to their financial advisor or
whoever their advisor was. Some of these clients are so wealthy
that you don’t speak to the clients. They always contact the law-
yers either through their own in-house lawyer or through their fi-
nancial advisors, and all were advised, clients, financial advisors,
in-house people, that they needed to get another lawyer to—if they
contemplated any action against anyone in connection with the
products. They were told to do that right away because there was
a statute of limitations problem.

Now, the report also suggests that representing clients when an-
other group in my firm represents KPMG is a conflict of interest.
I will have to tell you, that goes way beyond any ethical responsi-
bility I have been aware of in my 42 years of practice, way beyond
that. And even though there is not a conflict there, we, as I said,
took care to tell - KPMG knew we could not defend them against
any of these clients and the clients knew we also could not rep-
resent them. If there is a conflict, I would suggest that there may
be a conflict in both representing the clients before the IRS and
against KPMG. It gives you a pretty tight rope to walk in making
your arguments.

Finally, I would like to mention the fact that the report suggests
that we entered into agreements hiring KPMG. We entered into
one such so-called Covell agreement. It was entered into because
the client was already being advised by KPMG. We thought we
might need to have some advice from KPMG. We did not want to
waive the client’s attorney-client privilege, the privilege with re-
spect to our advice, and so we entered into the one Covell letter.
We never entered into another one with connection with these
tralcllsactions because we never used that one, so it was never, ever
used.

Chairman COLEMAN. I would ask you to summarize the rest of
your testimony, Mr. Cohen.

Mr. CoHEN. Well, the summary is—I think that I will go back
to the start. I wish the staff had talked to me a little—had time
to talk to me. I know I am not a big piece of this action, and I



81

think I could have corrected these things. Having read the rest of
the report, I am sure they would have corrected the record on that
score.

And once again, I would say the one thing you didn’t mention,
you or Senator Levin, you mentioned that you want more disclo-
sure. I think that is badly needed. You mentioned that you want
more resources for the IRS. I think that is badly needed. The one
thing you haven’t mentioned is the one that I think is the most im-
portant, and that is an extension of the statute of limitations where
there is no disclosure. I think that will go a lot further. In my expe-
rience, penalties have not done the job. Back when I was Chief
Counsel of the Internal Revenue Service, we fought tax shelters on
a much broader scale, much lower dollars, and the penalties didn’t
seem to stem that tide. Thank you.

Chairman COLEMAN. Thank you, Mr. Cohen, and I do want to
thank you for your testimony. It has been very clarifying. I will tell
you up front that on first blush, our concerns had to do with poten-
tial conflicts of interest with KPMG and you have gone a long way
to explaining that and helping us understand it better, so I do
thank you for that.

Let me just make sure that I do understand. First, did KPMG
refer tax audit cases to you?

Mr. CoHEN. I think they did, but not in the——

Chairman COLEMAN. You said you never had two dozen. Do you
know what the number was?

Mr. CoHEN. No, I do not at this time. I can try to find that out
and submit that number to your staff. But I would say I have no
idea whether KPMG thought that they referred more clients to us
than they actually referred, but the references—frequently, clients
come in from a number of sources. Most of our references came
from law firms, from financial advisors, from the clients themselves
who had talked to other clients.

Chairman COLEMAN. And I take it KPMG has an ongoing rela-
tionship with Sutherland Asbill and Brennan?

Mr. COHEN. The firm continues to defend in malpractice cases,
other than cases involving tax shelters, KPMG and the other three
of the remaining large accounting firms.

Chairman COLEMAN. Could you tell us the approximate amount
of attorney fees that KPMG generated?

Mr. COHEN. I haven’t the slightest idea.

Chairman COLEMAN. Could you provide that to us after——

Mr. CoHEN. If under our professional responsibility we are al-
lowed to and we can go to KPMG and get that authorization, that
waiver, we would be more than happy to do so.

Chairman COLEMAN. I would appreciate that.

Did KPMG ever tell you they would knowingly refer clients to
your firm when the subject matter was a tax scheme/shelter that
they were deeply involved in?

Mr. COHEN. Never.

Chairman COLEMAN. In referring the cases that they did refer to
you, my question has to do with whether you then turned around
and retained KPMG to serve as consultants in the case? You indi-
cated in your testimony that happened one time.

Mr. CoHEN. One Covell letter, that’s right.
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Chairman COLEMAN. And then you——

Mr. CoHEN. That'’s it.

Chairman COLEMAN [continuing]. Indicated that not again?

Mr. CoHEN. Not again, and let me mention this. I never—I don’t
recall a client that came in just—KPMG said, go to me. My under-
standing was that they gave the clients a choice of firms.

Chairman COLEMAN. Thank you, Mr. Cohen.

Mr. Smith, according to IRS pleadings filed against Brown and
Wood, Brown and Wood issued approximately 600 opinion letters
regarding these 13 different tax avoidance products during Mr. Ru-
ble’s tenure. Can you give me a sense of kind of the knowledge,
how it worked in Brown and Wood, whether folks would know
about what Mr. Ruble was doing, whether they would know kind
of the volume of what he was doing, the type of things that he was
doinﬁg?? How did that work? How did that supervision oversight
work?

Mr. SMITH. Senator Coleman, I will, but let me just caution, I am
sure you can tell, and I am very outraged, I can tell you what we
were told and what our understanding was and I can go through
that with you.

Mr. Ruble’s practice in this area, I think, to the best of my un-
derstanding, really started in 1997. You referred to an e-mail in
which there was a discussion—it said that there was a discussion
with me. The first I knew about that e-mail was when I read it in
the Wall Street Journal several weeks ago. I knew nothing about
that. We had never been told that there was any sort of an alliance
or proposed alliance with KPMG or anyone else. Had he had that
conversation with me, I would have immediately talked to our exec-
utive committee about it, that I was basically the chairman of that,
and this has never happened and we never approved any sort of
an alliance with KPMG. That would have required a lot of analysis
on our part and it just never happened.

Chairman COLEMAN. That e-mail is Exhibit 116, I think, in the
books in front of you, if you turn to Tab 116, the large black book
right there.

Mr. SMITH. Yes.

Chairman COLEMAN. And as I indicated before, the bottom of
that e-mail, “Subject, Joint Projects; Author, R.J. Ruble; Date, 12/
15/97, 11:08 a.m. This morning, my managing partner Tom
Smith—"

Mr. SMITH. Yes.

Chairman COLEMAN. “—approved Brown and Wood, LLP, work-
ing with the newly conformed tax products group at KPMG on a
joint basis in which we would jointly develop and market tax prod-
ucts and jointly share in the fees as you and I have discussed.” You
indicate that that e-mail is not true, not accurate?

Mr. SMITH. We never—I never saw this and it is totally untrue.

Chairman COLEMAN. Are you aware of any agreement or effort
to market tax products with KPMG?

Mr. SMITH. No.

Chairman COLEMAN. Can you help me understand? Is that some-
thing that would be unusual for a law firm to do?

1See Exhibit No. 116 which appears in the Appendix on page 2691.
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Mr. SMITH. It would be unusual for Sidley Austin Brown and
Wood to do, and at that time Brown and Wood. I would be happy
to tell you what our understanding was that we were doing. When
you asked——

Chairman COLEMAN. Please. I would appreciate that.

Mr. SMITH. Yes. You asked how we handled this at the firm. In
1998, the revenues increased materially in this area and as the
chairman, as the managing partner, I undertook and the executive
committee undertook to see if we could get a better handle on what
these opinions were, was this a business we should be in, what sort
of exposure to risks that we had because of these opinions, and ex-
actly what our role was in supplying these opinions. And I called
the practice group head, Tom Humphries, and asked him, who was
aware of what was happening here but really had not been in-
volved with these opinions. Some of the partners had been involved
with certain discrete issues, but not with the total product. That
was a total opinion.

I looked at those opinions and read them. They were more likely
than not based on factual representation opinions. Quite frankly,
sir, I was really not in a position to pass on the validity of those
opinions. I think we had four or five of our tax partners read those
opinions and advise us, and the advice we got was that they were
valid opinions under the then law.

We discussed with Mr. Ruble and with our tax partners exactly
what our role was in this and we were told that our role was to
provide concurring opinions to taxpayers, and a lot of times to their
financial advisors, and Mr. Cohen testified that you do this, and
that KPMG wanted an outside law firm to do this, that KPMG
would designate to help the financial advisors understood this.

We understood his role to be not involved in the design of these
products, but that KPMG would come to him with the product and
ask him if he could render the concurring opinion. Now, to do that,
Mr. Ruble had to do a thorough analysis of what was in there. It
was my understanding we inquired about this, that he would per-
haps make suggestions so that he could render his opinion and per-
haps he might—I guess if he saw something there to improve the
product, he might have passed that on. That is just an assumption
on my part. We thought he was being given the product and just
saying if—rendering his opinion on them, more likely than not
based on the factual assumptions.

Chairman COLEMAN. My concern is, first, he issued approxi-
mately 600 opinions, so I take it he is generating a substantial
amount of fees which I would then suspect is not under the radar
screen of Brown and Wood?

Mr. SMITH. Absolutely not.

Chairman COLEMAN. He is generating volume here?

Mr. SMITH. Absolutely not.

Chairman COLEMAN. If he is generating that volume, I am just
again trying to understand the internal mechanism. He was gener-
ating a lot of money in a tax area?

Mr. SMITH. Right.

Chairman COLEMAN. I take it he is not operating solely by him-
self?
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Mr. SMITH. Well, that is a good question. We have all of this
under review. I think in large measure, what we most fear in a law
firm, he was a lone wolf, and this is

Senator LEVIN. What?

Mr. SMITH. A lone wolf, Senator Levin, not to mention a rogue
partner, which is your greatest fear.

Chairman COLEMAN. And you understand, though, again, having
been in the profession for a number of decades and understanding
there are lone wolves but understanding the structure of law firms,
you have a guy generating a lot of fees——

Mr. SmITH. Correct.

Chairman COLEMAN [continuing]. And complex issues that when
looked at are pretty clear. You look at these issues and you have
on the BLIPS cases, I believe there were 66 investors. These are
supposed to be 7-year investment schemes. Every one of them gets
out after 60 days. You look at this thing and you can see it is being
created for generating tax loss. That is what it is about. I am still
troubled by the sense that it is just Mr. Ruble.

Mr. SMITH. Well, it was Mr. Ruble who was rendering the opin-
ions and dealing with the clients. I know of no instance in my un-
derstanding where any other tax lawyer at Brown and Wood were
involved in the dealings with the clients.

We had the other tax partners in the group, in a highly esteemed
group, I think we had four or five of them review these opinions
and advise us as to whether or not they were appropriate. And as
I say, I am a securities lawyer and I have to rely on their advice
in this regard.

Chairman COLEMAN. Senator Levin.

Senator LEVIN. The IRS has alleged in court that Sidley Austin
Brown and Wood issued about 600 opinion letters on 13 potentially
abusive or illegal tax shelters, and it is our understanding that
about half of those letters, perhaps 250 to 300, were issued in con-
nection with BLIPS, FLIP, and OPIS. Would that be about right?

Mr. SMITH. Yes, we did render approximately 600, and I think
it was 13 different transactions. I just don’t know the answer as
to how many applied to which.

Senator LEVIN. You don’t have any idea about how many were
issued in conjunction with BLIPS, FLIP, and OPIS?

Mr. SMITH. No, sir. I can get you that

Senator LEVIN. Well, we will tell you. Let us assume that our in-
formation is correct, and if you would——

Mr. SMITH. I would assume, yes.

Senator LEVIN [continuing]. For the purpose of discussion say
about 300. Now, we understand that your firm charged substan-
tially the same fee, $50,000, for each letter provided to BLIPS,
FLIP, and OPIS clients.

Mr. SMITH. It was a fixed fee. I think it started at $50,000. There
may have been different amounts in different instances.

Senator LEVIN. Possibly a little more

Mr. SMITH. Yes.

Senator LEVIN [continuing]. If the tax loss was more?

Mr. SmiTH. No, I don’t think it was—it was my understanding
it was never based on the size of the transaction.
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Senator LEVIN. Well, we will get to that later in terms of the
fees.

Mr. SMITH. Yes.

Senator LEVIN. So you got $50,000 for each letter, approxi-
mately?

Mr. SMITH. Approximately, that is my understanding in this.

Senator LEVIN. Now, these letters were drafted after the initial
prototype, is that correct? In other words, there was an initial let-
ter on each of these and then the following letters, follow-up let-
ters, were virtually identical to the prototype letter, is that not cor-
rect?

Mr. SMITH. Could you help me with what you mean by proto-
type?

Senator LEVIN. The first letter that you wrote approving BLIPS,
for instance, was followed by dozens and dozens of other letters

Mr. SmITH. That is correct.

Senator LEVIN [continuing]. And so the first letter was the proto-
type.

Mr. SMmITH. OK. I understand.

Senator LEVIN. And then all the successive letters, 50 or 100 on
each, BLIPS, FLIP, and OPIS, were then basically cookie cutter
opinions following that prototype opinion, is that correct?

Mr. SMITH. Yes. To my understanding, yes. I could not tell you
to what extent they varied based on the facts. It could have been.

Senator LEVIN. All right. It could have been——

Mr. SMITH. But that was my basic understanding of it.

Senator LEVIN. All right.

Mr. SMITH. Pretty similar, basically similar, Senator, to

Senator LEVIN. Virtually identical? Basically the same, but use
your words. Now, the clients’ names were changed. In how many
cases were there client consultations?

Mr. SMITH. I couldn’t answer that question, Senator.

Senator LEVIN. Is it possible that in most cases, there were no
client consultations, you simply submitted the letter?

Mr. SMITH. I couldn’t answer that question.

Senator LEVIN. All right.

Mr. SMITH. That is a question we would be interested in. We
would be interested in the answer to that question.

Senator LEVIN. I would hope so.

Mr. SMITH. Yes.

Senator LEVIN. Who was your client?

Mr. SMmiTH. Well, we were rendering these opinions to the tax-
payer. I don’t think we—and that was—hopefully, we had engage-
ment letters with respect to this which explain this and explain our
role. But these opinions were being rendered—I don’t think we ren-
dered more than one opinion to any taxpayer, and that was the
sole piece of legal work we did for those taxpayers, these concur-
ring opinions.

Senator LEVIN. Right.

Mr. SmiTH. KPMG as a national tax group were also rendering
an opinion, to my understanding.

Senator LEVIN. The taxpayer was supposed to be your client. You
don’t know whether there was any personal contact with those tax-
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payers in most cases or not, do you, for instance, in the BLIPS
transactions? Do you have any idea?

Mr. SMITH. It was my understanding that Mr. Ruble was avail-
able to consult, primarily with the financial advisors of these tax-
payers. I have no idea.

Senator LEVIN. You have no idea. Did you ever ask Mr. Ruble,
in all your conversations with Mr. Ruble, about this matter, as to
whether he ever met with your clients?

Mr. SmITH. The tax partners would have.

Senator LEVIN. Did you ask your tax partners whether there was
ever any connection?

Mr. SMITH. I did not, sir.

Senator LEVIN. Is that not an important question for a law firm,
as to whether you have any contact with your client or not?

Mr. SmITH. I think it is an important question.

Sen?ator LEVIN. But you didn’t ask that of these tax partners of
yours?

Mr. SMITH. I don’t recall asking that, yes.

Senator LEVIN. On the question of fees, according to the Amer-
ican Bar Association Model Rule 1.5, a lawyer “shall not make an
agreement for, charge, or collect an unreasonable fee,” and then
cites the factors to be considered in setting a fee amount as the
time and labor required, the novelty and difficulty of the questions
ini/olved, and the skill requisite to perform the legal service prop-
erly.

It used to be that legal opinions were written for one client on
a particular set of facts, but mass marketed tax products are ac-
companied by mass production of legal opinion letters with
boilerplate language, and this is what happened here, according to
your own testimony, and as a matter of fact, that is what happened
with these tax shelters, BLIPS, FLIP, and OPIS. Virtually all the
costs associated with the letters are attached, therefore, to drafting
the first prototype opinion, which would be labor intensive. But
after that, with the cookie cutter follow-ups by the hundreds, the
firm has very limited costs since it used that boilerplate language
to produce the later letters and rarely even consulted with the cli-
ent, or you don’t even know whether the clients were consulted.

Now, my question has to do with the fees that were charged on
these letters. Did your firm estimate in advance about how many
opinion letters would be issued for a shelter?

Mr. SMmITH. It is my understanding that we had no idea how
many taxpayers would be investing in these structured products.

Senator LEVIN. And would be referred to your firm?

Mr. SmITH. That would be referred to our firm.

Senator LEVIN. So now how would you decide on the fee? How
can you charge $50,000 for a cookie cutter opinion letter when you
don’t know if you are going to issue 1, 5, 50, 100, or 200 of those
letters, same fee, $50,000? How do you decide on that fee? What
is it based on?

Mr. SMITH. We would have to ask Mr. Ruble how he

Senator LEVIN. Well, you asked Mr. Ruble. I am sure you had
these conversations. You ended up firing him. What did he say
when you asked him, how do you base a fee?

Mr. SmiTH. I never asked him how he would base the fee or
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Senator LEVIN. But you knew you were getting $50,000 for each
piece of paper that your firm was issuing?

Mr. SmiTH. That would be part of his

Senator LEVIN. And you have an ethical obligation to charge your
clients, who you probably never even saw, a reasonable fee. How
do you base a $50,000 fee?

Mr. SMITH. That would be part of the arrangement that he would
have made in the first instance, what the fees would cost, and we
had no idea whether or not we were going to make money on this
or not. If we were going to get $50,000 a transaction and we only
had two or three, we are clearly going to lose a lot of money.

Senator LEVIN. So you did figure out that if there were only two
or three of these, you would lose money.

Mr. SmiTH. Well, obviously we would. The time would be greater
than that.

Senator LEVIN. So what was your break-even point?

Mr. SMITH. I have no idea, Senator.

Senator LEVIN. Does your firm have any idea?

Mr. SMITH. I can sort of do an analysis of that. I doubt if we had
much of an idea as to what the break-even point would be, because
going into this, you wouldn’t know how much research was going
to be involved. You wouldn’t know—I assume that there was—Mr.
Ruble was conferring with his clients or the advisors of his clients
to a certain extent. I can’t tell you to what extent.

Senator LEVIN. Do you know how many hours? Was there a bill-
ing kept for this kind of——

Mr. SMITH. Yes.

Senator LEVIN. About how many

Mr. SMITH. I do not have that with me. I would be happy to pro-
vide you with that.

Senator LEVIN. So you did keep track of about how many hours
went into the preparation of that opinion?

Mr. SMITH. Yes.

Senator LEVIN. All right. You will submit that to the Sub-
committee?

Mr. SMITH. Yes.

Senator LEVIN. But you decided—were you involved in this deci-
sion that no matter how many opinions were issued, they were all
going to be about $50,000 a crack?

Mr. SMITH. I was not involved in that decision.

Senator LEVIN. Who was, besides Mr. Ruble?

Mr. SmiTH. Well, at this point, I am just perplexed as to answer
any of these questions. I will see what I can find out on that.

Senator LEVIN. Let me turn now to Exhibit 117.1 This is a
KPMG employee stating that, “Our deal with Brown and Wood is
that if their name is used in selling the strategy, they will get a
fee. We have decided as a firm that B&W opinions,” that is your
law firm, “should be given in all deals.” They are deciding that
your opinion is going to be given to presumably your client. Isn’t
that astounding, that some outside company is going to decide that
your opinion is going to be given to folks who are supposed to re-
ceive independent advice and be your clients?

1See Exhibit No. 117 which appears in the Appendix on page 2692.
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Mr. SMITH. Senator Levin, this was not our understanding. It
was our understanding on these transactions that the taxpayer was
going to be given a choice of two or three firms.

Senator LEVIN. So this comes as a surprise to you?

Mr. SMITH. Oh, absolutely.

Senator LEVIN. There was no deal with Brown and Wood, right?

Mr. SmiTH. Well, certainly not to my knowledge, or the knowl-
edge of the executive committee.

Senator LEVIN. And did you ask Mr. Ruble whether he had made
a deal on your behalf with KPMG?

Mr. SMmiTH. Well, I don’t know that we asked him if he had made
a deal, having had—but we inquired heavily throughout this as to
exactly what his role was.

Senator LEVIN. Did you ask him whether he had made a deal
with KPMG?

Mr. SMITH. I didn’t.

Senator LEVIN. Did anybody ask, as far as you know, on behalf
of your firm? Did we have some kind of an arrangement with
KPMG? Did anybody ask him that question?

Mr. SMITH. Well, the arrangement

Senator LEVIN. Since you got hundreds of referrals at $50,000 a
crack, did anybody ask Ruble in your presence or otherwise wheth-
er there was an arrangement with KPMG and your firm?

Mr. SMmiTH. Well, as——

Senator LEVIN. As far as you know, did anybody——

Mr. SMITH. There is an arrangement implicit in what I described.

Senator LEVIN. Did anyone ask Mr. Ruble explicitly whether or
not there was a deal between your firm and KPMG that the users
of these tax shelters would be given your letter?

Mr. SMITH. I have no knowledge of anyone asking him if there
was a deal.

Senator LEVIN. Or an agreement?

Mr. SMITH. Agreement.

Senator LEVIN. My time is up, thank you.

Chairman COLEMAN. Thank you, Mr. Levin.

Let me continue and make sure I understand. The client is the
taxpayer, is that correct?

Mr. SmITH. That is correct, Senator Coleman.

Chairman CoLEMAN. Not KPMG. So how did the client come to
your attention or to Mr. Ruble’s attention?

Mr. SMITH. They would—it was our understanding, in connection
with KPMG marketing these investment products that they would
give the taxpayer the choice of two or three firms and that is how
we would be approached thereafter.

Chairman COLEMAN. So KPMG is supposed to give the taxpayer
a number of firms and it is your testimony you are not aware of
any arrangement, marketing arrangements or the other type of
interconnecting relationships that the Ruble e-mails reflect?

Mr. SMITH. It was our understanding that there was absolutely
no efforts on our part to market or promote these products.

Chairman COLEMAN. In Exhibits 90a. and 90b.1—I think really
have the first pages, but there are many page——

1See Exhibits No. 90a. and 90b. which appear in the Appendix on pages 684 and 781.
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Mr. SMITH. This would be in the other book?

Chairman COLEMAN [continuing]. Opinions. Yes. If you look at
Exhibit 90a., it would be just the first page, 90a. is on the sta-
tionery of KPMG. I believe Exhibit 90b. would be—you have just
the first page of the opinion from Brown and Wood. So KPMG, as
I would understand it, is providing an opinion to the taxpayer,
right, and then Brown and Wood is supposed to provide an inde-
pendent analysis, is that correct?

Mr. SmITH. That is correct.

Chairman COLEMAN. And if one looks at these opinions, the lan-
guage is in substantial portion exactly the same. Do you work with
the tax firms in developing your opinions?

Mr. SMITH. It was our understanding that he—his role was to re-
view the product and determine whether he could give a concurring
opinion, and really the only input that he would have would be
whether or not there needed to be modifications so that he could
opine.

Chairman COLEMAN. Again, these opinions are being reviewed by
others in the firm?

Mr. SmiTH. There was a second signer requirement throughout
this provision.

Chairman COLEMAN. And so if the others in the firm are seeing
kind of the exact duplications of opinions and opinion after opinion
after opinion, would that shine a light or would that raise a con-
cern to anybody?

Mr. SmiTH. That, with respect to a product, the opinions are
going to be basically the same. I don’t know that that would shine
a light. I must add that in terms of this second opinion require-
ment, among the many things that we are looking at is to what ex-
tent that was observed.

Chairman COLEMAN. I am concerned about the relationship with
KPMG, whether

Mr. SMITH. Right.

Chairman COLEMAN. Where is the independence in this? I can
tell you from where we are sitting, Mr. Smith, there doesn’t seem
to be a heck of a lot of independence. From where we are sitting,
as a matter of fact, there isn’t. Let us lay that out. Now, the ques-
tion is, is it Mr. Ruble or did it go beyond Mr. Ruble and that is
what we are trying to understand.

Mr. SMITH. That what went beyond? I am sorry, Senator.

Chairman COLEMAN. The intertwining of relationships between a
law firm and an accounting firm, the marketing of tax products be-
tween a law firm and an accounting firm. That is what we are try-
ing to understand, and we are looking at stuff that says that it has
been approved, it has been discussed. We are looking at substantial
legal opinions that are almost exact between the accounting firm
and the law firm.

Mr. SMmITH. With respect to these products, they would be almost
exact. I can’t really tell you to what extent there might be dif-
ferences, but here again, it is something I can find out for you.

Chairman COLEMAN. How do you avoid this in the future? What
is Sidley Austin Brown and Wood doing today to make sure that
rogue partners don’t have the capacity to get involved in sham rela-
tionships with accounting firms or tax products like this?
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Mr. SmITH. Well, I testified that we have strengthened our opin-
ion policy. We have been coming up with more of a structured opin-
ion policy. Throughout the time that we were rendering these opin-
ions, one specific thing that we have done is put in—is have a tax
attorney whose job is to monitor opinions being given in the depart-
ment. We have an electronic library of these opinions, who the sec-
ond opinion writer is, and this is to avoid any tax opinions being
rendered that hasn’t been reviewed.

But I must caution that law firms operate on a degree of trust.
As you know, 25 years ago, when I first joined Brown and Wood,
it was just pretty much a general partnership. We trusted each
other. Unfortunately, this has been very much eroded in this in-
stance.

We have this situation with Mr. Ruble under review, and as part
of that review, we are going to consider what additional controls we
have to have. I am just absolutely apoplectic that this happened
and embarrassed that this happened.

Chairman COLEMAN. Senator Levin.

Senator LEVIN. I want you to look again, Mr. Smith, at Exhibit
116.1 This is a Ruble e-mail. It is dated December 15, 1997. “This
morning, my managing partner, Tom Smith, approved Brown and
Wood, LLP, working with the newly conformed tax products group
at KPMG on a joint basis in which we would jointly develop and
market tax products and jointly share in the fees as you and I have
discussed. To the extent it is possible, it would be very beneficial
from our perspective to involve our San Francisco office and I have
given Paul Pringle and Eric Haueter of that office your name and
telephone number. Please call me when you have a chance.” Mr.
Smith, did you, in fact, approve Brown and Wood working with the
newly conformed tax products group at KPMG as that e-mail stat-
ed?

Mr. SMITH. Absolutely not.

Senator LEVIN. Now, there were two other persons from the law
firm’s San Francisco office, Mr. Pringle and Mr. Haueter—it is a
little hard to read, but any rate, Eric Haueter. So KPMG writes—
Mr. Bickham at KPMG writes Mr. Ritchie at KPMG that the B&W
initiative is moving ahead, as you can see from the attached. Now,
if you will look at Exhibit 120.2—got it?

Mr. SMITH. Yes.

Senator LEVIN. All right. A meeting actually took place between
KPMG and your two tax professionals.

Mr. SMITH. They were not tax lawyers. Paul Pringle and Eric
Haueter are securities lawyers, corporate securities.

Senator LEVIN. All right.

Mr. SMITH. Corporate securities.

Senator LEVIN. Your two lawyers.

Mr. SMITH. Yes.

Senator LEVIN. Two lawyers for the B&W law firm. What took
place at that meeting?

Mr. SMITH. I have no knowledge of that, Senator.

Senator LEVIN. Are they still with your firm?

1See Exhibit No. 116 which appears in the Appendix on page 2691.
2See Exhibit No. 120 which appears in the Appendix on page 2699.
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Mr. SMITH. Absolutely.

Senator LEVIN. Have you asked them?

Mr. SMITH. No, I haven’t, sir.

Senator LEVIN. You might do that.

Mr. SmrTH. I will.

Senator LEVIN. Now, if you will take a look at Exhibit 112,1 it
is a memo dated 3 months later. By the way, before I go to that
exhibit, you say you have not talked to those two lawyers

Mr. SMITH. About that matter.

Senator LEVIN. About that matter. Is this the first time you
learned that those two lawyers were named as having been at that
meeting with KPMG?

Mr. SMITH. The first time I have learned of that, yes.

Senator LEVIN. Right now?

Mr. SmITH. Right now.

Senator LEVIN. All right. So now look at Exhibit 112, and this
is March 13, 1998, and this is from—it is a KPMG memo saying
that a working group has been formed to work on OPIS, and this
WOI‘kli(I)lg group includes R.J. Ruble of Brown and Wood. Is that un-
usual?

Mr. SmiTH. Well, I had

Senator LEVIN. That he is part of a working group at KPMG?

Mr. SmiTH. I had heard that term working group, and it was my
understanding that—working group can mean any number of
things. It was my understanding that his role, as I have testified,
was to provide these concurring opinions, and to the extent that he
felt that a modification would be required for him to do that, per-
haps that was it. When I read working group, I just had assumed
that it would be something like a mailing list or something like
that. I have scratched my head as to what working group means,
but my understanding, I have said over and over again what his
role was.

Senator LEVIN. Now Mr. Cohen——

Mr. COHEN. Yes, sir?

Senator LEVIN. Is it not true that the PSI staff invited you to
come here to Washington to talk with them, you indicated you pre-
ferred not to travel here, and that you instead would want to talk
to the staff by telephone?

Mr. COHEN. I spoke with the staff about not attending this be-
cause I had some client conflicts.

Senator LEVIN. Right, that you wanted to talk to them by phone?

Mr. COHEN. Yes.

Senator LEVIN. OK.

Mr. CoHEN. With respect to this hearing, Senator Levin.

Senator LEVIN. And you spoke with our staff by phone on several
occasions, is that true?

Mr. CoHEN. I did.

Senator LEVIN. And is it true that you told the staff that your
firm was then representing 24 KPMG clients?

Mr. CoHEN. I don’t believe—that we were representing 24? Not
to my recollection, but I will try to get that number for you when
I return and give that to Ms. Bean.

1See Exhibit No. 112 which appears in the Appendix on page 2678.
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Senator LEVIN. Is it possible you told our staff, as their notes in-
dicate, that you were representing 24 KPMG clients?

Mr. CoHEN. Well, of course, anything is possible. To my recollec-
tion, I did not.

Senator LEVIN. Did you say that you were sure that KPMG was
giving your firm’s name to KPMG clients that you got?

Mr. CoHEN. I don’t recollect that, but let me say that having read
the staff’s review where Mr. Jones, who heads up their controversy
practice, was giving out the list of a coalition which, by the way,
had about 50 lawyers in it, and we certainly would have been in
that group.

Senator LEVIN. But in terms of your stating to our staff that you
were sure that KPMG was giving your firm’s name to KPMG cli-
ents that you got, you don’t remember that?

Mr. CoHEN. I don’t recall stating that, but I will tell you that I
suspect that is true.

Senator LEVIN. All right. Now, we interviewed a KPMG client
that was referred to your firm and he told the Subcommittee that
he was not repeatedly counseled that your firm represented KPMG
and that he only understood that for the first time when he asked
your firm for advice on whether he should sue KPMG.

Mr. CoHEN. Well, he did not ask the firm. He always spoke
through his financial advisor, Mr. Thornette. Mr. Thornette was, in
fact, told before the engagement that we represented—that our liti-
gation team represented KPMG and that his client, Mr. Schwartz,
should obtain other counsel if he intended to pursue any cause
with respect to the transaction he went into and that he should do
that sooner rather than later. And that was repeated when Mr.
Thornette called us later to say that he had now decided to pursue
that course.

Senator LEVIN. Now, I want you to think about this scenario
with me.

Mr. CoHEN. Certainly.

Senator LEVIN. A client is sold a tax shelter by KPMG that turns
out to be illegal, or allegedly illegal, and he wants to sue KPMG
because the IRS is after him. Now, how do you undertake that rep-
resentation to begin with?

Mr. CoHEN. How do we undertake that?

Senator LEVIN. Yes. In other words, you had a long relationship,
did you not, with KPMG? You had defended KPMG against mal-
practice claims. In addition to the malpractice claims, you had also
represented KPMG against claims that they had given bad ac-
counting advice, is that correct?

Mr. COHEN. In business transactions, yes, that is correct.

Senator LEVIN. So now you have a question of whether or not a
client of yours with whom you had a longstanding relationship had
sold an illegal tax shelter. When that comes to your attention, isn’t
that something where you would immediately say, I can’t get in-
volved in that matter because——

Mr. CoHEN. No, that I cannot defend the taxpayer——

Senator LEVIN. Yes.

hMr. COHEN. What comes to my mind—no, I don’t see a conflict
there.

Senator LEVIN. In representing a taxpayer?
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Mr. COHEN. No, in a tax proceeding. I could not represent that
taxpayer in a proceeding against KPMG and I so informed the tax-
payer and I advised the taxpayer, going beyond my ethical respon-
1sibilities, to obtain other counsel and to do that sooner rather than
ater.

Senator LEVIN. OK. Now take a look at Exhibit 45.1
N ]1;/11".?COHEN. I don’t have a copy of the exhibits. Are these the ex-

ibits?

Chairman COLEMAN. The white volume has Exhibit 45.

Senator LEVIN. This is a letter sent in September 2002 by KPMG
to your firm agreeing to assist the law firm in its representation
of a KPMG client who had bought BLIPS.

Mr. CoHEN. All right.

Senator LEVIN. So you hired KPMG as an expert in this case that
was brought against him, is that correct?

Mr. COHEN. We hired—this is a typical Covell letter that is used
by attorneys to protect their clients’ confidential communications
with them from disclosure and thereby waiver of the attorney-cli-
ent privilege. At the time, as I said, this is the only one of these
we entered into at the time we thought that we would be confer-
ring with the KPMG. They had been previously the client’s ac-
counting firm. They were providing the documents in response to
some things called Information Document Requests, or IDRs, fur-
nished by the IRS, and we thought we might need their advice. We
never used their advice in this connection and we therefore—we
just never entered into another Covell arrangement, in connection
with these transactions. But this is quite common in connection
with securities, antitrust, business litigation, etc.

Senator LEVIN. This was in a firm, however, is that not correct,
where a client of KPMG was also a client of yours?

Mr. COHEN. That is correct.

Senator LEVIN. And you used KPMG as the expert in the case
which was brought against your client?

Mr. COHEN. That is not correct. As I said

Senator LEVIN. That is not correct? This was not a case that was
brought against your client, the taxpayer?

Mr. COHEN. We did not use KPMG as an expert. That is the part
that is not correct.

Senator LEVIN. That is the part that——

Mr. COHEN. That is correct. There is no

Senator LEVIN. You used their services in a case.

Mr. CoHEN. Well, that is actually——

Senator LEVIN. Is that accurate?

Mr. COHEN. Actually, the services that they provided were pri-
marily in response to the Information Document Requests of the
IRS, which they had already started providing to their client. It
turned out that there was no exchange of information that needed
protection via the Covell letter. Is that—have I explained that
enough?

Senator LEVIN. Was that the limit of any advice that you got, of
any assistance that you got from KPMG in that case?

Mr. COHEN. The limit was——

1See Exhibit No. 45 which appears in the Appendix on page 557.
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hSenator LEVIN. Do you see the problem here? Do you see
what——

Mr. CoHEN. The limit was the furnishing of documents that had
to be turned over to the IRS, yes.

Senator LEVIN. And you could not get those documents except to
hire them in that case and to pay them a fee? You could not get
the documents otherwise, is that what you are telling me?

Mr. CoHEN. Well, we could not get the documents unless KPMG
was willing—except through one of two sources, the client or the
client’s financial advisor—I guess three sources, or through KPMG.

Senator LEVIN. Did you have to pay KPMG to get those docu-
ments?

Mr. COHEN. No. All

Senator LEVIN. You could have gotten them without hiring them
to provide services in that case.

Mr. COHEN. The fees that KPMG received with respect to its
services to the client were billed to the client.

Sgnator LEVIN. Well, they were also, were they not, going to bill
you?

Mr. COHEN. No.

Senator LEVIN. Well, what is this engagement letter which says
our fees for this engagement will be based on the complexity of the
issues? This is Exhibit 45.

Mr. COHEN. Our fees in this engagement will be based on the
complexity——

Senator LEVIN. It says here, we are pleased to engage KPMG to
assist Sutherland—that we are pleased you have engaged KPMG.

Mr. CoHEN. Well, since the client was being billed for this, this
was run by the client’s advisor as to whether this was the arrange-
ment the client had with KPMG for fees.

Senator LEVIN. And so the fees on page 2 that they are talking
about are fees that they were charging to your joint client, is that
correct?

Mr. COHEN. These are fees that they were charging the client for
their services in responding to Information Document Requests and
the next paragraph makes it clear that our firm, since we are not
being—we are not remitting anything to KPMG, we will only remit
something to KPMG after the client sends a check to us.

Senator LEVIN. And so the only funds that went to KPMG were
from your joint client? Is that correct?

Mr. COHEN. The only funds that went to KPMG were from
KPMG's client.

Senator LEVIN. Who was also your client?

Mr. COHEN. My client, I was representing this client in connec-
tion with the audit and the potential settlement of his tax matter.

Senator LEVIN. So joint client?

Mr. CoHEN. Well, I don’t

Senator LEVIN. It was a client of both of yours?

Mr. COHEN. Yes.

Senator LEVIN. OK.

Mr. COHEN. But that is—in my—normally, Senator, I would
think of a joint client as someone you are jointly representing be-
fore the IRS. That is not the case.

Senator LEVIN. I understand.
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Mr. CoHEN. That is not the case.

Senator LEVIN. It was a client of both of yours

Mr. COHEN. Well

Senator LEVIN. In different matters?

1Mr. fCOHEN. That is true, Senator, and I will tell you that I have
a lot of——

Senator LEVIN. I am just asking you if that is accurate.

Mr. COHEN. That is absolutely accurate. I have a lot of clients
that are joint clients in that sense.

Senator LEVIN. I understand.

Mr. COHEN. In fact a number of major corporations in the coun-
try are clients of mine for tax matters and are joint clients in that
they are clients of KPMG.

Senator LEVIN. Thank you.

Mr. CoHEN. Certainly.

Chairman COLEMAN. Gentlemen, thank you for your testimony.
Mr. Smith, I know that you were reading a statement that has not
been submitted to the Subcommittee. Would you make that avail-
able to the Subcommittee?

Mr. SMITH. Yes.!

Chairman COLEMAN. Thank you. Your testimony has been very
helpful. Thank you very much.

I would now like to welcome our second panel to today’s impor-
tant hearing: William Boyle, former Vice President of the Struc-
tured Finance Group of Deutsche Bank; and Domenick DeGiorgio,
former Vice President of Structured Finance at HVB America. I
thank each of you for your attendance at today’s hearing and look
forward to hearing your testimony.

Before we begin, pursuant to Rule 6, all witnesses who testify be-
fore the Subcommittee are required to be sworn. I would ask at
this time that you please stand and raise your right hand.

Do you swear that the testimony you are about to give before the
Subcommittee will be the truth, the whole truth, and nothing but
the truth, so help you, God?

Mr. BoyLE. I do.

Mr. DEGIORGIO. I do.

Chairman COLEMAN. As I indicated, gentlemen, before the pre-
vious panel, we use a timing system here. Statements should be
five minutes. If you have a more complete statement, your entire
statement will be entered into the record.

Mr. Boyle, we will have you go first, followed by Mr. DeGiorgio.
After we have heard all the testimony, we will turn to questions.
Mr. Boyle, you may proceed.

TESTIMONY OF WILLIAM BOYLE,? FORMER VICE PRESIDENT,
STRUCTURED FINANCE GROUP, DEUTSCHE BANK AG, NEW
YORK, NEW YORK

Mr. BoYLE. Chairman Coleman, Ranking Member Senator Levin,
and members of the Subcommittee, thank you for inviting me
today. My name is William Boyle. I am a former employee of Bank-
ers Trust. I joined Deutsche Bank when it acquired Bankers Trust.

1The prepared statement of Mr. Smith appears in the Appendix on page 312.
2The prepared statement of Mr. Boyle with an attachment appears in the Appendix on page
17.
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I left Deutsche Bank 2 years ago and am now an independent con-
sultant.

I welcome the opportunity to speak today about a transaction
called BLIPS. The Subcommittee requested that I appear for an
interview, which I was pleased to do so last week. The Sub-
committee also requested that I appear today to testify, and I am
pleased to do so voluntarily.

Mr. Chairman, I was not involved in BLIPS at its inception. The
BLIPS transaction was first proposed to Deutsche Bank in early
1999. Deutsche Bank played a banking role in the BLIPS trans-
actions. My personal involvement in BLIPS began around June
1999, when I became a Vice President in the Structured Trans-
actions Group of Deutsche Bank.

BLIPS was developed for clients of KPMG. I understand it was
designed for KPMG—I am sorry. I understand it was designed by
KPMG or Presidio Advisors or both. BLIPS involved interest rate
swaps and investments in foreign currency option contracts and
foreign and domestic fixed-income securities.

As part of BLIPS, Deutsche Bank issued to investors approxi-
mately 56 loans from September 1999 through October 1999. The
stated principal amount plus premium of these loans was approxi-
mately $7.8 billion. The average size of the loan issued to the
BLIPS investor by the bank was approximately $139 million.

The bank lent money to investors and it executed transactions as
directed by investors’ investment advisors. As a major global bank,
Deutsche Bank was able to provide financial services for such
transactions. These services included providing large loans, custody
services, foreign exchange option trading, and interest rate deriva-
tives.

The transactions were not designed by Deutsche Bank. The bank
did not present BLIPS to investors or in any other way market,
sell, or promote it. Deutsche Bank did not provide any tax advice
to any of the investors, nor did the bank discuss with any investor
any potential tax benefits of the investment.

Deutsche Bank took several risk management steps to assure
that its actions in the BLIPS transactions were limited to its role
as the executor of the financial transactions. Let me summarize
those actions.

First, before making the loans, Deutsche Bank conducted an in-
ternal review process. The internal groups that reviewed the bank’s
provision of services were Deutsche Bank Private Banking, Global
Markets, Tax, Legal, Credit Risk Management, Treasury, and Com-
pliance.

Second, each of the BLIPS investors agreed in writing that Deut-
sche Bank had not provided them with any tax, legal, investment,
or other advice, and that they had, in fact, received such advice
from expert professionals. One paragraph of that agreement read,
“You have been independently advised by your legal counsel and
will comply with all Internal Revenue laws of the United States.”

Third, the bank received written representation letters from
KPMG, Presidio, and each investor that described the limited scope
of Deutsche Bank’s involvement in the BLIPS transactions. This
was done so that there would be no misunderstanding.



97

Fourth, Deutsche Bank consulted with a prominent outside inde-
pendent law firm for its counsel. The law firm drafted and re-
viewed the transactional documents pertaining to the bank. It also
provided Deutsche Bank with a legal opinion, which has been pro-
vided to the committee. This opinion concluded, among other
things, that Deutsche Bank is not a promoter or organizer of the
BLIPS transactions and that Deutsche Bank had no responsibility
to register the transaction as tax shelters.

Regarding the tax treatment, Deutsche Bank understood that the
BLIPS transactions involved potentially favorable income tax bene-
fits that could be claimed by investors. In discussing the tax issues,
it is important to describe the role of the bank. Deutsche Bank pro-
vides banking services for a transaction. As such, it is not cus-
tomary or appropriate to provide legal or tax advice to its clients,
nor is it customary or appropriate to determine in advance whether
a client’s tax position will later be sustained. Historically, that is
not a role that banks are authorized to play.

Deutsche Bank’s role as the executor of financial transactions
meant that the determination of whether the investor’s tax position
would be sustained was outside of its banking role. Such a deter-
mination was the appropriate responsibility of the investor’s law-
yers and accountants. However, Deutsche Bank carefully consid-
ered its involvement in BLIPS and sought independent legal advice
that it was complying with its responsibilities.

Mr. Chairman, that concludes my oral statement and I would be
pleased to answer questions.

Chairman COLEMAN. Thank you very much, Mr. Boyle.

Mr. DeGiorgio, I notice you have a gentleman with you. Would
he please identify himself for the record?

Mr. SKARLATOS. Yes, sir. My name is Brian Skarlatos.

Chairman COLEMAN. You may proceed, Mr. DeGiorgio.

TESTIMONY OF DOMENICK DeGIORGIO,! FORMER VICE PRESI-
DENT, STRUCTURED FINANCE, HVB AMERICA, INC., NEW
YORK, NEW YORK, ACCOMPANIED BY BRIAN SKARLATOS

Mr. DEGIORGIO. Thank you, Mr. Chairman. Chairman Coleman,
Ranking Member Senator Levin, and members of the Sub-
committee, my name is Domenick DeGiorgio and I am a Managing
Director in the New York City office of Bayerische Hypo-und
Vereinsbank, otherwise known as HVB. I appreciate the Sub-
committee’s invitation to come before you to discuss HVB’s limited
involvement with tax-oriented transactions in the late 1990’s.

We agree with the Subcommittee that there are important public
policy issues raised by the tax shelter phenomenon and we support
the Subcommittee’s investigation into it. We look forward to dis-
cussing with you in the future the issues it raises.

My written testimony addresses the specific questions asked by
the staff about HVB’s role in any tax-oriented transactions. As I
point out in that submission, we were only involved in one par-
ticular series of transactions that the Subcommittee is inves-
tigating, the so-called BLIPS transactions, and our role there was

1The prepared statement of Mr. DeGiorgio appears in the Appendix on page 326.
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limited to providing traditional banking services, such as lending,
foreign currency trading, and some interest rate derivative trading.

We did not organize, promote, or market any tax shelter trans-
actions and we certainly did not offer tax advice or tax opinions or
any other kind of financial or investment advice to any of the cus-
tomers. We did not refer any customers to KPMG or Presidio and
we did not accept, or, for that matter, were offered any referral
fees. To reiterate, our role was strictly as bankers in these trans-
actions.

The Subcommittee staff has assured us that they agree HVB’s
activities in connection with the BLIPS transactions were legal and
appropriate. We complied with applicable statutory and regulatory
obligations. We followed our own cautious and conservative inter-
nal lending policies and the “know your customer” requirements.

However, we recognize that the mass marketing of abusive tax
shelters is a serious problem and we agree that financial institu-
tions should not facilitate these types of products. Indeed, we dis-
continued our participation in the BLIPS transactions as soon as
the IRS announced its position that they were improper. Since
then, we have addressed our concerns about tax structured trans-
actions by exiting the business entirely. We have concluded that
tax structured transactions require extensive outside expert advice
and go beyond our expertise as banking professionals.

The staff has also told us that they appreciate HVB’s candor and
openness in providing information during the Subcommittee’s in-
vestigation. Senator Levin’s Minority Report released Tuesday
makes a note of that fact.

We have fully cooperated with your inquiries. We have produced
thousands of pages of documents and have given several hours of
interviews with the staff, even before my appearance here today.
We even requested a friendly subpoena before my appearance here
today so that I would be able under the financial privacy laws to
discuss any questions or respond to any questions you may have.

As I said, my written testimony addresses the specific issues you
have asked me to discuss and I will be happy to discuss them now.

Chairman COLEMAN. Thank you, Mr. DeGiorgio. I apologize.
Having lived in Brooklyn, New York, and my neighbors were
Keratanuito, Kalavido, and Camparelli, I should have been able to
handle DeGiorgio, so [Laughter.]

Mr. DEGIORGIO. Mr. Chairman, it happens all the time.

Chairman COLEMAN. I apologize for that, and thank you for your
cooperation.

Did KPMG, in your discussions with KPMG—first of all, how
many of these BLIPS transactions was HVB involved in?

Mr. DEGIORGIO. Over the 2-year period, approximately 30 trans-
actions.

Chairman CoLEMAN. Did KPMG ever indicate to you this was a
tax mitigation strategy versus an investment strategy?

Mr. DEGIORGIO. We certainly were aware, as opposed to being ig-
norant, regarding the inherent tax benefits associated with the in-
vestment strategy.

Chairman COLEMAN. Did it ever become clear to you that this
was not going to be a 7-year collateral premium loan as originally
laid out, that this was going to be a 60-day deal?
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Mr. DEGIORGIO. We certainly recognized soon after the funding
date that the likelihood of going beyond a 60-day period was less
probable than the probability of this transaction remaining through
maturity.

Chairman COLEMAN. If I can direct your attention to Exhibit
111.1 This, I believe, is a Presidio credit request, and if you look
at the second page, I think it is, under background, counterparty
purpose of transaction, it reads as follows. “HVB will earn a
very’—again, let me just back up. If you go to page 1, under com-
ments, it says, “We are seeking an approval to fund four 7-year
collateralized premium loans.” That is in the box labeled comment.
That is on the No. 1 relationship.

If you then go to box three, it notes that “HVB will earn a very
attractive return if the deals run to term. If, however, the advances
are prepaid within 60 days, and there is a reasonable prospect they
will be, HVB will earn a return of two-point”—I can’t read that—
a certain percent “on the average balance of the funds advanced,
and given the fact that our collateral will most likely be cash de-
posits, at least for the early stage of the transaction, we enjoy the
possibility of earning an infinite ROE,” presumably return on in-
vestment, “on these loans.”

So at what point did somebody tell you these things are going to
be 60-day deals and not 7-year premium high-risk loans?

Mr. DEGIORGIO. The communication regarding the likelihood of
these transactions or the investors terminating their positions prior
to the 7-year maturity rate came to the bank through the Presidio
investment firm. I don’t recall the exact verbiage used, but it went
along the lines of it is likely that if the investors do not earn a sub-
stantial return on their investment during phase one of the invest-
ment strategy, they are likely to terminate their positions before
the end of the year.

Chairman COLEMAN. I have trouble with—well, let me back it
up. Out of the 30 BLIPS transactions, how many got out after 60
days?

Mr. DEGIORGIO. Eleven were funded in 1999 and all 11 termi-
nated their positions in 1999.

Chairman COLEMAN. In 60 days?

Mr. DEGIORGIO. Yes.

Chairman COLEMAN. Did that raise any question in your mind
about whether these were 7-year premium deals or 60-day deals?

Mr. DEGIORGIO. Well, it certainly turned out to be 60-day trans-
actions, but I still believe that there was some rational explanation
and basis for entering into a 7-year facility.

Chairman COLEMAN. How did you come to the interest rates on
these? Do you recall what the interest rate was for these loans?

Mr. DEGIORGIO. I thought I would have that information on the
front page of this exhibit, but I don’t seem to see it there.

Chairman CoLEMAN. Well, how do you arrive at something gen-
erating a premium? What is the basis for that?

Mr. DEGIORGIO. I am sorry, generating a premium?

1See Exhibit No. 111 which appears in the Appendix on page 2660.
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Chairman COLEMAN. Yes. In these loans, you have a base loan,
right, then you have a premium, how does that happen? What kind
of conditions do you need for that to happen?

Mr. DEGIORGIO. The rate on the premium, is that what you are
asking me?

Chairman COLEMAN. Yes.

Mr. DEGIORGIO. That is

Chairman COLEMAN. I was told, I believe, by staff that it was
right around 17 percent.

Mr. DEGIORGIO. Correct.

Chairman COLEMAN. Is that a high rate?

Mr. DEGIORGIO. I think it was closer to 18 percent, and that is
strictly a function of the net present value derived between the dif-
ference of the loans or the funds advanced and—over a 7-year
term—and the stated or face amount of the loan.

Chairman COLEMAN. But again, based on a 7-year term?

Mr. DEGIORGIO. Correct.

Chairman COLEMAN. But early on, you are noting that the rea-
sonable prospects that this is going to be 60 days.

Mr. DEGIORGIO. Well, we certainly had some questions as to
whether or not the investors could make a substantial return on
their investment.

Chairman COLEMAN. What kind of credit risk was there with
these loans?

Mr. DEGIORGIO. The credit risk was nominal.

Chairman COLEMAN. And that is——

Mr. DEGIORGIO. As I am sure you see, most of the transactions
were over-collateralized.

Chairman COLEMAN. Is that unusual?

Mr. DEGIORGIO. Not necessarily. In many situations where trad-
ing activities or underlying investments are the motives or basis
for taking down a loan, the collateral coverage is rather high.

Chairman COLEMAN. Did you have any knowledge whatsoever
that by getting out after 60 days, with the premiums that these
generated, that you were generating a tax loss for an investor?

Mr. DEGIORGIO. Again, we certainly were not ignorant of the re-
sultant tax benefits. It is part of our due diligence.

Chairman COLEMAN. And you realize our concern that these re-
sulting tax benefits couldn’t have come about unless you partici-
pate in this.

Mr. DEGIORGIO. Well, we certainly also recognized that a loan
needed to be funded and you needed banks to fund those loans. But
I think with permission, I would like to just elaborate on that for
a moment and make it clear to the Subcommittee that for the tax
advice and the tax analysis and the tax aspects of this transaction,
our due diligence included understanding what support or level of
support firms such as KPMG could and was willing to provide to
its client base. And having received a copy of the draft of the opin-
ion that was authored by KPMG, we certainly felt comfortable that
based on the letter of the law and the analysis, that the opinion
was well reasoned and it was supported by case study and we had
no expertise or ability to challenge the conclusions reached in that
opinion.
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Chairman COLEMAN. Mr. Boyle, let me get back to this issue
about getting out in 60 days. Did Deutsche Bank expect that the
taxpayers would likely terminate the BLIPS after only 60 days,
even though the stated term of the loan was 7 years?

Mr. BoyLE. I think that Deutsche Bank understood there was a
strong likelihood of that happening, and, in fact, it did happen.

Chairman COLEMAN. I think strong likelihood may be an under-
statement. Will you turn to Exhibit 69,1 please. By the way, how
many BLIPS transactions did Deutsche Bank process?

Mr. BoYLE. I believe approximately 56.

Chairman COLEMAN. How many is that?

Mr. BovLE. I believe 56.

Chairman COLEMAN. Fifty-six. Exhibit 69 is from Presidio Advi-
sors.

Mr. BoyLE. OK.

Chairman COLEMAN. And it is to John Rolfes at Deutsche Bank.
Can you identify who John Rolfes is?

Mr. BoYLE. John Rolfes, I believe, is a Managing Director in the
Private Bank.

Chairman COLEMAN. And this says, “John, further to our Friday
phone conversation, I would like to describe the necessary financ-
ing steps the BLIPS program will require,” and it lays it out. Day
one, investor borrows a certain amount for 7 years, 16 percent an-
nual rate. On day two, and I'm going to go now to the fourth para-
graph, excuse me, day 7. On day 60, investor exits partnership and
unwinds all trades in partnership. So Deutsche Bank up front
knew that even though you were issuing what was a 7-year loan
giﬂll an interest rate predicated on that, in fact, this was a 60-day

eal.

Mr. BoyLE. Well, clearly, the credit agreement was 7 years, but
you can see everyone got out of the loans we were involved in in
a 60-day period, yes.

Chairman COLEMAN. And again with Deutsche Bank, as with
HVB, collateral here was more than the amount of the loan and
the premium combined, is that correct?

Mr. BoYLE. Yes.

Chairman COLEMAN. Deutsche Bank didn’t have much risk in
this.

Mr. BoYLE. Deutsche Bank had risk depending upon what the
underlying assets were. I believe in the first stage, as you had
seen, they elected to invest them in kind of short-term money mar-
ket fund-type investments, so those were fairly very low risk, yes.

Chairman COLEMAN. And didn’t Deutsche Bank insist that if col-
lateral ever dipped below the 100 percent—101 percent figure,
Deutsche Bank would be entitled to get its money back imme-
diately?

Mr. BoYLE. Yes. Well, I think that is a normal provision. I don’t
think that provision itself is unusual because your recourse is to
the assets that are there, so you want to ensure that you can dis-
pose of the assets and repay the loan, yes.

Chairman COLEMAN. So tell me again the reason for the 16 per-
cent interest. How do you arrive at that figure?

1See Exhibit No. 69 which appears in the Appendix on page 644.
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Mr. BOYLE. My understanding is the client requested a premium
loan, and once again, you determine the 16 percent rate would—
you would basically discount that back and ensure that you re-
ceived all the payments

Chairman COLEMAN. So the client requests a premium loan and
it is a premium loan that feeds into the tax consequences, the op-
portunity to get a tax loss, is that correct?

Mr. BoYLE. That is my understanding, yes.

Chairman COLEMAN. And that is what happened in all of these
situations?

Mr. BOYLE. Yes.

Chairman COLEMAN. Senator Levin.

Senator LEVIN. Mr. DeGiorgio, looking at this straight, would you
not agree that this was basically intended to be a tax deal for the
taxpayer? Just to cut through all this stuff before—I am going to
go through all of it with you anyway

Mr. DEGIORGIO. OK.

Senator LEVIN [continuing]. To prove it, but [Laughter.]

In your heart of hearts, is this not clearly intended to be a tax
deal?

Mr. DEGIORGIO. I think to dispute the notion that there were in-
herent and significant tax benefits is ridiculous. However, the in-
vestment strategy was described to us as a significant motive for
these investors to enter into this transaction.

Senator LEVIN. Could there be any profit in this transaction? I
mean, is there any way? Just take a look at it. The only thing
which was at risk was 7 percent of the premium, correct?

Mr. DEGIORGIO. During phase one, which is the first 60-day pe-
riod?

Senator LEVIN. Right.

Mr. DEGIORGIO. Correct.

Senator LEVIN. The only thing that was at risk, and they all
bailed out after 60 days——

Mr. DEGIORGIO. Right.

Senator LEVIN [continuing]. And we will go through that just to
show that is what the intention was. That is what the plan was,
to finish at 60 days and then collect your tax loss. So assuming
that is what happened, the only possible money that had any risk
attached to it was that 7 percent that the taxpayer put up to pay
all the fees, is that correct?

Mr. DEGIORGIO. Again, at least initially during phase one——

Senator LEVIN. During the 60 days.

Mr. DEGIORGIO. Yes.

Senator LEVIN. OK. Is that correct?

Mr. DEGIORGIO. Yes.

Senator LEVIN. All right. Now, within 1 week after this loan was
taken out by the taxpayer, the loan was assigned to an investment
fund, right?

Mr. DEGIORGIO. Correct.

Senator LEVIN. And you were aware of that fact?

Mr. DEGIORGIO. Yes.

Senator LEVIN. Why wasn’t the loan just made to the investment
fund?
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Mr. DEGIORGIO. That, I don’t know. I am not sure why there was
a two-tiered fund.

Senator LEVIN. Why there was an assignment?

Mr. DEGIORGIO. Correct.

Senator LEVIN. You don’t know why these loans were just not
made to the investment fund? Would there have been a tax advan-
tage if it had been made to the investment fund?

Mr. DEGIORGIO. There probably was, if I recall some of the as-
pects of the KPMG opinion, it did refer to a shifting of liability
from one entity to another.

Senator LEVIN. Assignment of——

Mr. DEGIORGIO. Being correlated with the tax benefit.

Senator LEVIN. Of course. From what you now know, would you
agree the only way that the tax benefit, the tax loss, would be cre-
ated is if the loan originally went to the taxpayer and then was al-
most immediately assigned to that so-called investment fund? Is
that what you now are aware of?

Mr. DEGIORGIO. I am—the only way is a strong statement and
I probably couldn’t make that. But I can certainly ascertain that
it is one way of creating a tax loss.

Senator LEVIN. All right. If you could think of the other reason
for doing that, let the Subcommittee know, will you, for the record?

Mr. DEGIORGIO. Sure.

Senator LEVIN. We haven’t been able to find one yet, but if you
can find one, let us know.

Now, did you eventually come to understand, at least, that
BLIPS was primarily a tax avoidance scheme?

Mr. DEGIORGIO. No, I did not.

Senator LEVIN. Let us go to Exhibit 107.1 Is it Alex Nouvakhov—
am I pronouncing his name correctly?

Mr. DEGIORGIO. Very close.

Senator LEVIN. All right. He is with your bank?

Mr. DEGIORGIO. Yes, he is.

Senator LEVIN. Now, he acknowledged to us that he knew that
BLIPS was a tax shelter and here is what his notes read, if you
could take a look at his notes. They are a little bit hard to read,
but you will see on the right-hand side, right in the middle where
there is a 7 percent and then there is an arrow up. Do you see
that?

Mr. DEGIORGIO. I am with you.

Senator LEVIN. OK. It says, “Seven percent fee equity paid by the
investor for tax sheltering.” Do you see that?

Mr. DEGIORGIO. Yes, I do.

Senator LEVIN. Well, he was aware of it, then, right?

Mr. DEGIORGIO. Well, certainly—I certainly was present at the
meeting where this presentation was made.

Senator LEVIN. Is that an accurate note?

Mr. DEGIORGIO. The note reflects the cost and how Presidio had
intended on charging its investors for participating in the invest-
ment structure.

Senator LEVIN. He didn’t say investment structure. He says tax
sheltering. Was that an accurate note or wasn’t it?

1See Exhibit No. 107 which appears in the Appendix on page 2646.
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Mr. DEGIORGIO. Actually, what Alex Nouvakhov thought at the
point in time, I don’t recall Presidio mentioning or referring to this
as a tax shelter, but they certainly described to us how the calcula-
tion of the cost to the investor was being made.

Senator LEVIN. Did you understand it basically to be a tax shel-
tering effort?

Mr. DEGIORGIO. I am sorry, can you repeat that, Senator?

Senator LEVIN. Did you understand this at that point, then, to
be basically a tax sheltering effort?

Mr. DEGIORGIO. No. I still referred to this

Senator LEVIN. I know you referred to it. I am talking about
what you understand as a knowledgeable business person. Mr.
Nouvakhov referred to it as a tax shelter and that the 7 percent
fee was for that purpose. Now I am asking you, under oath, did you
u;fl‘de]g?stand this to be and believe it to be basically a tax sheltering
effort?

Mr. DEGIORGIO. No, I did not. I still viewed it as an investment
strategy with inherent tax benefits.

Senator LEVIN. Now take a look at Exhibit 124.1 This is an HVB
document. This begins on day 48. And then if you look at the sec-
ond line on page one, it says, “Day 48, ten business days prior to
the withdrawal date.” That is your document, right?

Mr. DEGIORGIO. Yes, it is.

Senator LEVIN. So it was obvious to you when you prepared this
docun;ent that the withdrawal was going to occur on day 60, was
it not?

Mr. DEGIORGIO. Not exactly.

Senator LEVIN. What does it mean, ten business days prior to
withdrawal date? It doesn’t say possible withdrawal date. It says
withdrawal date, right? Are you familiar with this document?

Mr. DEGIORGIO. Absolutely.

Senator LEVIN. Does it say prior to withdrawal date? Am I read-
ing it right, or is this something subject to interpretation like Mr.
Nouvakhov’s notes?

Mr. DEGIORGIO. No, not at all. I can explain it fully.

Senator LEVIN. All right.

Mr. DEGIORGIO. Given the time of year, obviously it was fourth
quarter 1999 going into a Y2K event, we as an institution—since
we had reasonable expectations that the transactions would termi-
nate within a 60-day period—prepared our back office and oper-
ations teams for the reasonable expectation of an unwind.

Senator LEVIN. Within 60 days?

Mr. DEGIORGIO. Within 60 days. But I have to say, Senator, if
this were a different time of the year, in other words, if these
transactions were funded in January and the 60-day period oc-
curred within the first quarter of that year, this process would
never have been put in place. It was simply a function of year-end
constraints in addition to the Y2K events.

Senator LEVIN. To summarize your testimony, you had the rea-
sonable expectation that the withdrawal would occur by day 60 and
then that happened in every case?

Mr. DEGIORGIO. Correct.

1See Exhibit No. 124 which appears in the Appendix on page 2705.
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Senator LEVIN. There was a theoretical possibility that it
wouldn’t occur within 60 days, is that correct?

Mr. DEGIORGIO. Theoretical possibility.

Senator LEVIN. And your bank could force it to end at 60 days,
couldn’t it?

Mr. DEGIORGIO. No.

Senator LEVIN. You didn’t have the power to end it at 60 days?

Mr. DEGIORGIO. No, unless there were violations in the collateral
ratio.

Shel‘;ator LEVIN. And the collateral ratio was 100 percent-plus,
right?

Mr. DEGIORGIO. Hundred-and-one-point-two-five.

Senator LEVIN. Pretty solid collateral there?

Mr. DEGIORGIO. Absolutely.

Senator LEVIN. No risk for the bank?

Mr. DEGIORGIO. No credit risk. Plenty of execution and oper-
ational and administrative risks.

Senator LEVIN. There were operational risks. Didn’t you control
the fund? Wasn’t it in your custody?

Mr. DEGIORGIO. The funds were not necessarily at risk because
you are absolutely correct. The funds remained in an account under
the customer’s name at the bank.

Senator LEVIN. At your bank?

Mr. DEGIORGIO. Correct. The risks I am referring to, again, are
operational regarding the trading activities

Senator LEVIN. Which was limited to the 7 percent that the cus-
tomer put up, right?

Mr. DEGIORGIO. During the first 60 days, correct.

Senator LEVIN. And you had the reasonable expectation when it
would end, right?

Mr. DEGIORGIO. Yes. I said that.

Senator LEVIN. I now want you to say it, though, in connection
with this point, which is that since there was an expectation that
it would end within 60 days and there was no risk to the bank of
its funds at all within that 60 days, because you were more than
fully collateralized, that therefore the reasonable expectation was
there would never be a risk to the bank.

Mr. DEGIORGIO. Certainly the likelihood of there being credit
risk to the bank was low, as we have ensured to protect ourselves
with the over-collateralization measures.

Senator LEVIN. And if you look at Exhibit 125,1 you have a chart
showing that all the loan proceeds—not the equity, not that 7 per-
cent, the taxpayer’s equity—is converted into Euros and will be
converted back 30 days later. So this is a Euro account. This is not
the loan, the premium loan or the basic loan. This is just the 7 per-
cent, is that correct, or is this the whole loan?

Mr. DEGIORGIO. This is the whole loan proceeds.

Senator LEVIN. This is the loan proceeds?

Mr. DEGIORGIO. Right.

Senator LEVIN. So the so-called loan, and there is a great ques-
tion as to whether there was a loan here at all since, for all the
reasons that have been given the other day, but basically it was in

1See Exhibit No. 125 which appears in the Appendix on page 2711.
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your control, fully collateralized, and expected to be terminated at
60 days during which there was no risk, but in any event, during
that period, there was a deposit into a Euro account, is that basi-
cally correct?

Mr. DEGIORGIO. That is correct.

Senator LEVIN. Were any of the loan proceeds during that period
put at risk during the investment scheme, as part of the invest-
ment scheme?

Mr. DEGIORGIO. Not during the first 60-day period.

Senator LEVIN. That is the period we are talking about, right?

Mr. DEGIORGIO. Yes.

Senator LEVIN. My time is up. Thank you.

Chairman COLEMAN. We will come back to a second round, Sen-
ator Levin.

Senator LEVIN. Thank you.

Chairman COLEMAN. Mr. Boyle, on the issue about whether the
loan was at risk in terms of the Deutsche Bank transactions, did
Deutsche Bank lay out some requirement that the loan had to be
invested in certain types of securities?

Mr. BoYLE. There was a list of permitted investments, yes.

Chairman COLEMAN. And these, it is my understanding, they
generate a lower rate of return than the interest that the Deutsche
Bank was charging?

Mr. BoYLE. I believe that the investment that they chose for the
first days was an investment that

Chairman COLEMAN. So Deutsche Bank knew up front there was
going to be no profit generated within this 60-day period.

Mr. BoYLE. To the—you mean with—after——

Chairman COLEMAN. Investor.

Mr. BoYLE. After he made the investment, yes.

Chairman COLEMAN. And again, at least the Deutsche Bank
clearly got from Presidio a memo saying this is a 60-day deal.

Mr. BoYLE. Like I said before, there was an expectation that it
may very well wind up at 60 days, and in fact, did unwind.

Chairman COLEMAN. I mean, again, expectation. On day 60, in-
vestor exits partnership and unwinds all trades in partnership.
That is Exhibit 69. That is not an equivocal expectation, is it?

Mr. BoYLE. That language is clearly not, no, sir.

Chairman COLEMAN. Exhibit 113.1 This is a memo, Deutsche
Bank Private Bank management committee meeting talking about
the BLIPS product, is that correct?

Mr. BoYLE. Yes.

Chairman COLEMAN. And on page two, it indicates that KGT
suggests that 25 customers be selected from different geographic
areas. PKS will ensure that written agreements be prepared. Can
you help me understand why you would want to select 25 cus-
tomers from different geographic areas?

Mr. BOYLE. I don’t know precisely. That was a Private Bank rec-
ommendation, I guess, to John Rolfes. I don’t believe that applied
to us per se in the Structured Transactions Group.

Chairman COLEMAN. Is that unusual, to put those kinds of geo-
graphic limitations on this?

1See Exhibit No. 113 which appears in the Appendix on page 2679.
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Mr. BoYLE. I don’t know, to be honest with you, sir. No.

Chairman COLEMAN. Our concern here, is this an effort to keep
this under the radar screen?

Mr. BovyLE. I don’t know.

Chairman COLEMAN. Have you heard of any other similar restric-
tions being placed in any other Deutsche Bank transactions?

Mr. BoYLE. Not that I am aware of, no.

Chairman COLEMAN. And Deutsche Bank ultimately engaged in
56 of these deals. Senior management said 25. What is the reason
for the difference?

Mr. BoYLE. The reason for the difference. A different—originally,
we were focusing on the amount that we may potentially loan and
we wanted to do things in different stages to make sure we were
comfortable executing the transactions, and I believe the initial
stage, we were approached with the idea of doing up to 25 inves-
tors.

Chairman COLEMAN. Again, I go back to this question that Sen-
ator Levin asked of Mr. DeGiorgio. Looking at this, is there any
question in your mind that these were tax shelters that were going
to be used to provide opportunities for taxpayers to generate loss
and write it off?

Mr. BoYLE. Well, it is very clear from the opinions and every-
thing that there were significant tax benefits that the investor may
report on its return, yes.

Chairman COLEMAN. Were you concerned? Is Deutsche Bank con-
cerned at all about the reputational risk for being involved in this
stuff?

Mr. BoYLE. You know, like all investments, we are very con-
cerned in terms of reviewing, going through a very thorough inter-
nal review.

Chairman COLEMAN. Have you changed your practices today?

Mr. BOYLE. I am no longer an employee, so—I am certain they
adjusted everything accordingly, but I am not there anymore.

Chairman COLEMAN. And Mr. DeGiorgio, you have indicated that
HVB has, in fact, changed its practices?

Mr. DEGIORGIO. That is correct, and it is DeGiorgio. [Laughter.]

Chairman COLEMAN. And it changed its practices because these
are abusive tax shelters?

Mr. DEGIORGIO. Well, when it became abundantly clear to the
bank that the IRS had issues with the strategy, as was reflected,
I believe, in a notice in August 2000, we immediately discontinued
our participation in the transaction.

Chairman COLEMAN. And again, it is your testimony here today
that in spite of the fact that you had—how many BLIPS accounts
did you have?

Mr. DEGIORGIO. Approximately 30.

Chairman COLEMAN. Thirty, that you had 30 BLIPS accounts,
that all of these were purported to be 7-year loans at 16 percent
interest rate, even though it was clear they were going to be
exiting in 60 days and they were all exited on 60 days, and at the
time, you weren’t aware that these were abusive tax shelters?

Mr. DEGIORGIO. That is correct.

Chairman COLEMAN. Senator Levin.
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Senator LEVIN. Mr. Boyle, take a look at Exhibit 70,1 if you
would. This is a bank document relative to BLIPS. It is called a
new product committee overview memo. Take a look at page three,
if you would, and it is point 12. “It is imperative that the trans-
action be wound up after 45 to 60 days and the loan repaid due
to the fact that the HNW individual will not receive his or her cap-
ital loss or tax benefit until the transaction is wound up and the
loan repaid.” Is that correct?

Mr. BoyLE. Excuse me?

Senator LEVIN. Is that—did I read that correctly?

Mr. BoyLE. Well, you read it correctly, yes.

Senator LEVIN. So it was imperative that this be wound up in 45
to 60 days in order that the person get their tax benefit? Am I
reading it right?

Mr. BoyLE. Well, like I said before, the loan itself was a 7-year
loan that people had the option of repaying at any time within that
particular 7 years. And based upon the tax opinion, if they wanted
to potentially take that tax benefit in the current year

Senator LEVIN. Not potentially. Forget the potentially.

Mr. BoyLE. OK.

Senator LEVIN. If they wanted to get the tax benefit.

Mr. BovLE. If they wanted to get the tax benefit, they would
have had to unwind it in the current year, yes.

Senator LEVIN. And that was 60 days?

Mr. BOYLE. Yes, sir.

Senator LEVIN. OK. Now, in Exhibit 106,2 this is your
PowerPoint presentation about this transaction. This is your Struc-
tured Transaction Group. That is the group that implemented
BLIPS. You were part of that group, were you not?

Mr. BoYLE. Yes, sir.

Senator LEVIN. Page 7 of the exhibit describes the client environ-
Iinerllt for the group. It says that your group was doing “tax driven

eals.”

Mr. BOYLE. Those are the words, yes.

Senator LEVIN. Is that a lie? Is your own PowerPoint presen-
tation a lie?

Mr. BoYLE. No. I mean, the group was involved in complex finan-
cial transactions in which there were significant tax benefits, yes.

Senator LEVIN. No. Not significant tax benefits. Let us put that
aside. We have heard that rhetoric two or three times. We are talk-
ing about your own PowerPoint that says these were “tax driven
deals.” Were those words a lie?

Mr. BoYLE. I did not prepare the document.

Senator LEVIN. Were they accurate?

Mr. BoYLE. That there were significant tax benefits?

Senator LEVIN. No, that they were tax driven.

Mr. BoYLE. I don’t know the precise context that they are using
tax driven, but clearly, if you believe that

Senator LEVIN. Give me a context for that. These are three
words, tax driven deals.

Mr. BOYLE. Yes. If you

1See Exhibit No. 70 which appears in the Appendix on page 646.
2See Exhibit No. 106 which appears in the Appendix on page 2622.
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Senator LEVIN. That doesn’t mean some tax benefits. That means
these were tax driven deals. That is your document. That is your
bank’s document.

Mr. BOYLE. Yes.

Senator LEVIN. Was that accurate or not, that these were tax
driven deals?

Mr. BoyLE. If they are referring to the fact that there were sig-
nificant tax benefits, yes.

Senator LEVIN. Otherwise, if they were driven by those bene-
fits—driven?

Mr. BoyLE. Well, you have to look at

Senator LEVIN. Driven means that is the principal point. That is
the driver. You know what the word means.

Mr. BoYLE. Yes, sir.

Senator LEVIN. Let us not fiddle around with words. Were these
tax driven deals?

Mr. BoYLE. I don’t know which ones—I don’t know which deals
they were referring to in that

Senator LEVIN. BLIPS.

Mr. BoyLE. BLIPS?

Senator LEVIN. Was BLIPS a tax driven deal?

Mr. BoYLE. I am not sure they are referring to BLIPS in that
transaction.

Senator LEVIN. Well, was BLIPS a tax driven deal?

Mr. BoyLE. BLIPS had a very significant tax benefit, yes, sir.

Senator LEVIN. Yes. And so you are denying it was a tax driven
deal?

Mr. BOYLE. No, I am saying if tax driven means significant tax
benefits, yes.

Senator LEVIN. And if it means that the principal purpose of it
was tax benefits, it was not?

Mr. BoYLE. That is something we weren’t involved in deciding or
reviewing.

Senator LEVIN. You weren’t involved in reviewing? I am asking
you, you are saying that there were tax benefits. You knew that
much.

Mr. BOYLE. Yes. We understood that

Senator LEVIN. But you can’t say that it was driven by tax bene-
fits, is that correct?

Mr. BOYLE. Yes.

Senator LEVIN. You are not saying that?

Mr. BOYLE. No. I mean, you are asking me what the investors’
intentions were. We did not talk to the investors, no, sir.

Senator LEVIN. I am talking about your chart at your bank, your
PowerPoint presentation.

Mr. BoYLE. Right.

Senator LEVIN. You were part of the committee that prepared it.
I am asking you, are those words accurate, that you were looking
at tax driven deals. You are not going to—you are going to basi-
cally tell me today that if it means something that it doesn’t mean,
then yes. Now I am asking you, if it means what it says, is the an-
swer yes or no? Was your bank engaged in tax driven deals?

Mr. BoYLE. Like I said before, if it means transactions that may
have significant tax benefits, yes. And I did not prepare this
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Senator LEVIN. If it means that the principal purpose was tax
benefits, then yes or no?

Mr. BoYyLE. I don’t—I am not aware of that.

Senator LEVIN. The other word is “gain mitigation strategies,” by
the way. Take a look now at page 17 of that same exhibit. You will
see that BLIPS is listed as one of the deals implemented by the
group.

Mr. BOYLE. Yes.

Senator LEVIN. Were you aware of the fact, Mr. Boyle, that the
premium part of the so-called loan when it was repaid would gen-
erate a tax loss for the taxpayer?

Mr. BoYLE. I was aware that may be the position they took, yes,
I was.

Senator LEVIN. Thank you. Now, it was designed as a 7-year in-
vestment program, but I think you indicated that the reasonable
likelihood was that the taxpayer would get out after 60 days. Is it
not true that it was anticipated that taxpayers would get out at 60
days?

Mr. BoYLE. We understood that they made that choice, yes.

Senator LEVIN. Was it anticipated the taxpayers would get out,
not possibly get out, but was it anticipated that they would get out
at 60 days?

Mr. BoYLE. I would say it was anticipated that they would get
out, yes.

Senator LEVIN. Thank you. You said anticipated they get out,
yes, you meant, I assume, that they would get out in 60 days?

Mr. BoYLE. In 60 days, yes, sir.

Senator LEVIN. Thank you. Now, was the amount of funds that
were at risk limited to the funds contributed by the taxpayer, that
7 percent?

Mr. BoYLE. No. They had a series of permitted investments that
they could choose from. In the first stage, my understanding is they
all invested in what you would refer to as low-risk investments.

Senator LEVIN. So that if the 60-day period was the limit of the
loan, then the risk in the foreign currency transactions would be
limited to the funds contributed by the taxpayer, that 7 percent?

Mr. BoYLE. I believe so, yes.

Senator LEVIN. Was the 7 percent approximately that was con-
tributed by the taxpayer in Presidio that was held in your bank
until the investment fund was closed, is that also true?

Mr. BOoYLE. I am sorry?

Senator LEVIN. Your bank held the funds?

Mr. BOYLE. I believe so, yes. Well, yes. It went into a custody ac-
count in the Private Bank.

Senator LEVIN. So the funds were held in your custody?

Mr. BoYLE. For the benefit of the client, yes.

Senator LEVIN. Yes. And the 7.7 percent was intended to cover
market risks, transaction costs, and Deutsche Bank fees, is that
correct?

Mr. BOYLE. Yes.

Senator LEVIN. Now, there was an Exhibit 103,! if you take a
look at that. It is from Mick Wood. He worked at the bank?

1See Exhibit No. 103 which appears in the Appendix on page 2615.
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Mr. BOYLE. Yes.

Senator LEVIN. In response to a memo that you wrote to him
about BLIPS, this is, I think, similar to the question that our
Chairman raised, and if I am duplicating it exactly, then forgive
me. I may have missed your exhibit reference here, Mr. Chairman.
But Exhibit 103 is a reply to a memo that you wrote about BLIPS,
and he said, “I would have thought you could still ensure that the
issues are highlighted by ensuring that the papers are prepared
and all discussion held in a way which makes them legally privi-
leged.” It sounds like he is suggesting that Deutsche Bank should
hide the program behind the claim of privilege, is that correct?

Mr. BOYLE. You may possibly interpret it that way. My under-
standing—I don’t know—I don’t recall much of what was hidden.
I think the only things I recall was trying to limit the tax discus-
sion with our attorneys to the appropriate professionals in the
bank to review that. I think everything else is fairly well laid out,
including any potential tax benefits that the investor may receive
from the transaction.

Senator LEVIN. You are saying that the purpose for the privilege
was not to hide this program behind such a claim?

Mr. BOYLE. I think the purpose—I don’t remember precisely, but
I think generally my recollection is that the reference to privilege
was more to—as you recall, we were advised—not advised, but we
were counseled by an outside law firm and they were preparing a
tax opinion with respect to our role in the transaction and it was,
I believe, to limit the access people had internally to that document
to the appropriate professionals that should be reviewing it.

Sel})ator LEVIN. And the purpose of limiting access to the docu-
ment?

Mr. BoYLE. To the tax opinion, yes.

Senator LEVIN. The tax opinion?

Mr. BOYLE. Yes.

Senator LEVIN. Take a look at Exhibit 104.1 This is an e-mail
from Ivor Dunbar——

Mr. BOYLE. Yes.

Senator LEVIN. Co-head of your Structured Transaction Group
who implemented BLIPS, and that again was your group, I gather,
and here is what he says under point two, privilege.

Mr. BoYLE. Yes.

Senator LEVIN. “This is not easy to achieve, and therefore a more
detailed description of the tax issues is not advisable.” Don’t de-
scribe the tax issues.

Mr. BOYLE. Yes.

Senator LEVIN. Keep those out of any paper trail.

Mr. BoYLE. Right.

Senator LEVIN. Is that right?

Mr. BoYLE. That is clearly what he said there, yes.

Senator LEVIN. Yes. Now look at point three in that same e-mail,
reputation risk. “In this transaction, reputation risk is tax related
and we have been asked by the tax department not to create an
audit trail.” The tax department, don’t create an audit trail in re-
spect to the bank’s tax affairs. “The tax department assumes pri-

1See Exhibit No. 104 which appears in the Appendix on page 2618.
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mary responsibility for controlling tax related risks, including rep-
utation risk, and will brief senior management accordingly. We are
therefore not asking risk and resources committee to approve the
reputation risk.” Boy, isn’t that unusual?

Mr. BoYLE. I don't——

Senator LEVIN. Not to approve a reputation risk because we want
to do this orally?

Mr. BoYLE. I don’t believe that is what he was getting at. I think
what they were doing is in terms of reviewing the tax—the trans-
action, they were restricting that to the tax professionals, the attor-
neys, and senior management. I don’t believe that—when you go
through the internal documents in terms of the approvals and that,
I mean, it was always clear that there were tax benefits that may
arise to the investor in the transaction. I don’t believe that was
hidden or kept low profile at any point in time.

Senator LEVIN. No, but it was hidden. Not the tax benefits. What
was hidden is what you are so unwilling to say but which is so ob-
viously true, which is that was the principal purpose of the trans-
action. That is what the effort was. Obviously, there are tax im-
pacts of every transaction. But this, the fact that this was intended
to be a tax shelter, and that was its principal purpose, which is ob-
vious from everything, is what they didn’t want to say there, be-
cause there would be a reputational risk at that point.

And let me go on to that reputational risk. By the way, would
there not be a reputational risk if, in fact, your papers—every time
your papers say that the principal purpose of this was a tax deal,
does that not create a reputational risk?

Mr. BoYLE. If that is, in fact, true. I don’t recall anything——

Senator LEVIN. Yes, it would create a reputational risk every
time you would say, this is a tax deal primarily, right? You would
agree that creates a reputational risk?

Mr. BoYLE. Yes, I would—yes, but I don’t recall those words out
there anywhere in terms of:

Senator LEVIN. Well, we have gone through a lot of documents
which quite clearly talk about this being a tax deal.

Mr. BoYLE. Yes, sir.

Senator LEVIN. Having to be wound up in a certain number of
days and so forth. So what we see here is the tax department at
Deutsche Bank saying that the reputational risk here was so great
that it pulled the review of the BLIPS program out of your risk and
resources committee because there would have been a paper trail,
as you just indicated, and it instead personally briefed Mr. John
Ross, who is the CEO of Deutsche Bank Americas.

Now, how many times do you think that that would have hap-
pened, where there were these kind of tax deals that were pulled
away from that committee and orally discussed with the CEO in-
stead because of a statement that there is a reputational risk in
having this reviewed by your committee? Do you think that hap-
pened frequently or would this be unusual?

Mr. BoYLE. No. My understanding is that it was not pulled away
from that committee because of BLIPS. I think that was a general
policy that the bank was going through, that the tax aspects would
be reviewed by the tax professionals and senior management.
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Senator LEVIN. But it says here, though, in Exhibit 104 again
that we are, therefore, not asking risk and resources committee to
approve reputational risk on BLIPS. This will be dealt with di-
rectly by the tax department and John Ross. I am asking you, was
that common?

Mr. BoYLE. With respect to any tax related transaction, yes.

Senator LEVIN. It was?

Mr. BoYLE. I believe so.

Senator LEVIN. OK. I believe that the chairman is covered in Ex-
hibit 113, where that same type of issue was raised—where it
says, John Ross approved the product, however, insisted that any
customer found to be in litigation be excluded from the product, the
product be limited to 25 customers, and that a low profile be kept
on these transactions. Again, try me on this one. Why a low pro-
file? Why limit it to 25?

Mr. BoYLE. My recollection of the conversations, we were sitting
down and taking Mr. Ross through the transaction, particularly our
role in the transaction, and because it involved a more likely than
not opinion for the potential tax benefit to the investor, we wanted
to make very clear what our role was just in terms of banking, that
we are not out there marketing or providing tax advice and that
type of thing. So I am—my guess is he was referring to that con-
versation.

Senator LEVIN. My final line of questions, if I ask the indulgence
of the Chair, who has been very generous in many ways. Exhibit
105,2 if you take a look at that, is an e-mail from you, Mr. Boyle,
to John Wadsworth, and this is going to take a couple of minutes
to work through this.

Mr. BOYLE. Actually, I don’t have Exhibit 105. Oh, here it is.

Senator LEVIN. You have it? OK. Here is what you wrote. “Dur-
ing 1999, we executed $2.8 billion of loan premium deals as part
of BLIPS approval process. At that time, NetWest and HVB Bank
had executed approximately a half-billion dollars of loan premium
deals. I understand that we based our limitations on concerns re-
garding reputational risk which were heightened in part on the
proportion of deals we have executed relative to the other banks.”
You had done a lot of this, compared to the other banks, and here
is what you proposed.

“In addition to the execution of the underlying FX transactions,
we would like to lend an amount of money to HVB Bank equal to
the amount of money HVB Bank lends to the client. We could po-
tentially make a market interest rate loan secured by HVB high
coupon loan to the client which would be secured by the underlying
FX transactions. The loan we fund HVB Bank with could be dif-
ferentiated from the underlying loan to the client because of the
market coupon versus high coupon, the date the loans are made,
and the fact that we do not face the client as HVB Bank does.”

So in other words, Mr. Boyle, the reputational risk to Deutsche
Bank for doing additional BLIPS deals was so great that the bank
is not permitting any additional transactions, and in response to
that situation, your solution is not to halt BLIPS transactions.

1See Exhibit No. 113 which appears in the Appendix on page 2679.
2See Exhibit No. 105 which appears in the Appendix on page 2619.
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Rather, you propose to fund and execute additional BLIPS trans-
actions through the front of another bank, HVB.

Now, if the reputational risk is that great, shouldn’t Deutsche
Bank stop its participation rather than try to hide its involvement
in more of these transactions?

Mr. BoYLE. I think we have to put this note in context from what
I remember. The bank itself had reached the conclusion back in
November or October 1999 they didn’t want to participate anymore
with these particular transactions. My understanding is that there
may have been other opportunities to do some more. We ap-
proached Mr. Wadsworth with respect to revisiting this, and he
clearly was not interested in doing any more of these deals, and it
stopped at that point.

Senator LEVIN. Mr. DeGiorgio, did Deutsche Bank approach HVB
about this idea?

Mr. DEGIORGIO. Yes, it did.

Senator LEVIN. And did you or HVB accept the idea?

Mr. DEGIORGIO. No, we did not.

Senator LEVIN. You rejected it?

Mr. DEGIORGIO. Yes, we did.

Senator LEVIN. And why?

Mr. DEGIORGIO. Because we were concerned with the operational
and execution risks associated with the transaction that would not
have been alleviated in the structure that had been proposed, as
you see in this e-mail.

Senator LEVIN. Thank you. Thank you, Mr. Chairman.

Chairman COLEMAN. Thank you. Mr. DeGiorgio and Mr. Boyle,
you are excused.

I would now like to welcome our third panel to today’s hearing:
John Larson, Managing Director of Presidio Advisory Services; and
Jeffrey Greenstein, Chief Executive Officer of Quellos Group, for-
merly known as Quadra Advisors. I thank each of you for your at-
tendance at today’s hearing and look forward to your testimony.

Before we begin, pursuant to Rule 6, all witnesses who testify be-
fore the Subcommittee are required to be sworn. At this time, I
would ask you to please stand and raise your right hand.

Do you swear that the testimony you are about to give before
this Subcommittee is the truth, the whole truth, and nothing but
the truth, so help you, God?

Mr. LARSON. I do.

Mr. GREENSTEIN. I do.

Chairman COLEMAN. Again, as you have seen with the earlier
panels, I would like testimony to be 5 minutes. Your written testi-
mony will be entered into the record in its entirety.

Mr. Larson, we will have you go first this morning, followed by
Mr. Greenstein. After we have heard all the testimony, we will
then turn to questions. Mr. Larson.

TESTIMONY OF JOHN LARSON, MANAGING DIRECTOR,
PRESIDIO ADVISORY SERVICES, SAN FRANCISCO, CALIFORNIA

Mr. LARSON. I have no advance statement.
Chairman COLEMAN. Mr. Greenstein.
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TESTIMONY OF JEFFREY GREENSTEIN,! CHIEF EXECUTIVE
OFFICER, QUELLOS GROUP, LLC, FORMERLY KNOWN AS
QUADRA ADVISORS, LLC, SEATTLE, WASHINGTON

Mr. GREENSTEIN. Mr. Chairman, Senator Levin, my name is Jeff
Greenstein and I appreciate the opportunity to be here today. I am
the Chief Executive Officer of Quellos Group, based in Seattle, and
since our founding in 1994, we have focused on providing both
asset management services to institutional and private clients
worldwide.

We understand and very much respect the Subcommittee’s re-
sponsibility in this area and its interest in ascertaining whether
there is a need to change public policy.

You have asked me to address tax advantaged investments or
strategies with names like BLIPS, SC2, FLIP, and OPIS. With re-
spect to BLIPS and SC2, we have no experience in these areas
whatsoever and, therefore, I cannot comment. With respect to the
latter two strategies, I am able to discuss the investment and
structural aspects with the Subcommittee today, although let me
emphasize that I do not have any tax expertise and thus am not
able to provide meaningful input on the tax aspects of either strat-
egy.

As you have heard, prior to our involvement, the international
accounting firm of KPMG developed FLIP in the mid-1990’s to pro-
vide its clients with a tax savings investment strategy. In the
course of many conversations and meetings, KPMG advised us that
its senior tax experts, many of whom had direct Treasury or IRS
experience, had carefully researched the existing statutes and regu-
lations and that KPMG’s national tax office had concluded that
these transactions would likely yield favorable tax treatment for its
investors under the Internal Revenue Code.

By way of history, our introduction to KPMG occurred in 1995
in a matter completely unrelated to what we are here today to dis-
cuss. We were working with one of our clients to restructure a por-
tion of their portfolio to meet their investment objectives. Given the
importance of analyzing any investment portfolio on an after-tax
basis, our client asked to review our portfolio recommendations
Witlr(11 g:s tax advisor, KPMG, and therefore, at the client’s request,
we did.

As a result of this prior interaction, KPMG later contacted us to
see if we would apply our investment expertise to help with the se-
curity transactions related to one of its strategies. This strategy
later became known as FLIP. KPMG presented us with a set of
predefined criteria that it had designed for FLIP and told us that
transactions meeting these criteria would likely result in favorable
tax consequences. Our role as investment advisor was to identify,
analyze, implement, and manage the specific stock and option
transactions that were required to execute FLIP.

These transactions gave investors a reasonable prospect of earn-
ing an economic profit which, in fact, was very real as a number
of FLIP and OPIS investors did indeed realize an overall profit.
The profit potential was directly linked to the gradual appreciation
in the public shares of one of the world’s major financial institu-

1The prepared statement of Mr. Greenstein appears in the Appendix on page 334.



116

tions. KPMG specifically approved all of the stock and option trans-
actions after it had determined that the transactions met the cri-
teria for obtaining favorable tax consequences.

Our role as investment advisor was formalized in 1997 with an
agreement between KPMG and Quadra that defined our different
roles. In the agreement, KPMG confirmed its responsibility for the
tax aspects of the strategy while agreeing that Quadra had respon-
sibility for only providing investment advice. KPMG was and re-
mains an international accounting firm with an excellent reputa-
tion and deep resources and we relied on its tax analysis, conclu-
sions and advice. Additionally, a prominent national law firm con-
curred with their opinion.

KPMG began introducing FLIP to potential investors during
1996, and subsequently, Pricewaterhouse Coopers, PWC, developed
a similar strategy with similar tax attributes. They sought and re-
ceived our assistance in providing investment-related advice and
execution services. PWC also provided a detailed opinion of this
strategy which was consistent with KPMG’s earlier conclusion that
the Internal Revenue Code likely afforded favorable tax treatment.

In 1998, we were approached again by KPMG with respect to a
variation of the FLIP transaction known as OPIS. It was our un-
derstanding that KPMG had been offering this strategy to its cli-
ents through another investment advisor, the Presidio Group, but
that the Presidio Group had exhausted its capacity. At that time,
KPMG requested our assistance with executing OPIS. For OPIS,
all of the investment and structural aspects of the strategy were
fully developed, the nature of the financial instruments and secu-
rity transaction had been fully specified, and our role was simply
to implement the trades and execute the documents required as
prescribed by KPMG.

Chairman COLEMAN. I would ask you to summarize the rest of
your testimony, Mr. Greenstein.

Mr. GREENSTEIN. Thank you. I want to reiterate that our focus
has been on meeting the financial and investment objectives of our
clients through thoughtful, sophisticated, disciplined, and well-re-
searched portfolio management. This presented us with the oppor-
tunity to work with some of the most respected groups in the in-
dustry, and I think it is important to note that we have not been
working with the accounting firms in strategies along these lines
for years.

And with that, that is an abridged version of my prepared re-
marks and I would be happy to address any questions you might
have.

Chairman COLEMAN. Thank you, Mr. Greenstein. Your complete
remarks will be entered into the record, without objection.

Mr. Larson, you were originally—at one point, you were Senior
Manager at KPMG, is that correct?

Mr. LARSON. That is correct, yes.

Chairman COLEMAN. And when did you move over to Presidio?

Mr. LARSON. In the summer of 1997.

Chairman COLEMAN. And, in fact, were you involved in forming
Presidio Advisory Services?

Mr. LARSON. I was.
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Chairman COLEMAN. And was that with another member of
KPMG?

Mr. LARSON. Yes, Robert Pfaff.

Chairman COLEMAN. So would it be fair to say that you knew the
ins and outs of these kinds of transactions, you had experience and
history?

Mr. LARSON. Yes, that would be fair.

Chairman COLEMAN. And, in fact, I believe you were involved in
developing FLIP’s transactions?

Mr. LARSON. I was one of the team of developers, yes.

Chairman COLEMAN. Now, it is fair to state, Mr. Larson, that
Presidio knew the BLIPS transaction was specifically designed so
that investors would exit on day 60 of the transaction, regardless
of the fact that BLIPS was a financing structure as a 7-year loan,
is that correct?

Mr. LARSON. I would—I do not agree with that.

Chairman COLEMAN. Would you turn to Exhibit 69,1 please.

Mr. LARSON. The black one or the white one?

Chairman COLEMAN. Sixty-nine is in the white one. It is a memo,
Presidio Advisors Group. It is from Amir Makov. Do you know who
that is?

Mr. LARSON. Yes. He is my other business partner.

Chairman COLEMAN. He 1s a partner? He has certain authority
and can speak for Presidio with authority?

Mr. LARSON. Yes, correct.

Chairman COLEMAN. And this is a memo to John Rolfes, CEO at
Deutsche Bank?

Mr. LARSON. John was the Managing Director.

Chairman COLEMAN. Managing Director, I am sorry. And in the
memo, it lays out, “John, further to our Friday conversation, I
would like to describe the necessary financing steps the BLIPS pro-
gram will require,” and it lays out—it starts with the day one, in-
vestor LLC borrows $100,000, and then principal amount for 7
years at 16 percent annual. So 7 years at 16 percent annual. And
then you go down, day 7 and the last paragraph, beginning of the
last paragraph on that page, “On day 60, investor exits partnership
and ugwinds all trades in partnership.” Is that what the document
states?

Mr. LARSON. That is what it states, yes, sir.

Chairman COLEMAN. And is there anything equivocal about say-
ing that the investor exits the partnership and unwinds all trades
in partnership?

Mr. LARSON. No, that is what it says.

Chairman COLEMAN. So Presidio understood this was a 60-day,
get out in 60-day deal?

Mr. LARSON. What Presidio understood, even as the two previous
speakers said, that there was a significant likelihood that investors
would want to exit after 60 days, but in no way did we understand
that this was unequivocally a 60-day investment.

Chairman COLEMAN. In this document, there is no indication of
significant likelihood. It says, “on day 60, investor exits partnership
and unwinds all trades in partnership,” not significant possibility.

1See Exhibit No. 69 which appears in the Appendix on page 644.
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Mr. LARSON. I agree that that is what it says.

Chairman COLEMAN. Can you tell me what step transactions are?

Mr. LARSON. Well, there is a tax doctrine which you might be re-
ferring to called the step transaction doctrine.

Chairman COLEMAN. Is there a prohibition in the tax code
against step transactions designed to produce artificial losses?

Mr. LARSON. I am not quite sure what you are referring to.

Chairman COLEMAN. In testimony on Tuesday, we heard that
there was a remote chance—remote chance—that BLIPS investors
would make a profit of a transaction because they were structuring
it, and I believe if you turn to Exhibit 80,1 that testimony came
from Mark Watson, who appeared under subpoena before this Sub-
committee. He says, “According to Presidio, the probability of mak-
ing a profit from this strategy is remote.” Was that a fair represen-
tation of Presidio’s conversations with Mr. Watson?

Mr. LARSON. No, it is not.

Chairman COLEMAN. So did Mr. Watson make this up?

Mr. LARSON. I think Mr. Watson may have misunderstood the
presentation and information that was provided to him.

Chairman COLEMAN. Can you tell me how many BLIPS trans-
actions Presidio was involved in?

Mr. LARSON. My recollection is 65 to 70.

Chairman COLEMAN. Do you know if anyone made a profit?

Mr. LARSON. No, the trades were not profitable.

Chairman COLEMAN. So Mr. Watson is saying Presidio says there
is a remote possibility. You are saying zero. Of all you were in-
volved in, zero transactions made a profit.

Mr. LARSON. That is correct, although I am also saying that it
was our view at the time when we were planning the program and
executing it that, in fact, there was a significant possibility of prof-
it. That did not come to pass, but I think we had a well-reasoned
view that our strategies could be highly profitable.

Chairman COLEMAN. Was the market in trouble at that time?

Mr. LARSON. We were—under our—the trading strategies that
we were implementing were foreign currency transactions, so I
guess I am not sure what market you are referring to.

Chairman COLEMAN. I am just trying to understand how you
have every transaction in which you are involved, none makes a
profit, but you are saying there was a reasonable possibility for
profit.

Mr. LARSON. The trading strategies, the primary ones that we
were implementing were, I guess, based on our expectation that a
specific event would take place in the market, and by that, what
I mean is the largest positions that we took in the BLIPS trades,
we were shorting the Argentina peso and we were shorting the
Hong Kong dollar and we were taking positions of very significant
size. By taking those positions, what we were speculating was that
one or both of those currencies would be forced to break its trading
peg and devalue, and if that took place, then we had an expectation
that, in particular that with Argentina, that Argentina was likely—
in fact, we thought very nearly certain—to devalue its currency.

1See Exhibit No. 80 which appears in the Appendix on page 664.
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Had that happened while our trades were open, the profits would
have been extremely significant.

Chairman COLEMAN. And what percentage of the loans were at
risk, of the loans that were involved in these transactions?

Mr. LARSON. The expected risk, but not the certain risk, was ap-
proximately equal to the equity invested by the investors. However,
there was always a possibility of a catastrophic loss in any of the
partnerships.

Chairman COLEMAN. Let me ask the question this way. An inves-
tor took out a $15 million loan—a $20 million loan from Deutsche
Bank, or a $50 million loan from Deutsche Bank. How much of that
was at risk? How much of that was involved in the risk of loss?

Mr. LARSON. The most likely scenarios and the ones that came
to pass was that amount would not be at significant risk during the
initial part of the trade.

Chairman COLEMAN. Sixty days?

Mr. LARSON. Yes. That was the most likely.

Chairman COLEMAN. The period in which they got out.

Mr. LARSON. Yes. However, what I would go on to say is that
there was also a possibility, not a likelihood by any means, but a
possibility that if our foreign currency trades had moved against
us, and in particular if the value of the either Hong Kong or Argen-
tina currencies had gone up, then there could have been very sig-
nificant losses which would have hit the collateral.

Chairman COLEMAN. So the standard now is not a likelihood.

Mr. LARSON. Standard—I am sorry.

Chairman COLEMAN. You were saying that there was not a likeli-
hood of profit being made.

Mr. LARSON. I am sorry, could you repeat the question?

Chairman COLEMAN. I am trying to use the phrase there. I was
trying to understand what the expectation was during 60 days. In
other words, how much of a $50 million loan, how much was at
risk? A very minimal amount. What was then the likelihood of the
investor suffering any loss?

Mr. LARSON. Using your example, during the initial 60-day pe-
riod of our trading program, it was unlikely that there would be
any loss that would affect the $50 million of collateral.

Chairman COLEMAN. Let me ask you one other question. I will
pursue this line of questioning afterwards. According to the testi-
mony of KPMG’s Lawrence DeLap on Tuesday, he was of the view
that BLIPS transactions should be registered and Presidio should
have registered the transactions. Did Presidio register their BLIPS
transactions?

Mr. LArRsON. We did not.

Chairman COLEMAN. Mr. Greenstein, did Quadra—at that time,
you were Quadra—did you register the FLIP transactions with
Pricewaterhouse Coopers?

Mr. GREENSTEIN. Yes, we did. We took registration very seriously
and followed the advice of the tax advisor.

Chairman COLEMAN. Mr. Larson, did Presidio do some FLIP
transactions?

Mr. LARSON. Yes, we did.

Chairman COLEMAN. Did you register those?

Mr. LArRsoON. We did not.
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Chairman COLEMAN. I will turn the questioning over to Senator
Levin at this time, but there will be a second round.

Senator LEVIN. Thank you. If you take a look at Exhibit 137,1
Mr. Larson, this is the memo that was written by Mr. Pfaff shortly
before he left KPMG. When he wrote that memo, he went, as you
have indicated, to join you at Presidio. You were partners with
him. This is the road map that KPMG followed in its efforts to
mass market tax shelters, or as Mr. Pfaff notes, develop a turnkey
package tax product business and that Presidio was the instrument
to do that.

Now, Mr. Larson, was there a “Tax Advantaged Transaction
Practice” at KPMG at the time that this memo was written, in July
1997? Do you see that? There was a “Tax Advantaged Transaction
Practice”?

Mr. LARSON. I do. There may have been an informal group that
used that acronym, but I am not certain.

Senator LEVIN. Well, you were there, weren’t you?

Mr. LARSON. Yes, but I think this was written 6 or 7 years ago.

Senator LEVIN. So you are saying that—was it called TAT?

Mr. LARSON. KPMG loved acronyms and——

Senator LEVIN. Was it called TAT?

Mr. LARSON. I am not sure whether I remember a TAT group,
although I see it referred to here.

Senator LEVIN. All right. Were you part of a Tax Advantaged
Transaction Practice, formal or informal, at KPMG?

Mr. LARSON. I was certainly part of a tax products—some infor-
mal groups, yes.

Senator LEVIN. But you are not familiar with the term Tax Ad-
vantaged Transaction Practice? That is not something you remem-
ber participating in at KPMG?

Mr. LARSON. I was personally assigned to the international tax
services group during virtually my entire career.

Senator LEVIN. Was there also this informal or formal group
called Tax Advantaged Transaction Practice that you were part of?

Mr. LARSON. I may have seen this acronym or name before or
not. I don’t really recall.

Senator LEVIN. All right. Were you part of the effort to complete
the FLIP tax opinion before you left KPMG to go with Presidio?

Mr. LARSON. I was one of the people that worked on the initial
opinion, yes.

Senator LEVIN. Was FLIP designed primarily for tax reduction?

Mr. LARSON. I would say the FLIP was designed with two pur-
poses in mind, one for the significant expected tax benefits, and
second, to make money, for the investment possibility.

Senator LEVIN. And was that true with other products, including
BLIPS?

Mr. LARSON. Yes, that was.

Senator LEVIN. The question then becomes as to whether the pri-
mary purpose was the tax loss that was created or the possibility,
which was indicated as remote, of making a profit, and that be-
comes, of course, the whole issue.

1See Exhibit No. 137 which appears in the Appendix on page 2735.
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Now, take a look at page three of that Exhibit 137. “Logically,”
Mr. Pfaff wrote, “we would simply issue an edict that any client
with an imminent gain of a threshold amount,” large enough, in
other words, “should contact the Tax Advantaged Transaction Prac-
tice. However,” he wrote, “after reading this case called Colgate
Palmolive, it appears that we cannot openly market tax results of
an investment. Rather, our clients should be made aware of invest-
ment opportunities that are imbued with both commercial reality
and favorable tax results. Conversely, we cannot offer investments
without running afoul of a myriad of firm and security rules. Ulti-
mately, it was this dilemma that led me to the conclusion that I
was in the wrong industry to play the role I enjoy the most, and
hence, the firm’s need to align with the likes of a Presidio.”

Now, this clearly shows that Mr. Pfaff and others at KPMG knew
they were marketing tax advantaged products, that key court cases
said that you can’t market tax shelters as such, so KPMG had to
create a facade of investment around the tax advantaged products.
And the investments that were part of these products were back-
fitted, then, into the transactions after the tax schemes were
worked out, simply to try to make it look like there was an invest-
ment purpose to them.

Now, if you take a look at Exhibit 137 from Mr. Pfaff, again, your
partner, which you received a copy of, he talked about approaching
only clients who had an “imminent gain.” Now, if this is an invest-
ment strategy, why would you limit it to approaching clients that
were confronting a gain? If its purpose, any significant purpose,
was to make a profit, why wouldn’t you approach folks who would
want to make a profit?

Mr. LARSON. I would say that that is consistent with the dual
purpose of the transaction in that since we understood that one of
the valuable aspects of this product was the hoped-for tax benefits,
it would make sense that logical people to talk to about the com-
bined package would be those who might be receptive to tax plan-
ning.

Senator LEVIN. But making a profit would run the other direc-
tion. Then they would have to be sold another tax product to create
a tax loss.

Mr. LARSON. I think that the two can certainly be reconciled, but
you are correct that to the extent that you make a profit on one
o}fl these transactions, then your tax benefit shrinks, so I agree with
that.

Senator LEVIN. You had two cross-purposes here.

Mr. LARSON. To a degree.

Senator LEVIN. Now, let us look at the financing of the BLIPS
deals. This is Exhibit 1Aa.,! but there is a chart which I think we
can put on here, page 7, that contains a typical BLIPS deal. You
were the principal marketer of BLIPS, is that not correct?

Mr. LARSON. I am sorry, which exhibit?

Senator LEVIN. That is Exhibit 1a., page 7.

Mr. LARSON. Excuse me.

Senator LEVIN. Do I have that right? Is that the right number?

Chairman COLEMAN. It is in the white book.

1See Exhibit No. 1a. which appears in the Appendix on page 371.
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Senator LEVIN. I am sorry, yes, in the white book.

Mr. LARSON. I don’t think the pages are numbered, so I am not
sure what page you are on.

Senator LEVIN. Well, just go through them and——

Mr. LARSON. Yes. I see.

Senator LEVIN. Now, you were a principal marketer of BLIPS, is
that not correct?

Mr. LARSON. I was.

Senator LEVIN. Now, why was it that the loan was initially taken
out by the taxpayer? This so-called loan, this purported loan was
initially taken out by the taxpayer and almost immediately as-
signed to this other entity. Why was the loan just not made to the
investment group directly?

Mr. LARSON. I think it could have been.

Senator LEVIN. Well, the tax advantages would have been lost,
wouldn’t they?

Mr. LARSON. Certainly one way of structuring this for the tax ad-
vantage was to have the loan drawn down the way it was outside
the partnership.

Senator LEVIN. But if the loan were made directly to the partner-
ship instead of to the taxpayer, there wouldn’t have been the tax
benefit, right? There wouldn’t have been that premium.

Mr. LARSON. That is correct.

Senator LEVIN. OK. So it had to go that way. Now, that is for
tax reasons. The taxpayer’s capital contribution was 7 percent of
the loss that was planned to be generated by the BLIPS trans-
action, is that correct?

Mr. LARSON. That was normally the case.

Senator LEVIN. And if you look at Exhibit 67,1 this is a page from
the Deutsche Bank PowerPoint presentation on the BLIPS pro-
gram. If you look at the last three lines on that page, it reads as
follows. “Seven-point-seven percent of the premium amount will be
held in full by Deutsche Bank until the LLC account is closed and
the Deutsche Bank has a legal claim on that amount in the credit
agreement.” Then it says the following. “The 7.7 percent will cover
market risks, transaction costs, and DBSI fees.”

I think that is fairly clear. So the 7.7 percent put in by the tax-
payer in Presidio was the amount set aside and held by Deutsche
Bank to cover the risks associated with any currency trades, trans-
action costs, and Deutsche Bank fees. Now, would you not agree
that within that 60-day period that the risk was limited to the cap-
ital funds put up by the investor?

Mr. LARSON. Not exactly, no.

Senator LEVIN. Was it true what you told our staff on October
3, that the intent was that the maximum amount put at risk was
the cash that the investor had contributed? Was that the intent?

Mr. LARSON. That was the expectation, but what I also told the
staff, and I would say here now, is that there was always the possi-
bility which we in the banks were aware of that something could
go wrong and that there could be a catastrophic trading loss on the
FX positions in excess of that amount.

1See Exhibit No. 67 which appears in the Appendix on page 632.
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Senator LEVIN. In the absence of a catastrophe, that was the in-
tention. Did that ever happen, that catastrophe?

Mr. LARSON. It did not.

Senator LEVIN. And in the case of every BLIPS transaction, the
loss was no more than the amount that was put up by the tax-
payer, is that correct?

Mr. LARSON. That is correct.

Senator LEVIN. My time is up. Are we going to have another
round?

Chairman COLEMAN. Thank you, Senator Levin.

Mr. Greenstein, according to your statement, Quadra is an in-
vestment advisor in clients referred to you by KPMG?

Mr. GREENSTEIN. Pardon me?

Chairman COLEMAN. Clients referred to you by KPMG in connec-
tion?with the transactions known as FLIP and OPIS, is that cor-
rect?

Mr. GREENSTEIN. They were referred, and in many cases, KPMG
was their financial advisor based on a power of attorney that the
client had executed.

Chairman COLEMAN. It is very clear that advisors cannot be in-
volved in abusive tax shelters, you understood that? There is no
question about that?

Mr. GREENSTEIN. Yes.

Chairman COLEMAN. You have KPMG advising a client, issuing
opinions, and you are relying on those. Did Quadra ever take any
steps to have an independent, uninterested account review the
transactions to ensure that you were not engaging in anything that
ran afoul of the tax laws?

Mr. GREENSTEIN. At that point, we knew of multiple unrelated
premier tax advisory groups, both two accountants and two nation-
ally recognized law firms, that had concluded the same tax issue,
and at that point in time, KPMG and Pricewaterhouse Coopers,
had tens—potentially tens of thousands of tax professionals and we
respected the opinion and the work that they did, and there was
no need for us to look elsewhere.

Chairman COLEMAN. What is your understanding of the require-
ment that a promoter of a tax shelter register such transactions
with the IRS?

Mr. GREENSTEIN. My understanding is very limited, and on that
issue, we deferred aggressively to the tax advisor, be it KPMG or
Pricewaterhouse, for their conclusion on the matter.

Chairman COLEMAN. Did you consider yourself to be a promoter
of FLIP and OPIS under your understanding of the term?

Mr. GREENSTEIN. I don’t understand the legal definition of the
term, and I know there is one. We were certainly involved on cer-
tain marketing aspects, but I would say we were not the primary
promoter.

Chairman COLEMAN. You were involved in marketing?

Mr. GREENSTEIN. We were involved in describing the investment
and structural aspects, yes.

Chairman COLEMAN. Now, for some or all of the FLIP and OPIS
transactions that you engaged in with Pricewaterhouse Coopers, I
think you indicated that you registered those transactions, is that
correct?
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Mr. GREENSTEIN. I believe that to be the case, yes.

Chairman COLEMAN. But it is my understanding that for the
same transactions that Quadra engaged in with KPMG, Quadra
did not register those transactions.

Mr. GREENSTEIN. That is correct, under the guidance of KPMG.

Chairman COLEMAN. Did you ever talk to KPMG and say, hey,
we are doing it for Pricewaterhouse, why not you?

Mr. GREENSTEIN. We did, yes.

Chairman COLEMAN. And the response?

Mr. GREENSTEIN. We have done our analysis and it is our opinion
that it does not need to be registered and we will not be registering
it, they told us.

Chairman COLEMAN. You weren’t uncomfortable with that?

Mr. GREENSTEIN. We weren’t uncomfortable because it was com-
mon certainly in the investment world for two well-respected orga-
nizations to reach different conclusions on the same matter, and we
had respect for the work that they did in this regard.

Chairman COLEMAN. You know by not registering them, you are
not bringing it to the attention of the IRS, right?

Mr. GREENSTEIN. I was aware of that, and again, I would stress
how seriously we took the issue, because when PWC told us to reg-
ister, we did register immediately.

Chairman COLEMAN. But felt you didn’t have to do it with KPMG
because they told you that they didn’t want to do it?

Mr. GREENSTEIN. They told us that they concluded it did not
need to be registered as a tax shelter.

Chairman COLEMAN. Are you still involved in tax shelter trans-
actions now, and that would be under, what is it, Quellos, because
Quadra is no longer in existence?

Mr. GREENSTEIN. We always focus on maximizing a client’s after-
tax investment objectives, so in some cases, a simple shelter could
be using municipal bonds. So that term, broadly defined, we are al-
ways trying to do that. But in terms of the types of strategies that
we are talking about here today, no, we are not involved.

Chairman COLEMAN. Help me understand. I have to say, with
Presidio, it is very clear. They knew BLIPS was a 60-day trans-
action. It was very clear what the purpose was. I don’t have the
paper trail, I must say, Mr. Greenstein, with you, but I have got
to believe at the time you were doing this, was there any red light
that went on? Pricewaterhouse says register and KPMG says don’t
register. Isn’t there any red light that went on and said, hey, we
may be involved in something here that is just not right?

Mr. GREENSTEIN. Again, from our perspective, it was not uncom-
mon for two well-respected firms, after thorough research, to come
to different conclusions and we would see that all the time in the
investment world where one well-respected group might say a stock
is going up and someone else is saying it is going down, looking at
the same facts. So no, it was not unusual to receive different opin-
ions.

Chairman COLEMAN. Senator Levin.

Senator LEVIN. Mr. Larson, I think you have already testified
that none of the BLIPS taxpayers, the folks who bought BLIPS,
made a profit, is that correct?

Mr. LARSON. That is correct.
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Senator LEVIN. Is it then true that it was unlikely, based on that
experience, that investors would earn a pre-tax profit?

Mr. LARSON. Based on our expectation and observation of the for-
eign currency markets, and in particular the situation in 1999 with
Argentina, we were expecting a devaluation of the Argentina peso
at any time and, hence, it was our expectation that very significant
profits would be forthcoming. Did we know exactly when Argentina
was going to devalue? No, we did not, although within about 12
months, after additional support by the International Monetary
Fund eventually failed, Argentina did, in fact, devalue. But we
were a little ahead of ourselves.

Senator LEVIN. So that taxpayers who bought BLIPS—taxpayer
after taxpayer after taxpayer—how many were there?

Mr. LARSON. I believe we did about 65——

Senator LEVIN. Sixty-five

Mr. LARSON [continuing]. Or 70.

Senator LEVIN. And every single one of them did not get a profit
on the investment. They all made out as they should not have
made out in terms of the tax loss, that they made huge gains in
terms of their tax losses. But in terms of that investment of that
7 percent, over 60 in a row did not make a profit, right?

Mr. LARSON. Many of those were going on simultaneously.

Senator LEVIN. But 60 of them did not make a profit?

Mr. LARSON. That is correct.

Senator LEVIN. And yet you represented that there was still the
reasonable opportunity to make a profit?

Mr. LARSON. Yes, we did.

Senator LEVIN. Now finally, in terms of your fee, Exhibit 1211
has at the bottom an e-mail from Kerry Bratton at Presidio. The
title of the e-mail message here is, “Regarding BLIPS, seven per-
cent.” And as her message states—is Kerry Bratton a man or a
woman?

Mr. LARSON. She is a she.

Senator LEVIN. As her message states, the e-mail shows how in
a typical BLIPS deal the 7 percent put in by the taxpayer gets di-
vided up, and here is what the typical deal does. Ten percent of the
taxpayer’s money, 0.7 percent, in other words, went to currency
trading losses. Most of the 7 percent, as a matter of fact, 5.5 per-
cent of the 7 percent, went to the fees—your fees, the bank’s fees,
KPMG’s fees. So only a small part of the taxpayer’s funds went to
the currency transactions, is that correct, went to pay the losses on
the currency transactions? Most of that 7 percent went for fees?

Mr. LARSON. In her example, yes.

Senator LEVIN. Not in her example, typically. They were typical.

Mr. LARSON. Yes.

Senator LEVIN. OK. So that was the typical breakdown of the 7
percent? Was she right?

Mr. LARSON. Actually, I think she left out the financing cost on
the loan.

Senator LEVIN. Well, it says here the breakout for a typical deal
is as follows. Do you see that in the middle of that page

Mr. LARSON. I do.

1See Exhibit No. 121 which appears in the Appendix on page 2701.
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Senator LEVIN. OK. Was this a typical breakout?

Mr. LARSON. I would say yes.

Senator LEVIN. OK. Now, the bottom line, then, is this, that the
greater the loss, the greater the fees that you would receive, is that
true?

Mr. LARSON. Correct.

Senator LEVIN. Your fee wasn’t part of the profit. It wasn’t based
on profit.

Mr. LARSON. Actually, excuse me. Greater—which loss, the tax
loss or

Senator LEVIN. Yes. Is that right? The greater the loss that this
taxpayer had in this deal, this paper loss, the greater your fee, is
that correct?

Mr. LARSON. I think our—the advisory fee, I believe was charged
as a percentage of the assets under management inside the stra-
tegic investment funds.

Senator LEVIN. And that typically was the premium?

Mr. LARSON. Yes, correct.

Senator LEVIN. All right. And that premium was the same as the
loss, is that correct, to the taxpayer?

Mr. LARSON. It would be close

Senator LEVIN. Close enough?

Mr. LARSON. Yes.

Senator LEVIN. And the greater that loss would be, the greater
your premium would be, the greater your fee would be, is that not
correct?

Mr. LARSON. That is correct.

Senator LEVIN. Your fee was not based on profit from an invest-
ment, is that correct?

Mr. LARSON. That is correct.

Senator LEVIN. Your fee was based on what that loss would be
to the taxpayer, is that correct?

Mr. LARSON. Correct.

Senator LEVIN. And the greater the loss, the greater your fee?

Mr. LARSON. I agree.

Senator LEVIN. If anything demonstrates the purpose of this
whole transaction simply—I think all these other documents prove
it as well—but it is that the whole structure of the fees that went
to the folks who cooked up this tax transaction was that the tax
loss which the taxpayer achieved would determine the fee, and the
greater the loss, the greater your fee. That, it seems to me, drama-
tizes what this is all about.

I am not going to ask you to respond because I think you would
probably give me some rhetoric about profit was possible and there
was always a possibility that something would happen. But just
strip away all of the gobbledy-gook and just take a look at how the
fees of the folks who designed this tax shelter were achieved, and
the fees were based on the loss to the taxpayer and the fees in-
creased as the losses increased. They weren’t related to the profit
for obvious reasons. There were no profits. None were expected. In
fact, if it were based on profits, there wouldn’t have been any fees.

I just have one more question of Mr. Greenstein, Mr. Chairman.
I don’t know if you want to
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Chairman COLEMAN. No, we are not going to have another
round. I was going to make a comment, and I would give you an
opportunity to make the last comment, the last question, Senator.
I just wanted to make sure—I never did too well in math and I just
want to make sure we understand this, because we have talked a
lot about the taxpayer didn’t make a profit and generated a loss,
and so if you are short-selling Argentine pesos and there isn’t a ca-
tastrophe, in fact, none of these taxpayers made a profit. They
made a loss.

But the loss we are talking about here is not the loss in the
transactions about pesos. The loss is when you set this deal up, if
you got a $50 million loan, you got a $20 million premium. The loss
is the loss you are going to write off when you cash out after 60
days of $20 million. So I don’t want to be confused then, right. The
loss is not the loss that the transaction—your fee is not a percent-
age of what was lost in the Argentina peso transaction. Your fee
is a percentage of what the taxpayer was able to write off, is that
correct?

Senator LEVIN. Is that a yes?

Chairman COLEMAN. Is that a yes?

Mr. LARSON. Yes.

Chairman COLEMAN. Senator Levin.

Senator LEVIN. Just one question, Mr. Greenstein. I don’t have
the exhibit handy. Perhaps my staff can get it. But you basically
were told, were you not, by KPMG that whether or not you reg-
istered the FLIP was your decision?

Mr. GREENSTEIN. They did mention that to us and we deferred
again to their decision, viewing them as the primary promoter, that
if they decided that it did not need to be registered for themselves
that we would go with that assessment.

Senator LEVIN. And then you wrote them in Exhibit 135,1 I be-
lieve, on the last page—excuse me, they wrote you. Gregg Ritchie
wrote you that the analysis of the tax shelter registration require-
ments which may be applicable to Quadra must be made by your
firm in conjunction with your own tax counsel. You didn’t do that,
did you?

Mr. GREENSTEIN. We did not, and I think this letter was—they
had communicated other things to us different than what this let-
ter said and I think this was to absolve them of any liability that
they may have for our decision.

Senator LEVIN. Do you know what CYA means?

Mr. GREENSTEIN. Yes, sir. [Laughter.]

Senator LEVIN. Was this a CYA letter, in your judgment?

Mr. GREENSTEIN. I believe it was.

Senator LEVIN. Thank you, Mr. Chairman.

Chairman COLEMAN. Thank you. The witnesses are excused.

I would now like to welcome our last panel to today’s important
hearing: The Honorable Mark Everson, Commissioner at the Inter-
nal Revenue Service; William McDonough, Chairman of the Public
Company Accounting Oversight Board; and Richard Spillenkothen,
Director of Banking Supervision and Regulation of the Federal Re-

1See Exhibit No. 135 which appears in the Appendix on page 2729.
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serve. I thank each of you for your attendance at today’s hearing
and look forward to hearing your testimony.

Before we begin, pursuant to Rule 6, all witnesses who testify be-
fore the Subcommittee are required to be sworn. At this time, I
would ask you to please stand and raise your right hand.

Do you swear that the testimony you give before the Sub-
committee will be the truth, the whole truth, and nothing but the
truth, so help you, God?

Mr. EVERSON. I do.

Mr. McDoNOUGH. I do.

Mr. SPILLENKOTHEN. I do.

Chairman COLEMAN. As you would have heard from the earlier
panels, we would like all statements to be 5 minutes. Your entire
written statement will be entered as part of the permanent record.

Mr. Everson, we will have you go first this morning, followed by
Mr. McDonough, and finish up with Mr. Spillenkothen. After we
have heard all your testimony, we will proceed to questions. You
may proceed, Mr. Everson.

TESTIMONY OF MARK EVERSON,! COMMISSIONER, INTERNAL
REVENUE SERVICE, WASHINGTON, DC

Mr. EVERSON. Thank you. Good morning, Mr. Chairman and
Senator Levin. I commend you for your interest in this important
subject of abusive tax shelters.

Abusive tax avoidance transactions have a corrosive influence on
our tax administration system and the very rule of law itself. Sen-
ator Grassley recently noted, “The IRS should be able to enforce
the tax code and respect taxpayer rights at the same time. We can’t
have people abusing the tax code and we can’t have the IRS abus-
ing taxpayers. It is as simple as that.”

I agree. The IRS must demonstrate and execute a balanced
approach of service and enforcement if taxpayers are to remain
faithful to our system of self-assessment, and we can’t allow manip-
ulation of the tax system through abusive shelters to undermine
taxpayers’ faith that if they pay their share of taxes, others will,
as well.

I would like to mention four factors which I believe have contrib-
uted to the proliferation of abusive tax shelters and are depicted
on that chart.2

First, the complexity of the tax code. Abusive tax avoidance
transactions are designed to take advantage of the complexity of
the tax code to obtain benefits that Congress never intended. Com-
plexity becomes the shelter promoters’ camouflage. Promoters hope
that both the taxpayer and the IRS will be confused by a shelter’s
complexity, while the transaction’s apparent viability is bolstered
by legal opinions secured from reputable law firms.

To address this complexity, the Treasury Department and the
IRS have significantly increased and accelerated the issuance of
published guidance concerning potentially abusive transactions and
the IRS has vigorously pursued compliance with the promoter reg-

1The prepared statement of Mr. Everson with an attached chart appears in the Appendix on
page 338.

2Chart entitled “Son of Boss Promoter Relationships” attached to Commissioner Everson’s
prepared statement which appears in the Appendix on page 348.
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istration, list maintenance, and disclosure rules. These measures
complement our increased examinations of tax shelters in taxpayer
returns.

Second, the cozy relationship among sophisticated promoters.
You have identified the relationships that exist among the various
promoters and facilitators who peddle abusive tax transactions. I
would like to draw your attention to this chart, which depicts pro-
moter relationships for just one type of transaction, in this case,
the Son of Boss.

The chart shows the reinforcing network of commercial interests
that design, develop, and market these sophisticated products, in-
cluding investment advisors, CPA firms, law firms, banks, and bro-
kers. At the bottom, the chart indicates the linkages of these play-
ers to other tax shelter products of concern to the IRS.

The IRS is currently investigating over 100 promoters, including
accounting firms, law firms, and financial institutions. Most have
complied with our request for documents, but some have not, so in
the last 6 months, the Department of Justice has filed summons
enforcement actions against six of these promoters, including ac-
counting firms and, for the first time, law firms. In addition, we
are auditing thousands of individuals and corporations who have
entered into questionable transactions.

Third, the erosion in professional ethics. At my confirmation
hearing last March, I stated that attorneys and accountants should
be the pillars of our system of taxation, not the architects of its cir-
cumvention. Based on what I have seen while on the job since May
and what you have uncovered in your own investigation, I believe
as strongly as ever in that statement.

As you have learned some organizations have decided to turn
away from the promotion of abusive tax shelters, have reached
agreements with the IRS, and are moving on. That is good news.
I believe it reflects a reassessment by these firms and an improve-
ment in their professional ethics. Others, such as KPMG and Jen-
kens and Gilchrist, remain in litigation with the IRS and have not
yet complied with our legitimate document requests.

Fourth, nominal penalties undermine the regulation of abusive
transactions. The penalties that are currently on the books with re-
spect to the promotion of abusive tax transactions constitute a
nominal cost of doing business to organizations determined to gen-
erate large fees by promoting abusive tax avoidance transactions.
De minimis penalties are no more than a speed bump on a single-
minded road to professional riches.

Legislative proposals were announced in March 2002 to establish
meaningful penalties for failure to comply with the promoter reg-
istration, disclosure, and list maintenance requirements of the
code. We need significantly increased penalties to hit the promoters
who don’t get the message where it counts, in their wallets.

Mr. Chairman, I want to assure you and Senator Levin that the
problem of abusive tax transactions is and will remain a high pri-
ority for the IRS. Thank you.

Chairman COLEMAN. Thank you very much, Commissioner.
Chairman McDonough.
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TESTIMONY OF WILLIAM J. McDONOUGH,! CHAIRMAN, PUBLIC
COMPANY ACCOUNTING OVERSIGHT BOARD, WASHINGTON,
DC

Mr. McDoONOUGH. Chairman Coleman, Ranking Member Senator
Levin, and Members of the Subcommittee, I am pleased to appear
before you today on behalf of the Public Company Accounting Over-
sight Board, and I would like to begin by commending the Sub-
committee’s investigation of the role of professional firms, including
accounting firms, in the development and marketing of abusive tax
shelters. Indeed, the evidence you have accumulated has served as
a wake-up call that we all, whether corporate leader, legislator, or
regulator, must heed.

The financial scandals at Enron, Adelphia, WorldCom, Health-
South, and elsewhere left the impression that public company fi-
nancial reporting is not to be trusted and that professional advi-
sors, including investment bankers, lawyers, and even a company’s
]iondipendent auditors, will help unscrupulous executives cook the

ooks.

Congress responded to that breach of trust by enacting the Sar-
banes-Oxley Act of 2002. That Act established the PCAOB and
charged it with “oversee[ing] the audit of public companies that are
subject to the securities laws, and related matters, in order to pro-
tect the interests of investors and further the public interest in the
preparation of informative, accurate, and independent audit re-
ports.”

To carry out that charge, the Act gives the Board significant
powers over the practice of auditing the financial statements of
public companies, including: To register public accounting firms
that audit public companies; to inspect the audits and quality con-
trols of such firms; to conduct investigations and disciplinary pro-
ceedings; and to establish auditing quality control, ethics, inde-
pendence, and other standards relating to the preparation of audit
reports or issuers.

Now, of course, much of the tax work done by accounting firms
falls outside of the audit-oriented focus that Congress has assigned
to the PCAOB. Nevertheless, the PCAOB has a variety of tools that
may help address some of the problems caused by those abusive
]‘E)ax shelters that are designed to make financial statements look

etter.

First, the Board will be conducting a program of annual inspec-
tions of the largest registered firms’ audits of public companies’ fi-
nancial statements and triennial inspections of smaller registered
firms. In those inspections, we will conduct reviews of engagement
work papers, which will put us in a position to identify and exam-
ine how firms audit questionable, tax-oriented transactions that
are reflected in public companies’ financial statements. We will also
look for auditors’ involvement in structuring such transactions for
public company audit clients.

Because we are only beginning our inspections program, we can-
not today assess the current extent of promotion and use of cor-
porate tax shelters and products to public company audit clients.
We will, however, scrutinize the accounting and presentation of the

1The prepared statement of Mr. McDonough appears in the Appendix on page 349.
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transactions that we discover through our inspections program,
specifically through our reviews of selected audit engagements.

In addition, by looking at auditor compensation, promotion, and
retention, our inspections will identify a firm’s policies and prac-
tices that create incentives for firm audit personnel to promote
such transactions to their public company clients.

Therefore, while existing laws and regulations may not ban audi-
tors from promoting and giving tax opinions on such transactions
to their audit clients, both auditors and public companies should
expect heightened scrutiny of such transactions. The prospect of
that scrutiny may give pause to corporate management, audit com-
mittees, and auditors that may consider such transactions.

Second, through our authority to discipline registered firms and
associated persons, we may impose stiff penalties for failing to ade-
quately and impartially audit such transactions undertaken by
public companies.

Finally, the Board has the authority to commence a standard-set-
ting project to address at least a part of the problem. Specifically,
the Board has authority to add to the statutory list of non-audit
services that a registered firm may not provide to audit clients.
Such regulation, of course, would not prohibit a registered firm
from selling tax shelters to non-audit clients.

The Board also has the authority to develop and impose addi-
tional auditing procedures. While ferreting out tax avoidance is not
directly within our purview, auditors ought to follow appropriate
standards for identifying and auditing transactions whose main
purpose is to create the impression of enhanced earnings in the fi-
nancial statements.

Congress gave the PCAOB the responsibility and the tools to
build a new future for auditing through independent standard set-
ting, registration inspection, investigations, and discipline. As we
move forward to employ those tools in the public interest, my fel-
low Board members and I look forward to a long and constructive
relationship with this Subcommittee. Thank you.

Chairman COLEMAN. Thank you, Chairman McDonough. Mr.
Spillenkothen.

TESTIMONY OF RICHARD SPILLENKOTHEN,! DIRECTOR, DIVI-
SION OF BANKING SUPERVISION AND REGULATION, THE
FEDERAL RESERVE, WASHINGTON, DC

Mr. SPILLENKOTHEN. I, too, thank you, Mr. Chairman, for the op-
portunity to testify today on the Federal Reserve’s continuing ef-
forts to advance corporate governance, risk management, and inter-
nal controls at banking organizations.

Numerous corporate governance and legal compliance failings
over the last 2 years, including those delineated by this Sub-
committee, highlight once again the critical need for effective risk
management and internal controls to guide firms’, both banks’ and
commercial firms’, business practices and activities.

Federal Reserve staff have not reviewed the specific tax struc-
tures that I understand to be the focus of today’s hearings, and as
you know, bank supervisors are not tax experts nor are they re-

1The prepared statement of Mr. Spillenkothen appears in the Appendix on page 361.
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sponsible for the oversight of tax compliance by banking organiza-
tions or their customers.

However, I appreciate the opportunity to talk to you today about
our supervisory requirements and expectations for banks involved
in complex transactions and about some of the steps we have taken
to address banks’ risk management and internal control infrastruc-
tures.

At the outset, I should point out that the primary focus of the
Federal Reserve’s supervision is promoting an institution’s safety
and soundness, as well as compliance with banking and consumer
laws and regulations in a way that protects depositors, the FDIC
insurance fund, and the rights of consumers.

Some basic principles and expectations for banking organizations
guide our work in assessing business activities and risks, including
banks’ involvement in complex structured transactions.

First, and obviously most important, banking organizations must
obey the law. They must have policies and procedures in place to
ensure compliance with all laws and regulations and that they are
not knowingly facilitating illegal activities by their customers or
business associates. Banks should not engage in borderline trans-
actions that are likely to result in significant reputational or oper-
ational risk to the organization.

Second, banks should perform thorough due diligence on the
transactions or business activities that they are involved in and
check with key legal, accounting, and tax authorities within their
organizations, as well as independent third party experts, when ap-
propriate. Banking organizations ordinarily should not be held le-
gally responsible for the judgments, actions, or malfeasance of their
customers or third party professional advisors. Such an expectation
would require banks to assume management responsibilities out-
side their span of control, create potential legal liabilities that
would compromise their ability to perform as financial inter-
mediaries, or threaten their safety and soundness, and place addi-
tional significant cost on banking organizations.

Finally, banking organizations must recognize that although they
are not directly accountable for the actions of their customers or
third party legal and accounting professionals, to the extent that
their names or products are implicitly associated with misconduct
by those parties, additional legal and reputational risks may arise.

With these principles in mind and in light of recent events of the
last couple of years, the Federal Reserve has taken steps to en-
hance the supervision of complex structured transactions and re-
fine its supervisory programs.

During the past year, we have conducted special reviews of bank-
ing organizations engaged in complex structured transactions.
Where we have found deficiencies, we have been clear on the need
for banks to develop effective internal controls that comprehen-
sively assess the risks associated with legal compliance. Formal
Enron-related supervisory enforcement actions taken publicly by
the Federal Reserve last summer underscore the expectations of
bank supervisors on the need for banks to address internal weak-
nesses relating to complex structured transactions.

In addition to these efforts, we are working with our colleagues
at the other bank agencies and the SEC to develop supervisory
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guidance on appropriate controls and risk management systems
pertaining to complex structured transactions, including those that
may have a tax component or dimension. During this period, we
have increased our supervisory emphasis on the management of
legal and reputational risks.

We are focusing increased attention on the adequacy of new
product approval processes, the management of large or highly
profitable customer relationships, and controls over the use of spe-
cial purpose entities. Examiners are also stepping up efforts to re-
view corporate governance and internal control infrastructures, in-
cluding board and management oversight, corporate-wide compli-
ance activities, and internal audit functions.

Banks appear to be responding to the lessons of recent years and
the actions of supervisors. They are implementing better processes
for subjecting transactions with heightened risk profiles to addi-
tional levels of scrutiny. This includes more thorough written poli-
cies and procedures, as well as processes for due diligence reviews
by appropriate internal control functions, including accounting,
legal, tax, prior to the execution of more complex or risky trans-
actions. Most organizations have established new or reconstituted
senior-level review committees and have fortified their new product
approval processes.

Firms have also increased staff training around the identification
and control of legal and reputational risks. Where necessary, banks
should continue to strengthen these systems and bank manage-
ment must work to ensure that the new processes are effective over
time.

In closing, supervisors will continue to focus on risk management
and control processes in order to foster safety and soundness, fi-
nancial stability, and compliance with applicable laws and regula-
tions. Supervisory activities will reinforce recent actions taken by
banks to address weaknesses, and where necessary, supervisors
will take appropriate corrective and enforcement action.

Of course, no system of official oversight is failsafe and super-
visors cannot detect and prevent all control or management fail-
ures. However, strong and effective supervision, including the use
of supervisory enforcement tools, management steps to strengthen
corporate governance, risk management, and internal control infra-
structures, and the incentives provided by marketplace discipline
can contribute to better compliance and continued improvements in
management of legal and reputational risks.

Chairman COLEMAN. I would ask you to summarize.

Mr. SPILLENKOTHEN. Thank you. I am finished, Mr. Chairman,
and I would be happy to attempt to answer any questions you
have.

Chairman COLEMAN. Thank you very much, Mr. Spillenkothen.

Let me just kind of go in reverse order here. Did you have a
chance, Mr. Spillenkothen, to listen to the testimony today?

Mr. SPILLENKOTHEN. I did not have a chance to listen to all of
it, Mr. Chairman. I tried to stay involved in some of it, but not all
of it.

Chairman COLEMAN. If I can do a very brief summary, basically
we have a situation where banks are issuing loans for these BLIPS,
FLIP, and OPIS transactions, issuing loans ostensibly for 7-year
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periods but clearly being informed that these folks are getting out
in 60 days. There is a premium piece in the loan structure, that
when it is then part of an investment package, of which, by the
way, very little is at risk, when it is pulled out, the investor claims
loss. So you have folks, in effect, putting in very little. And, by the
way, all these bank loans are collateralized at 101 percent.

So these are clearly tax shelters. There is no question about
them. These are not 7-year high-interest loans, they are 60-day
deals, in and out. And yet the banks’ basic assertion is, well, we
are not tax experts. We relied upon the KPMGs of the world.

Do you see any problems with that kind of operation?

Mr. SPILLENKOTHEN. Mr. Chairman, I have not had a chance to
look at the specifics of these transactions and so I would be reluc-
tant to try to opine on them.

Chairman COLEMAN. I am not asking you to opine on the trans-
action. I am asking you to opine on the actions of the bank. I mean,
how much more do they have to know?

Mr. SPILLENKOTHEN. I think banks, as I tried to say, need to
have internal systems to make sure that they are in compliance
with all laws, including tax laws. I think the lesson of the last cou-
ple of years, which I think many banks have learned in part
through the assistance of this Subcommittee and other market
events, is that banks should avoid borderline transactions or trans-
actions that have a high probability of resulting in legal problems
or significant reputational risk. Banks need to ensure that they
have systems in place to comply with the law, and ensure that they
are not facilitating illegal activities by outside third parties.

Chairman COLEMAN. One of the kind of common denominators of
all these transactions is that they are not registered. In some cases,
they are limiting the scope of them. They are geographically dis-
tributing them, keeping everything below the radar. Talk to me
about expanding reporting requirements in a way that would allow
IRS to identify loans that are being used for questionable tax shel-
ters. Can you talk to me about that imposing burdensome addi-
tional costs? How would you evaluate the efficacy and cost impact
of such requirements? Mr. Spillenkothen.

Mr. SPILLENKOTHEN. Well, I think whenever you impose addi-
tional reporting requirements, there is potential burden, but one of
the things that you have to do when you are developing reporting
requirements is to be able to define what you are trying to collect
information on. You have to be able to define the activity or trans-
actions that you are trying to collect information on. I would leave
it to my colleagues at other agencies, the IRS, to describe and deal
with how you would define some of these things, but a clearly im-
portant element of getting reporting is to be able to define what ac-
tivities one is trying to collect information on.

Chairman COLEMAN. Commissioner Everson, how do you react to
the IRS being described as a toothless paper tiger?

Mr. EVERSON. I am sure that everyone who has come before this
Subcommittee or before the Finance Committee in the hearing sev-
eral weeks ago would not agree with that characterization, given
their current problems. But I think what you are perhaps sug-
gesting is that there has been concern that we need to have in-
creased tools to do our job and perhaps more resources.
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I will comment on both of these areas, I have mentioned the pen-
alties. I think the penalties are central to assuring that we learn
what is going on in this whole arena. The question you just asked
to my colleague gets to getting information from yet another
source. If we can just get the information from the practitioners
?nld from the taxpayers themselves, I think that will be very help-
ul.

In terms of the resource question, I would point out both you and
Senator Levin have spoken to this question most recently in your
speech in New York. We are not an agency that gets topped up in
the appropriations process. Yet again, we are sitting with a mark
before the Senate right now that is $245 million below the Presi-
dent’s request, and this is something that has happened under Re-
publican Presidents, Democratic Presidents, Republican Con-
gresses, and Democratic Congresses. We tend to fall short.

This is compounded in this case, because some 70 percent of our
costs are personnel related and the pay raise is 2 percent greater
than was budgeted. So we are more squeezed. And if there is an
across-the-board non-defense, non-homeland recision of a percent or
two on discretionary spending, that will cause further problems
that are very significant for us.

So in this area, the first thing I would like to see is for the fund-
ing request to be honored.

Chairman COLEMAN. I think one of the concerns in dealing with
the IRS is always about focus. I know you have the server, the wait
person who worried about getting audited for her tips. You have
the small business person worried about getting audited for what-
ever. And we are sitting at this hearing here and we are hearing
about, over 6 years, $80-something billion potentially lost to tax-
payers and the IRS being a toothless paper tiger in regard to these
kinds of transactions. So I would say the issue is focus and what
the policy makers would want to say is, yes, we are going to focus
on those things that generate maximum return for the people who
are massively committing tax fraud.

Mr. EVERSON. I agree with that 100 percent, and in fact, if you
look at the request that the President made for the 2004 budget,
he did provide for additional funds particularly in this area. The
first priority of the budget request was to devote more enforcement
resources to high-end taxpayers and to address these corporate
shelters, and we are prioritizing.

We have shifted over a lot of our resources into this area, as the
GAO and others have noted, in tracking all of our efforts, which in-
clude, as I mentioned, accelerating guidance. It includes enhance-
ment of audits. We have got thousands of audits working right now
for the taxpayers, businesses, and individuals alike in this area, in-
cluding criminal investigations.

We are also extending our leverage and our reach. We have
reached an agreement with 42 States around the country. I think
you heard testimony from the State of California about this agree-
ment. We are sharing information, jointly managing the caseload.
Already, California has given us information, for instance, that
gave us new participants in one of the shelters we are inves-
tigating. So we are really trying to provide the focus to this subject
that you have suggested is appropriate.
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Chairman COLEMAN. Just for me to try to get a sense of the
scope of this, from your perspective, there was an article, I believe,
in American Lawyer entitled “Still in the Shadows,” October 1,
2003. It says, “as of June 2002, according to the IRS, 186 people
had avoided $4.4 billion in taxes from BLIPS transactions. Another
57 people had avoided $1.4 billion from FLIP and OPIS.” Are these
numbers accurate, to the best of your knowledge?

Mr. EVERSON. I won’t comment on particular numbers because
the way some of these transactions are tracked by the originator
of the transaction are a little bit different from the way we track
them, sir. But overall, clearly, this problem runs into the billions
of dollars.

The difficulty here, if you will, is that there are potentially abu-
sive transactions, families of transactions that we have identified.
We have already listed over two dozen of them. There are general
criteria based on the amount of tax avoided vis-a-vis the invest-
ment, the same kinds of questions you have been asking, that also
compel disclosure. And clearly, some of those disclosure require-
ments are now just coming into effect for the tax year, calendar
year 2003. We will see a lot of that information next year. But this
problem runs into the billions of dollars.

Chairman COLEMAN. And there are a range of these, COBRA,
BOSS, Son of Boss, and other things that you laid out.

Mr. EVERSON. Yes, sir.

Chairman COLEMAN. One other question and then I will turn it
over to my colleague, and there will be a second round. I have
other questions I want to get to.

I am concerned about the finger pointing that we saw here in re-
gard to reporting, almost as if there was some lack of clear, com-
mon definition. Ernst & Young says, or PWC says we should report
FLIP, but KPMG doesn’t. And then the advisors say, well, we are
advised by these big accounting firms. It just seems obvious that
the purpose of reporting—the ethical thing, the right thing to do
is to give you notice and then people can make judgments about
that. But there appears to be some legal basis or question, however
questionable, that says you don’t have to report. How do you clarify
that to make sure it is very clear that these kind of transactions
have to be reported?

Mr. EVERSON. I am not sure we need to clarify it. I do believe
we need to increase the penalties so that the guidance which is al-
ready out there and in law is taken seriously.

Chairman COLEMAN. Switch, being the switch that you may use
to hit somebody, that kind of switch.

Mr. EVERSON. I hate to say it, but not everybody has approached
this from a point of view of the first objective which is to comply
with the law.

Chairman COLEMAN. I appreciate that. Senator Levin.

Senator LEVIN. Let me first join you in welcoming our witnesses,
thanking you for your work. It is critically important, and that is
dramatized every day, but in 2 days of hearings here by what has
been presented, pretty shocking, disturbing, sorry testimony.

I also would urge you, if you haven’t had a chance, to read our
staff report. It is an extraordinary report. I think perhaps your
staffs have already had a chance to look at it, but in any event,
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we would be interested in your comments on the factual material
which is set forth in that report. Perhaps for the record, Mr. Chair-
man, if it is appropriate, I would ask that they give us a comment
about what they read in that report after they or their staffs have
had a chance to do so.

Chairman COLEMAN. That request will be made and the answers
will become part of the official record.

Senator LEVIN. I thank you.

First, Mr. Everson, the fines that you made reference to, I
couldn’t agree with you more. The current fine structure is really
absurd, a $1,000 fine. It is not even a slap on the wrist. It is a slap
on the finger or a slap on a nail on the finger. It is nothing. It is
not even a cost of doing business. It is nothing compared to the rip-
off that is going on and the amount of money that is made by those
rip-offs.

So just looking here at Section 6700, a person who organizes or
assists in the organization of a partnership, any investment plan,
causes to make another person to make or furnish an arrangement
which the person knows or has reason to know is false or fraudu-
lent shall pay a penalty equal to $1,000. It might as well not be
here. In fact, I would prefer it not be there.

Mr. EVERSON. It is chump change.

Senator LEVIN. Yes. What we have got to do is find a way to
move in the direction that you have talked about, and I will be in-
troducing a bill to do exactly that which will even go beyond what
Senator Grassley and others have done, because what they do is
take 1away part or all of the rip-off amount, but they don’t penalize
people.

So if somebody makes money they should not have made, a fee
of $50 million, to say that you have to give back part of what you
improperly got, or even all as the maximum penalty, which is what
is in the other bill, seems to me isn’t truly a penalty. It just says,
give part of your ill-begotten gain back to us, or pay it to the gov-
ernment. It seems to me there has got to be a real penalty above
and beyond what that person got improperly if we are going to
really have a deterrent.

But in any event, I welcome the comment that you made, be-
cause we are going to need support to go at least as far as the
Grassley bill and, I hope, beyond that. I happen to believe that, for
instance, the promoter of these illegal schemes should pay the
same as the taxpayer to whom they sold the illegal scheme, and if
the taxpayer has to pay Uncle Sam $40 million because that is
what they cheated Uncle Sam of, that the promoter of that tax
scheme that resulted in that cheating pay the same amount. That
will be a deterrent if we can go that far. That is a real deterrent.

Again, I won’t ask you to comment on specific penalties, but I do
hope you will take a look at these various approaches to penalties.

Now, Commissioner Everson, let me ask you this question rel-
ative to the enforcement problems that exist. Let us assume that
the IRS gets wind of an illegal tax shelter, one that does not com-
ply with Federal law, and it finds out that it is being promoted by
a certain bank, a certain accounting firm, a certain investment ad-
visory firm. Can the IRS tell the Federal Reserve about the bank’s
involvement?
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Mr. EVERSON. Senator, one of the very important premises of the
tax code is the confidentiality of taxpayer information. We respect
that and we think that is very important. One of the results of that
standard is that we are precluded from sharing information with
others unless it reaches a point where we take it over, say, to the
Justice Department because it becomes a full-fledged criminal mat-
ter.

Senator LEVIN. If it is a crime that there is evidence of, you can
take it to the FBI or the Justice Department, is that correct?

Mr. EVERSON. We have a Criminal Investigations Division. If you
may remember, they took care of Al Capone some decades ago.

Senator LEVIN. Right.

Mr. EVERSON. They would do the work and then they would
bring it over. After it is ready, it goes over to the Tax Division at
Justice and they look at it and they make the determination, and
we do work with other agencies, yes, exactly as we did in the
Scruchie indictment last week in corporate governance.

Senator LEVIN. But you cannot, for instance, share information
about civil violations——

Mr. EVERSON. That is correct.

Senator LEVIN [continuing]. With, for instance, the SEC relative
to an investment advisor. You can’t do it with the Public Company
Accounting Oversight Board relative to an accounting firm’s in-
volvement, and you can’t do it with the Federal Reserve relative to
a bank’s involvement, even though you think the law has been vio-
lated, is that correct?

Mr. EVERSON. That is correct. To use one of your examples, if my
fellow panelist, Chairman of the Public Company Accounting Over-
sight Board, if we are working on one of the firms, the accounting
firms, and we have discovered or we believe that there is a pattern
of abuse in this area, I can’t turn to Bill and say, you ought to con-
sider this in your risk assessment and your approach as to how you
are governing the agency.

Likewise, we audit thousands of companies every year, and if we
determine that 10 or 20 or whatever, some small percentage, are
operating at the edge from a corporate governance point of view in
the tax arena, we cannot originate a discussion with the SEC.

I do believe that what you are putting your finger on is an impor-
tant subject that merits discussion because it is a gap in the gov-
ernance structure. I want to make clear, however, that I do not be-
lieve in the routine sharing of individual tax return information.
But in the case of some of these large corporations or the firms
that you are discussing, I believe that there is a gap there that
should be considered to be addressed.

Senator LEVIN. I think we would welcome any thoughts, further
comments that you have on that subject, and the same from our
other witnesses. It is a very important subject. I agree with you.
You don’t want any routine sharing here or else we are going to
lose the great benefit, it seems to me, of our tax system, which is
that we have got the confidence of taxpayers that they can pay
their taxes and not worry about being turned over to the SEC, gen-
erally, unless they are committing a crime, in which case they will
be turned over to the FBI. But short of that, there is an under-
standing among our taxpayers that is important to maintain. On
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the other hand, you point out there is a gap here, which perhaps
can be addressed in an appropriate way.

The Federal Reserve has done a review of financial products and
I just am wondering, who should be doing the same kind of review
here of these tax shelters that you did of the financial products?
It requires a review here, and I think if you have any of your staff
that were here during this hearing or the Finance Committee hear-
ings, I think you probably got more than a drift as to how deep and
significant a problem that we have.

I am just wondering, who would be the appropriate agency to do
the same kind of review of these kind of tax shelters, the ones that
do not have a business purpose but whose primary purpose is to
create a tax deduction? Would that be the Federal Reserve, would
it be the Oversight Board, or would it be the IRS, or all three of
you, or the SEC?

Mr. McDONOUGH. Senator, we at the PCAOB would certainly
think that we have a piece of the action. Anything that an account-
ing firm is doing vis-a-vis its audit clients, we feel would fall within
our purview and we would be, through our inspection process, pur-
suing it very aggressively.

Even in the area which is not our direct responsibility, that is,
the activities of accounting firms with their non-audit clients, what
we are saying to them is that their real task is to restore the faith
of the American people in their profession, and if you are running
a firm, well, the place to start is in restoring public confidence in
your firm.

What we are saying as a Board, and what I am saying as a rath-
er outspoken Chairman of the Board, is if you really want the
American people to restore their confidence in your profession, you
should be very thoughtful about what kinds of products you are of-
fering, and if it is likely to hurt the reputation of your firm or not
rebuild the reputation of your firm, you shouldn’t be doing it, even
if it is legal.

Senator LEVIN. OK. Mr. Spillenkothen, can you make a commit-
ment to us that you would work with the Accounting Board and
with the IRS to make a thorough review of these kinds of trans-
actions which spawn these abusive tax shelters? Could you give us
that kind of commitment?

Mr. SPILLENKOTHEN. Senator Levin, we have, as you indicated,
in the last year looked at bank involvement in complex structured
transactions, a subset of which is transactions that have a tax com-
ponent. We have, in doing that, focused on the banks’ internal con-
trols and systems for identifying risky or suspect transactions; for
having internal checks and balances that involve review by inde-
pendent tax accounting, and legal people; for escalating question-
able transactions to appropriate decisionmakers, and for ensuring
adequate documentation and controls. As I indicated in my state-
ment, where we found some deficiencies, we have given feedback
to organizations. We have also taken some formal enforcement ac-
tions.

So we have endeavored to focus on the risk management and in-
ternal controls of these organizations and I think we have already
reviewed these transactions and we have worked into our ongoing
supervisory processes procedures to focus on complex structured
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transactions. So I think we have tried to do that. We are working,
as I indicated, on additional guidance that would provide risk man-
agement guidance on structured transactions, including those that
have a tax dimension to them.

So we have focused on complex structured transactions. Obvi-
ously, our expertise is not taxes and our focus is on safety and
soundness and internal controls for compliance with all laws and
regulations.

Chairman COLEMAN. Thank you, Mr. Spillenkothen.

Mr. McDonough, just a few things I would like to focus on. First,
I totally agree in this post-Enron world, restoring confidence is ab-
solutely critical. It is critical for the economy, critical obviously just
on a personal level, you would think, for the firms involved. The
question is, how do we do that and how do we ensure it and what
role?

My question, in part, is for you. The Public Company Accounting
Oversight Board gets set up. Principally, you are looking at the
quality of company audits, and the issues here that affect the rep-
utation of these companies go beyond the audits.

Mr. McDONOUGH. Sure.

Chairman COLEMAN. And I think we need more hands on deck
in order to deal with this. I would hope that you would give some
thought to how you can play a greater role in this. You have the
bully pulpit, and that is important. You can remind people again
and again. But beyond that, I just think the non-audit role of ac-
counting firms today has certainly been called into great question,
and though we have received a number—and I was certainly
pleased to hear the companies come forth and say, we have
changed our practice and changed our standards and changed per-
sonnel, but is that enough? So I would just hope that you would
give that thought.

The other question, and I think you addressed it somewhat in
your testimony but I would like to kind of go back over it, Senator
Levin raised questions about the degree to which accounting firms
should be allowed to offer tax advice to the offices and the directors
of the companies they audit. We have got this whole issue of you
are auditing and you are offering tax advice. Could you describe
the Board’s current views on that subject?

Mr. McDoNOUGH. Right. Well, as you are aware and as you have
just said, Mr. Chairman, the accounting firms have long provided
tax advice to their audit clients and both the Sarbanes-Oxley Act
and what the SEC had to say in January in a rule continue to
make that possible.

But having said that, we will use our inspections to do as much
as we conceivably can. We will watch for whenever firms put pres-
sure on auditors to sell non-audit services, including tax services,
to executives. We will get at this issue through our examination of
auditor compensation and promotion practices, and when we find
inappropriate influences that may have an effect on audit quality,
we will call the firm to bear on it.

Essentially, what we are trying to say is we want audit firms to
reward really good, tough auditors for being good tough auditors,
not for other stuff. If we see that they are rewarding auditors or
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getting a little tax advice work or anything else, we will be very
heavy-handed in our discussions with them.

Chairman COLEMAN. Getting back to one other of the kind of the
non-audit functions that came into question here, and that is fee
generated by the percentage of loss that could be written off, is
there anything inherently questionable about that? Perhaps, Com-
missioner, you might want to address this. Clearly, it raised red
flags, it should have for the banks, it should have for the advisors,
and certainly for the accounting firms. But is there anything inher-
ently questionable about that and how would you deal with that
issue in the future?

Mr. EVERSON. One of the things that the Subcommittee report,
and I have had a chance to read at least the summary of it, cor-
rectly highlights is the revision in fee structures over time at the
accounting firms, which I think has very much contributed to this
decline in ethics. That is to say that instead of billing for time, they
bill for value added. That is a change in the professional construct.

When I started out in accounting, you had the investment banks.
They took fees and they had a stake in the action and they took,
in many of these transactions, commercial risk, whereas the law-
yers and the accountants were compensated based on time. That
has drifted and changed over the decades so that the incentive, if
you will, to gain riches as a professional is to change the value cre-
ation for the client. The last witness you had, the discussion you
were having, in this case, it is not really value creation, it is value
destruction from the government’s interest. That is a different con-
struct for lawyers and accountants than what it once was and I
don’t think it is a healthy one.

Chairman COLEMAN. Chairman McDonough, would you respond
to that?

Mr. McDONOUGH. Yes. I think it is clearly completely inappro-
priate for such arrangements to exist between an accounting firm
and its audit clients. You mentioned earlier that we have the bully
pulpit to deal with the accounting firms in areas which do not in-
volve audit clients. That is being used, if I may say so, Mr. Chair-
man, very broadly and very effectively.

I was down in Atlanta, Georgia, last night talking to the Georgia
State Society of CPAs. I am spending a lot of my time out and I
can tell you the message is very direct and it is not very subtle.
It is, “we will have to have the accounting profession reach a new
standard of culture, ethics, responsibility so they regain the con-
fidence of the American people, and they can either do it volun-
tarily, which is the best way, or if they don’t do it voluntarily, we
will make them do it.” That is pretty direct.

Chairman COLEMAN. I appreciate those efforts, Mr. McDonough.
Senator Levin.

Senator LEVIN. Thank you. Mr. McDonough, you have indicated
you are looking at adopting a national rule prohibiting the contin-
gent fee. Is that where you are at?

Mr. McDoNOUGH. I believe that all of the rules necessary to pro-
hibit contingent fees for audit clients already exist. I will do a dou-
ble-check and if they don’t, you can be very sure that we will be
looking at any new audit standard setting or rulemaking we will
need in the area, but I think it is already there.
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Senator LEVIN. I think most States have it, but I don’t know that
there is a national rule. But in any event, if you could double-check
that

Mr. McDoNOUGH. We will do that.

Senator LEVIN [continuing]. And your commitment that it should
be a national prohibition is helpful.

Mr. McDONOUGH. Yes.

Senator LEVIN. Now, Senators Baucus, McCain, and I have intro-
duced S. 1767, which would ban auditors from providing tax shelter
services to clients that they audit. I am wondering whether you
have had a chance to examine that legislation, and if so, what your
reaction is to it.

Mr. McDONOUGH. Senator, I haven’t had an opportunity to re-
view the legislation, but based on just the brief description you
gave of it, it seems to me that it is highly unlikely that an account-
ing firm could be giving an audit client tax shelter advice and not
flunk the independence test. Independence, as you know, is an ab-
solute requirement for an auditor to maintain in order to carry out
his or her professional responsibilities.

But even if permitted by the audit committee, which all tax work
really has to be and should be, if it came into the area of actually
recommending and advising tax shelters, I think it would be quite
clear. We would have to look at it in the individual case, but ge-
nerically, that auditor would be evaluating his or her own work
and that would flunk the independence test.

Senator LEVIN. That is what we are trying to get at and trying
to prohibit—that exact activity, where the accountant is auditing
his own product, his own work product. If you could take a look at
that bill and give us a response to it, that would be very helpful.

The only thing I really want to say in conclusion, if I could just
take a minute here, Mr. Chairman, is that basically, Uncle Sam is
getting ripped off by the promoters of sham transactions which
produce tax deductions and tax losses as their principal goal. These
are abusive. They are costing us perhaps $10 or $15 billion a year.

We have had really an extraordinary staff report, and I want to
thank my staff, and your staff has been very supportive, Mr. Chair-
man, and I want to thank them for that support.

The report that we have issued is probably the most detailed re-
port on these sham transactions that we are aware of. In any
event, it is a very disturbing picture. I think if the average tax-
payer out there could somehow or other get through these com-
plicated machinations, that the level of disgust and abhorrence
would be so high that you as regulators and we as legislators
would be forced to take very strong, very urgent action against the
people who promote these shelters.

They are aided and abetted in that process by professionals. It
is similar to what happened with Enron. Enron was the engine, but
professionals, including banks, stockbrokers, and lawyers, aided
and abetted Enron. It could not have happened without them.

In this case, we have the aiders and abetters. We also have the
engine here being the designers of the tax shelters who are profes-
sional people.

So we are going to do, I hope, everything that we can do legisla-
tively to tighten up the law on economic substance, if necessary—
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there is a bill which does that which has passed the Senate—to
adopt penalties, I won’t say stricter penalties because I consider
the ones that are in existence a joke and, for all intents and pur-
poses, nonexistent, so adopt really tough penalties and real pen-
alties for people who aid and abet these sham transactions which
produce these tax shelters.

The regulatory agencies that you represent are playing a critical
role and we need you to work together to coordinate better, to use
your resources in a targeted way, as I think our Chairman pointed
out.

But we also, frankly, need the professions to help clean up their
own act. This is a pretty shameful exposition that we have wit-
nessed here of professional failure. If it is a true profession, the im-
morality that we have seen, the shocking testimony of purposeful
deceptive transactions which have no real purpose other than to
create a tax deduction should really shake up our professions. But
I don’t think we can count on that, unhappily. Even if the top-level
folks who run these professions adopt good codes of ethics and en-
force them, there are still going to be those folks who will try to
evade those codes of ethics, and for that we need regulators, and
for that, we need tough penalties.

I am determined to do whatever I can, and I know our Chairman
joins me in this, to do whatever we can to put an end to the kind
of abuses that we have seen dramatized this week.

Thank you, Mr. Chairman.

Chairman COLEMAN. Thank you, Senator Levin. Senator Levin,
I want to also reiterate my commitment to doing what we need to
do to make sure that these sham abusive transactions are a thing
of the past.

I do want to thank our staffs, and thank my staff for all the work
they have done to catch up with all the work that your staff did.
They did an extraordinary job. These are complex transactions and
that is one of the challenges certainly the IRS has in dealing with
them. But they are also pretty simple. I mean, you don’t need to
be a rocket scientist to figure out if somebody made $20 million
and somebody comes up to you and says, hey, we will get that as
a loss and then you will not have to pay taxes, limit tax liability
on it. The complexity is how you get from A to Z, but the concept
is very simple.

What struck me, Senator Levin, as I listened, where otherwise
very bright, smart people, not just in the accounting firms but all
the others involved who just turned a blind eye to what was so ob-
vious, and to me, it was obvious. I think everybody knew what they
were doing and what they did was wrong, and it is not just Uncle
Sam that gets ripped off. It is the little guy. The fact that there
is $85 billion less being paid into the government coffers over 6
years means that those folks who are paying the taxes, doing the
right thing, working hard, they are the ones who are really suf-
fering and we have got to make sure that doesn’t happen.

You have a lot of responsibility. You have a lot of challenges. We
will certainly work with you and support your efforts. Clearly, I
look forward to working with you, Senator Levin, on your legisla-
tion and some of the recommendations proposed by the Commis-
sioner.
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Hopefully, what we saw was a thing of the past. I think we have
a responsibility to make sure it doesn’t happen again. I fear that,
in part, we are nowhere out of the high-flying 1990’s. We are not
generating just barrels of cash anymore from all these transactions,
and in part, that may be why the activity has slowed up. I do ac-
cept the statements from the firms involved they have changed
their ways, but the climate is different.

I just want to make sure that—and I hope we get back to the
economy rolling. I don’t want to get back to the ethical standards
or the lack thereof, but when we get back to the economy rolling,
I just want to make sure that if that should happen, that we don’t
face the same problems. That is our challenge and we will do ev-
erything we can to make sure it doesn’t happen and still do the
things we can to promote growth and promote economy and pro-
mote opportunity in this country.

Before adjourning, I would like to add for the record a written
statement submitted by Tom Lopez, the Chief Investment Officer
with the Fire and Police Pension System of Los Angeles.1

With that, this hearing is adjourned.

[Whereupon, at 1:10 p.m., the Subcommittee was adjourned.]

1The prepared statement of Mr. Lopez appears in the Appendix as Exhibit No. 153 on page
3016.



APPENDIX

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 Investiga-
tions of the Committee on Governmental Affairs, at the direction
of Senator Carl Levin, then its Chairman, initiated an in-depth in-
vestigation into the development, marketing, and implementation
of abusive tax shelters by professional organizations such as ac-
counting firms, banks, investment advisors, and law firms. The in-
formation in this Report is based upon the ensuing bipartisan in-
vestigation 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 Sub-
committee staff reviewed over 235 boxes, and several electronic
compact disks, containing hundreds of thousands of pages of docu-
ments, including tax product descriptions, marketing material,
transactional documents, manuals, memoranda, correspondence,
and electronic mail. The Subcommittee staff also conducted numer-
ous, lengthy interviews with representatives of accounting firms,
banks, investment advisory firms, and law firms. In addition, the
Subcommittee staff reviewed numerous statutes, regulations, legal
pleadings, reports, and legislation, dealing with federal tax shelter
law. The staff consulted with federal and state agencies and var-
ious accounting, tax and financial experts, including the U.S. De-
partment of the Treasury, U.S. Internal Revenue Service (IRS),
Public Company Accounting Oversight Board (PCAOB), California
Franchise Tax Board, tax experts on the staffs of the Joint Com-
mission on Taxation, Senate Committee on Finance, and House
Committee on Ways and Means, various tax professionals, and aca-
demic experts, and other persons with relevant information.

The evidence reviewed by the Subcommittee establishes that the
development and sale of potentially abusive and illegal tax shelters
have become a lucrative business in the United States, and profes-
sional organizations like major accounting firms, banks, investment
advisory firms, and law firms have become major developers and
promoters. The evidence also shows that respected professional
firms are spending substantial resources, forming alliances, and de-
veloping the internal and external infrastructure necessary to de-
sign, market, and implement hundreds of complex tax shelters,
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some of which are illegal and improperly deny the U.S. Treasury
of billions of dollars in tax revenues.

The term “tax shelter” has come to be used in a variety of ways
depending upon the context. In the broadest sense, a tax shelter is
a device used to reduce or eliminate the tax liability of the tax shel-
ter user. Some tax shelters are specific tax benefits explicitly en-
acted by Congress to advance a legitimate endeavor, such as the
low income housing tax credit. Those types of legitimate tax shel-
ters are not the focus of this Report. The tax shelters under in-
vestigation by the Subcommittee are complex transactions used by
corporations or individuals to obtain significant tax benefits in 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’s tax liability. These abusive tax shelters can be
custom-designed for a single user or prepared as a generic “tax
product” available for sale 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 shelters are not illegal per se;
they are potentially illegal depending upon how purchasers actu-
ally use them and calculate their tax liability on their tax returns.
Over the last 5 years, the IRS has begun publishing notices identi-
fying 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 using an illegal tax shelter. As used 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 dif-
ference between selling a potentially abusive or illegal tax shelter
and providing routine tax planning services. None of the trans-
actions examined by the Subcommittee derived from a request 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 in-
volved generic tax products that had been affirmatively developed
by a firm and then vigorously marketed to numerous, in some
cases thousands, of potential buyers. There is a bright line dif-
ference between responding to a single client’s tax inquiry and ag-
gressively 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 deeper understanding of the issues, the Sub-
committee conducted four in-depth case studies examining tax
products sold by a leading accounting firm, KPMG, to individuals
or corporations to help them reduce or eliminate their U.S. taxes.
KPMG is one of the largest accounting firms in the world, and it
had built a reputation as a respected auditor and expert tax advi-
sor. KPMG vigorously denies being a tax shelter promoter, but the
evidence obtained as a result of the Subcommittee investigation is
overwhelming in demonstrating KPMG’s active and, at times, ag-
gressive role in promoting and profiting from generic tax products
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sold to individuals and corporations, including tax products later
determined by the IRS to be potentially abusive or illegal tax shel-
ters.

Earlier this year, KPMG informed the Subcommittee that it
maintained an inventory of over 500 “active tax products” designed
to be offered to multiple clients for a fee. The four KPMG case
studies featured in this Report are the Bond Linked Issue Premium
Structure (BLIPS), Foreign Leveraged Investment Program (FLIP),
Offshore Portfolio Investment Strategy (OPIS), and the S-Corpora-
tion 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 reve-
nues in 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 still under
review. As of June 2002, an IRS analysis of just some of the tax
returns associated with BLIPS, FLIP, and OPIS had identified 186
people who had used BLIPS to claim losses on their tax returns to-
taling $4.4 billion, and 57 people who had used FLIP or OPIS to
claim tax losses of $1.4 billion, for a grand total of $5.8 billion.2
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 Sub-
committee investigation, however, indicates just the opposite: while
a few tax shelter promoters have ended their activities, the tax
shelter industry as a whole remains active, developing new prod-
ucts, 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.

II. Findings

Based upon its investigation to date, the Subcommittee Minority
staff recommends that the Subcommittee make the following find-
ings of fact.

(1) 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

I Letter dated 9/12/03, from KPMG’s legal counsel, Wilkie Farr & Gallagher, to the Sub-
committee, at 2. According to KPMG 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 a 4-year period, 1996-1999. OPIS was sold
to 111 persons in 79 transactions, and produced about $28 million over a 2-year period, 1998—
1999. BLIPS, the largest revenue generator, was sold to 186 persons in 186 transactions, and
produced about $53 million over a 1-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 fees for the firm, OPIS generated over $50 million,
and SC2 over $30 million.

2United States v. KPMG, Case No. 1:02MS00295 (D.D.C. 7/9/02), “Declaration of Michael A.
Halpert,” Internal Revenue Agent, at | 37.
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major participants in the mass marketing of generic
“tax products” to multiple clients.

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

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

KPMG uses aggressive marketing tactics to sell its ge-
neric tax products, including by turning tax profes-
sionals into tax product salespersons, pressuring its
tax professionals to meet revenue targets, using tele-
marketing to find clients, using confidential 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.

KPMG is actively involved in implementing the tax
shelters which it sells to its clients, including by en-
listing participation from banks, investment advisory
firms, and tax exempt organizations; preparing trans-
actional documents; arranging purported loans;
issuing and arranging opinion letters; providing ad-
ministrative services; and preparing tax returns.

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

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

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

KPMG has taken steps to conceal its tax shelter ac-
tivities from tax authorities and the public, including
by refusing to register potentially abusive tax shelters
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with the IRS, restricting file documentation, and
using improper tax return reporting techniques.

II1. Executive Summary

The Subcommittee’s investigation into the role of professional or-
ganizations in the tax shelter industry has identified two funda-
mental, 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 ad-
vice to persons who initiate contact with a tax advisor. Instead, the
industry focus has expanded to developing a steady supply of ge-
neric “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 in-
volved in the development, marketing, and implementation of ge-
neric tax products whose objective is not to achieve a business or
economic purpose, but to reduce or eliminate a client’s U.S. tax li-
ability. Dubious tax shelter sales are no longer the province of
shady, fly-by-night companies with 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 advi-
sory firms, and banks.

The four case studies featured in this Report examine tax prod-
ucts developed by KPMG, a respected auditor and tax expert and
one of the top four accounting firms in the United States. In the
latter half of the 1990’s, according to KPMG employees interviewed
by Subcommittee staff, KPMG’s Tax Services Practice underwent a
fundamental change in direction by embracing the development 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 presses its 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 devel-
oped as a replacement for OPIS which was developed as a replace-
ment for FLIP.3 All three tax products function as “loss genera-
tors,” meaning they generate large paper losses that the purchaser
of the product then uses to offset other income, and shelter it 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 delib-
erately obscure investments.5 All three also generated substantial
fees for KPMG, with BLIPS and OPIS winning slots among

3See, e.g., document dated 5/18/01, “PFP Practice Reorganization Innovative Strategies Busi-
ness Plan—DRAFT,” authored by Jeffrey Eischeid, Bates KPMG 005062023, at 1.

4Id. See also document dated 7/21/99, entitled “Action Required,” authored by Jeffrey
Eischeid, Bates KPMG 0006664 (In the case of BLIPS, “a key objective is for the tax loss associ-
ate(f% with the investment structure to offset/shelter the taxpayer’s other, unrelated, economic
profits.”).

5See Appendix A for a more detailed explanation of BLIPS.
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KPMG’s top ten revenue producers in 1999 and 2000, before sales
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 al-
ready begun requiring taxpayers who used these products to pay
back taxes, interest, and penalties. Over a dozen taxpayers penal-
ized 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 “chari-
table contribution strategy.”® It is directed 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 is intended 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 income to a tax exempt charity holding
the corporation’s stock. Like BLIPS, FLIP, and OPIS, SC2 requires
a series of complex, orchestrated transactions to obtain the prom-
ised tax benefits. Among other measures, these transactions in-
volve 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 var-
ious steps to “allocate” but not distribute corporate income to the
tax exempt charity.® Early in its development, KPMG tax profes-
sionals referred to SC2 as “S-CAEPS,” pronounced “escapes.” The
name was changed after a senior tax official pointed out: “I think
the last thing we or a client would want is a letter in the files re-
garding a tax planning strategy for which the acronym when pro-
nounced sounds like we are saying ‘escapes.”” 10 In 2000 and 2001,
SC2 was one of KPMG’s top ten revenue producers. SC2 is not cov-
ered 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 organizations it allies itself 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.

SFLIP 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 States v.
KPMG, Case No. 1:02MS00295 (D.D.C. 9/6/02).

7See, 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) (BLIPS); Thorpe v. 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.

9 See Appendix B for a more detailed explanation of SC2.

10 Email dated 3/24/00, from Mark Springer to multiple KPMG tax professionals, “RE: S-corp
Product,” Bates KPMG 0016515. See also email dated 3/24/00, from Mark Springer to multiple
KPMG tax professionals, “Re: S-corp Product,” Bates 0016524 (suggesting replacing “all S-
CAEPS references with something much more benign”).

11See email dated 4/10/02, from US-Tax Innovation Center to multiple KPMG tax profes-
sionals, “IRS Summons Information Request for SC2,” Bates XX 001433 (“The IRS has re-
quested certain information from the Firm related to SC2.”); undated KPMG document entitled,
“April 18 IRS Summons Response.”
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A. Developing New Tax Products

The Subcommittee investigation has found that the tax product
development and approval process used at KPMG was deeply
flawed and led, at times, to the approval of tax products that the
firm knew were potentially abusive or illegal. Among other prob-
lems, 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,” as well as by in-
tense 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 re-
quirements of federal tax law. In 1999, the key KPMG technical re-
viewer resisted approving BLIPS for months, despite repeated ex-
pressions of dismay from superiors. He finally agreed to withdraw
his objections to the product in this email sent to his supervisor:
“I don’t like this product and would prefer not to be associated with
it [but] I can reluctantly live with a more-likely-than-not opinion
being issued for the product.” This assessment is not exactly the
solid endorsement that might be expected for a tax product sold by
a major accounting firm.

The most senior officials in KPMG’s Tax Services Practice ex-
changed emails which frankly acknowledged the problems and
reputational risks associated with BLIPS, but nevertheless sup-
ported 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 lim-

iting 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 a lot of money here for our opinion since
the transaction is clearly one that the IRS would view as
falling squarely within the tax shelter orbit.”

No one challenged the analysis that the risky nature of the prod-
uct justified the firm’s charging “a lot of money” for a tax opinion
letter predicting it was more likely than not that BLIPS would
withstand an IRS challenge. When the same KPMG official ob-
served, “I do believe the time has come to shit and get off the pot,”
the second in command at the Tax Services Practice responded, “I
bﬁlieve the expression is shit OR get off the pot, and I 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 poten-
tially abusive or illegal tax products such as the Currency Options
Brings Reward Alternatives (COBRA) and Contingent Deferred
Swap (CDS) sold by Ernst & Young, the FLIP tax product and
Bond and Option Sales Strategy (BOSS) sold Dby
PricewaterhouseCoopers, the Customized Adjustable Rate Debt Fa-
cility (CARDS) sold by Deutsche Bank, the FLIP tax product sold
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by Wachovia Bank, and the Slapshot tax product sold by J.P. Mor-
gan Chase.!2 The sale of these abusive tax shelters by other firms
clearly demonstrates that flawed approval procedures are not con-
fined to a single firm or a single profession. Many other profes-
sional 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 mar-
ket its tax products to potential buyers. The investigation found
that KPMG maintains an extensive marketing infrastructure to
sell 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 KPMG 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 also uncovered a corporate culture in 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 internal emails by senior
KPMG tax professionals exhorted colleagues to increase their sales
efforts. One email thanked KPMG tax professionals for a team ef-
fort in developing SC2 and then instructed these professionals to
“SELL, SELL, SELL!"” Another email warned KPMG partners:
“Look at the last partner scorecard. Unlike golf, a low number is
not a good thing. . . . A lot of us need to put more revenue on the
board.” A third email asked all partners in KPMG’s premier tech-
nical 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 the tax 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 command] said, ‘We
are dealing with ruthless execution—hand to hand combat—block-
ing and tackling.” Whatever the mixed metaphor, let’s just do it.”

The four case studies featured in this Report provide detailed
evidence of how KPMG pushed its tax professionals to meet rev-
enue targets, closely monitored their sales efforts, and even, at
times, advised them to use questionable sales techniques. For ex-
ample, in the case of SC2, KPMG tax professionals were directed
to contact existing clients about the product, including KPMG’s
own audit clients. In a written document offering sales advice on
SC2, KPMG advised its employees, in some cases, to make mis-
leading 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

12Slapshot 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 Facili-
tated by U.S. Financial Institutions,” S. Prt. 107-82 (107th Congress 1/2/03).
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to buy the product. KPMG also utilized confidential and sensitive
client data in an internal database containing information used by
KPMG to prepare client tax returns in order to identify potential
targets for its tax products.

KPMG also used opinion letters and insurance policies as selling
points to try to convince uncertain buyers to purchase a tax prod-
uct. 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
penalties, 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 AIG, Hartford Insurance, or another firm that would reim-
burse the buyer for any back taxes or penalties actually assessed
by the IRS for using the tax product. These selling points suggest
KPMG was trying to present its tax products as a risk free gambit
for its clients. They also suggest that KPMG 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 a tax product to a client 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 in-
vestment activities in order to realize the promised tax benefits. In
the four cases examined by the Subcommittee, KPMG enlisted a
bevy of other professionals, 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. Charities told the Subcommittee staff
that KPMG had contacted the organizations “out of the blue,” con-
vinced 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 will-
ing 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 cli-
ent referrals to KPMG for FLIP sales, then later began its own ef-
forts 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. In the case of
SC2, several pension funds agreed to accept corporate stock dona-
tions and sign redemption agreements to “sell” back the stock to
the corporation after a specified period of time. In all four cases,
Sidley Austin Brown & Wood agreed to provide a legal opinion let-
ter attesting to the validity of the relevant tax product. Other law
firms, such as Sherman and Sterling, prepared transactional docu-
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ments and helped 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 aims for 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 pre-
mium” 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 pro-
ceeds were instead deemed “collateral” for the “loan” itself under
an “overcollateralization” provision that required the “borrower” to
place 101% of the loan proceeds on deposit with the bank. The loan
proceeds serving as cash collateral were then subject to severe in-
vestment restrictions and closely monitored by the bank. The end
result was that only a small portion of the funds in each BLIPS
transaction was 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 KPMG 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 losses on paper for clients, while protecting bank as-
sets.

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.!3 A re-
lated issue is whether and to what extent lawyers, bankers, invest-
ment advisors, tax exempt organizations, and others have an obli-
gation to evaluate the transactions they are asked to carry out and
refrain from participating in potentially abusive or illegal tax shel-
ters. Another issue is whether professional organizations that par-
ticipate in these types of transactions qualify as tax shelter pro-
moters and, if so, are obliged under U.S. law to register the rel-
evant transactions as tax shelters and maintain client lists.

These issues are particularly pressing for several professional
firms involved in the KPMG transactions that may be tax shelter
promoters in 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, in-

1326 U.S.C. 6701.
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cluding BLIPS, FLIP, and OPIS.!4 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 “execute tax
driven deals” or “gain mitigation” strategies.!5 Internal bank docu-
ments indicate that Deutsche Bank was aggressively marketing its
tax products to large U.S. corporations and individuals, and
planned to close billions of dollars worth of transactions.!® At least
two of the tax 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
professionals 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 a law firm, is intended to provide
written advice to a client on whether a particular tax product is
permissible under the law and, if challenged by the IRS, how likely
it would be that the challenged product would survive court scru-
tiny. Traditionally, such opinion letters were supplied by an inde-
pendent tax expert with no financial stake in the transaction being
evaluated, and an individualized letter was sent to a single client.
The mass marketing of tax products to multiple clients, however,
has been followed by the mass production of opinion letters by a
professional firm that, for each letter sent to a client, is paid a
handsome fee. The attractive profits available from such an ar-
rangement have placed new pressure on the independence of the
tax opinion letter provider.

In the four case histories featured in this Report, the Sub-
committee investigation uncovered disturbing evidence related to
how tax opinion letters were being developed and used in connec-
tion with KPMG’s tax products. In each of the four case histories,
the Subcommittee investigation found that KPMG 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 its
clients. 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, FLIP, and OPIS.!” The evidence
indicates that KPMG either directed its clients to 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 sta-
tus of Sidley Austin Brown & Wood in issuing the legal opinion let-
ters supporting the KPMG tax products. The evidence indicates, for
example, that KPMG collaborated with the law firm ahead of time
to ensure it would supply a favorable opinion letter. In the case of

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

15KEmail dated 4/3/02, from Viktoria Antoniades to Brian McGuire 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.

161d. at 6345—46.

171n the case of SC2, KPMG also arranged for Bryan Cave to issue a legal opinion supporting
the tax product, but it is unclear whether Bryan Cave ever issued one.
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BLIPS, KPMG and Sidley Austin Brown & Wood actually ex-
changed copies of their drafts, eventually issuing two, allegedly
independent opinion letters that contain numerous, virtually iden-
tical 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 letter without ever speaking with the cli-
ent to whom the tax advice was directed. By routinely directing its
clients to Sidley Austin Brown & Wood to obtain a second opinion
letter, KPMG 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 a fee in every
case in which a client 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. This type
of close, ongoing, and lucrative collaboration raises serious ques-
tions about the independence of both parties and the value of their
opinion letters in light of the financial stake that both firms had
in the sale of the tax product being analyzed.

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 OPIS typically included a set of factual
representations made by the client, KPMG, the participating in-
vestment advisory firm, and the participating bank. These rep-
resentations were critical to the accounting firm’s analysis uphold-
ing the validity of the tax product. In all three cases, the Sub-
committee investigation discovered that KPMG had itself drafted
the factual representations attributed to other parties. The evi-
dence shows that prior to attributing factual representations to
other professional firms involved in the transactions, KPMG pre-
sented draft statements to the parties beforehand and negotiated
the wording. But in the case of the factual representations attrib-
uted to its client, the evidence indicates KPMG did not consult
with the client beforehand and, in some cases, even refused, de-
spite client objections, to allow the client to alter the KPMG-draft-
ed representations.

Equally disturbing is that some of the key factual representa-
tions that KPMG made or attributed to its clients appear to con-
tain 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 econom-
ics 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.” 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 a client’s earning a pre-
tax profit in BLIPS. Nevertheless, since the existence of a reason-
able 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.
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D. Avoiding Detection

In addition to the many development, marketing, and implemen-
tation problems just described, the Subcommittee investigation un-
covered disturbing evidence of measures taken by KPMG to hide
its tax product activities from 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, a single one of its tax
products. KPMG has explained this failure by claiming that it is
not a tax promoter and does not sell any tax products that have
to be registered under the law. The evidence suggests, however,
that KPMG’s failure 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 professional advo-
cated in very explicit terms that, for business reasons, KPMG
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 his reasoning. In that email, he assumed that OPIS
qualified as a tax shelter, and then explained why the firm should
not, even in this case, register it with the IRS as required by law.
Among other reasons, he observed that the IRS was not vigorously
enforcing the registration requirement, the penalties for noncompli-
ance were much less than the potential profits from selling the tax
product, and “industry norms” were not to register any tax prod-
ucts at all. The KPMG tax professional coldly calculated the pen-
alties for noncompliance compared to potential fees from selling
OPIS: “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 [OPIS]
deal would result in KPMG fees of $360,000 with a maximum pen-
alty exposure of only $31,000.” The senior tax professional also
warned that if KPMG were to comply with the tax shelter registra-
tion requirement, this action would place the firm at such a com-
petitive disadvantage in 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 5 years, KPMG rejected several internal recommenda-
tions by tax professionals to register a tax 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, a very senior tax official, had recommended
that BLIPS and OPIS be registered as tax shelters, only to be over-
ruled each time by the head of the entire Tax Services Practice.

Instead of registering tax products with the IRS, KPMG instead
apparently devoted resources to devising rationales for not reg-
istering them. For example, a fiscal year 2002 draft business plan
for a KPMG tax group described two tax products that were under
development, but not yet approved, in part due to tax shelter reg-
istration issues. With respect to the first product, POPS, the busi-
ness plan stated: “We have completed the solution’s technical re-
view and have almost finalized the rationale for not registering
POPS as a tax shelter.” With respect to the second product, de-
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scribed 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 re-
fusal to register any tax shelter with the IRS. KPMG also appears
to have used improper reporting techniques on client tax returns
to minimize the return information that could alert the IRS to the
existence of its tax products. For example, in the case of OPIS and
BLIPS, some KPMG tax professionals advised their clients to par-
ticipate 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 level, instead of
each gain or loss being reported individually on the return. The in-
tended result was that only a single, 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 approach when
it was first suggested within the firm in 1998, writing to his col-
leagues in one email: “When you put the OPIS transaction together
with this ‘stealth’ reporting approach, the whole thing stinks.” He
wrote in a separate email: “You should all know that I do not agree
with the conclusion . . . that capital gains can be netted at the
trust level. I believe we are filing misleading, and perhaps false, re-
turns by taking this reporting position.” Despite these strongly
worded emails from the KPMG tax professional with authority over
this tax return issue, several KPMG 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 potentially abusive tax shelter, the IRS explicitly
warned against grantor trust netting: “In addition to other pen-
alties, any person who willfully conceals the amount of capital
gains and losses in this manner, or who willfully counsels or ad-
vises such concealment, may be guilty of a criminal offense.” In re-
sponse, KPMG apparently contacted some OPIS or BLIPS clients
and advised them to re-file their returns.

KPMG used a variety of tax return reporting techniques in addi-
tion to grantor trust netting to avoid detection of its activities by
the IRS. In addition, in the four cases examined by the Sub-
committee, 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 presen-
tations were done on chalkboards or erasable whiteboards, and
written materials were retrieved from clients before leaving a
meeting. Another measure taken by senior KPMG tax professionals
was to counsel staff not to keep certain revealing documentation in
their files or to clean out their files, again, to limit detection of firm
activity. Still another tactic discussed in several KPMG documents
was explicitly using attorney-client or other legal privileges to limit
disclosure of KPMG documents. For example, one handwritten doc-
ument by a KPMG tax professional discussing OPIS issues states
under the heading, “Brown & Wood”: “Privilege B&W can play a
big role at providing protection in this area.” None of these actions
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to conceal its activities seems consistent with what should be the
practices of a leading public accounting firm.

E. Disregarding Professional Ethics

In addition to all the other problems identified in the Sub-
committee 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 “contin-
gency fees,” meaning fees which are paid only if a client obtains
specified results from the services offered, such as achieving speci-
fied tax savings. More than 20 states prohibit the payment of con-
tingency fees to accountants, and SEC, AICPA, and other rules con-
strain their use in various ways. Internal KPMG documents sug-
gest 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, rath-
er than prohibit OPIS transactions in those states or require an al-
ternative fee structure, directs KPMG tax professionals to make
sure the OP