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Re: KPMG - Deferred Prosecution Agreement
Dear Mr. Bennett:

Pursuant to our discussions and written exchanges, the United States
Attorney’s Office for the Southern District of New York (the “Office”) and the defendant
KPMG LLP (“KPMG”), by its undersigned attorneys, pursuant to authority granted by its
Board of Directors in the form of a Board Resolution (a copy of which is attached hereto
as Exhibit A), hereby enter into this Deferred Prosecution Agreement (the “Agreement”).

The Criminal Information

1. KPMG will consent to the filing of a one-count Information (the
“Information”) in the United States District Court for the Southern District of New York
(the “Court”) charging KPMG with participating in a conspiracy in violation of 18
U.S.C. § 371 to (i) defraud the United States and its agency the Internal Revenue Service

(hereinafter “IRS”); (ii) commit tax evasion in violation of 26 U.S.C. § 7201; and (iii)
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make and subscribe false and fraudulent tax returns, and aid and assist in the preparation

and filing of said tax returns in violation of 26 U.S.C. § 7206. A copy of the Information

1s attached hereto as Exhibit B.

Acceptance of Responsibility for Violation of Law

2. KPMG admits and accepts that, as set forth in detail in the
Statement of Facts, attached hereto as Exhibit C, through the conduct of certain KPMG
tax leaders, partners, and employees, during the period from 1996 through 2002, KPMG:

Assisted high net worth United States citizens to evade United
States individual income taxes on billions of dollars in capital gain
and ordinary income by developing, promoting and implementing
unregistered and fraudulent tax shelters. A number of KPMG tax
partners engaged in conduct that was unlawful and fraudulent,
including: (i) preparing false and fraudulent tax returns for shelter
clients; (ii) drafting false and fraudulent proposed factual recitations
and representations as part of the documentation underlying the
shelters; (iii) issuing opinions that contained those false and
fraudulent statements and that purported to rely upon those
representations, although the KPMG tax partners and the high net
worth individual clients knew they were not true; (iv) actively taking
steps to conceal from the IRS these shelters and the true facts
regarding them; and (v) impeding the IRS by knowingly failing to
locate and produce all documents called for by IRS summonses and
misrepresenting to the IRS the nature and extent of KPMG’s role
with respect to certain tax shelters.

3. KPMG agrees that it will pay a total of $456,000,000 to the United
States as part of this Agreement, which payments are attributable to the following: a fine
consisting of disgorgement of $128,000,000 of fees received by KPMG from the

activities described in the Statement of Facts; restitution to the IRS of $228,000,000 for
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actual losses suffered as a result of, among other things, the running of statutes of
limitations because of among other things, KPMG’s failure to register its tax shelters,
KPMG’s failure to disclose its participation in certain fraudulent shelter transactions to
the IRS in response to summonses, and KPMG’s misrepresentation to the IRS of its
involvement in those transactions, as detailed in the Statement of Facts; and an IRS
penalty of $100,000,000 to settle the IRS’s promoter penalty examination of KPMG
pursuant to the closing agreement described in paragraph 19, below. KPMG agrees that
it will satisfy this obligation with an initial payment of $256,000,000 to be paid on or
before September 1, 2005, a second payment of $100,000,000 to be paid on or before
June 30, 2006, and the remaining balance of $100,000,000 to be paid on or before
December 21, 2006. In the event that KPMG fails to make these payments on a timely
basis, the Office, in its sole discretion, can treat the failure to pay as a violation of the
terms of the Agreement or require KPMG to extend the length of the Deferred
Prosecution for a period of up to an additional eighteen (18) months.

4, KPMG agrees that no portion of the $456,000,000 that KPMG
has agreed to pay to the United States under the terms of this Agreement is deductible on
any Federal or State tax or information return.

5. KPMG has represented to the United States that no portion of the
$456,000,000 that it has agreed to pay to the United States under the terms of this

Agreement will be covered by any insurance policy in existence at the time of the
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conduct alleged in the Information or at the time any notice of claim was made to its
insurer(s), which representation was material to the United States in determining
KPMG’s ability to make full restitution and pay penalties to the United States, which
amounts, in the Government’s view, were far in excess of the $456,000,000 agreed to
herein. KPMG agrees that, in the event that any portion of KPMG’s $456,000,000
obligation to the United States is ultimately covered by insurance, 50 percent of any
insurance funds received by KPMG shall be remitted to the United States. The payment
to the United States of a portion of the amounts received from insurance shall be over
and above the $456,000,000 that KPMG has agreed to pay, but in no event shall the total
payments made by KPMG to the United States (which total payments includes both the
underlying $456,000,000 and insurance proceeds) exceed $600,000,000. In addition,
KPMG agrees that it will not enter into any agreement or understanding with its
insurance carrier(s) to receive insurance coverage for any portion of that $456,000,000 in
exchange for increased insurance premium payments made by KPMG in the future.

Permanent Restrictions On And Elevated Standards For KPMG’s Tax Practice

6. KPMG agrees to the following permanent restrictions and

elevated standards for its tax practice:

(a). KPMG will cease its private client tax practice by February 28,

2006, and will take on no new clients or engagements in its private client tax practice

after the signing of this Agreement (provided, however, that it will not be a violation of
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this provision for KPMG@G, during the 30 days following the signing of this Agreement,
inadvertently to take on a new client or engagement, provided that the engagement is
promptly terminated upon discovery of the error);

(b). KPMG will cease its compensation and benefits tax practice
(exclusive of technical expertise maintained within its Washington National Tax
practice) by February 28, 2006, or by such other later date as is reasonably determined by
the Monitor, and promptly after the signing of this Agreement will commence a process
to transition out of this practice;

(c). KPMG will not develop or assist in developing, market or assist
in marketing, sell or assist in selling, or implement or assist in implementing, any pre-
packaged tax product;

(d). KPMG will not participate in marketing, implementing, or
issuing any “covered opinion” (as defined below in subparagraph (i)(I)) with respect to
any “listed transaction” (as defined below in subparagraph (i)(III));

(e). KPMG will not provide any tax services under any conditions of
confidentiality (as defined in 26 C.F.R. § 1.6011-4(b)(3)(ii));

(f). KPMG will not charge or accept fees subject to contractual
protection (as defined in 26 C.F.R. § 1.6011-4(b)(4)) or any fees that are not based
exclusively on the number of hours worked at set hourly rates, which rates may not

exceed twice KPMG'’s standard rates, provided that (I) KPMG may charge or accept fees

EOUSA 1085



described in 31 C.F.R. § 10.27(b) in the case of reverse sales and use tax audits, (II)
KPMG may enter into arrangements to limit the total fees in any matter to a maximum
amount or to limit fees to a specified amount per return, in each case where the fees to be

charged under such arrangement would not exceed the amount that would be charged if
the fees were instead based on the number of hours worked at hourly rates not more than
twice KPMG’s standard rates, and (1II) this subparagraph (f) does not apply with respect
to engagements involving a claim for refund or application for other tax incentives where
the claim or application has been filed prior to the date of this Agreement;

(g). KPMG will comply with the ethics and independence rules
concerning independence, tax services, and contingent fees as adopted by the Public
Company Accounting Oversight Board on July 26, 2005, or as thereafter amended, as of
the effective date of those rules;

(h).  Except as provided in subparagraphs (a) or (k), KPMG will not
prepare tax returns, or provide tax advice of any kind to any individual clients except that
KPMG will be permitted to provide: (I) individual tax planning and compliance services
to individuals who are owners or senior executives of privately held business clients of
KPMG, (1) individual tax services as part of its international executive services practice,
which provides advice regarding the tax obligations of personnel of public company or
private entity clients of KPMG who are stationed outside of their home country, and (III)

bank trust outsourcing services where KPMG prepares trust tax returns for trust
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departments of large financial institutions;

(1). KPMG will comply with the minimum opinion thresholds set
forth in the following table for opinions issued after September 28, 2005, and will
comply with the minimum return position thresholds set forth in the following tables for

tax returns that are filed after October 17, 2005:

Standard for: Standard for: Standard for: Standard for:
Covered Opinioh Tax Return Covered Opinion Tax Return
on Principal Preparation on on Other Preparation on
CLIENT TYPE Purpose Principal Purpose | Transactions Other
Transactions or Listed Transactions
Transactions
Individuals Should Should Should More likely than not
Other private Should Should Should More likely than not
entities
Large private Should Should More likely than not | Realistic possibility
entities of success
Public companies Should Should More likely than not | Realistic possibility
of success

For purposes of this subparagraph (i):

(D The term “covered opinion” has the meaning set forth in 31 C.F.R.
§ 10.35(b)(2), and for purposes of this Agreement it is not interpreted to include: (A)
any advice rendered to any entity for purposes of permitting that entity or its auditors
(including KPMG, when KPMG acts as auditor of the entity) to determine whether a
previously booked tax benefit is required to be reversed pursuant to FAS 109 (taking
into account the provisions of the proposed interpretation thereof released by the
Financial Accounting Standards Board on July 14, 2005 and any subsequent
interpretations) or any similar provisions of international accounting standards, or (B)
any advice rendered within KPMG for purposes of determining whether the firm,
when acting as auditor of any entity, can attest to the manner in which the entity’s
financial statements reflect any tax benefit or contingent liability for unpaid taxes
pursuant to FAS 109 (taking into account the provisions of the proposed
interpretation thereof released by the Financial Accounting Standards Board on July
14, 2005 and any subsequent interpretations) or any similar provisions of

7
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international accounting standards;

(II)  The term “principal purpose transaction” has the meaning set forth in 31
C.F.R. §§ 10.35(b)(2)(1)(B) and 10.35(b)(10);

(III) ~ The term “listed transaction” has the meaning set forth in 31 C.F.R.
§ 10.35(b)(2)(1)(A);

(IV)  The term “large private entity” means any privately held entity with
prior year gross revenues of $300,000,000 or more, but only if the audited financial
statements of the entity are prepared (1) in a manner that is comparable in all material
respects to FAS 109 (including the proposed interpretation thereof released by the
Financial Accounting Standards Board on July 14, 2005 and any subsequent
interpretations), and (2) are either prepared in accordance with U.S. GAAP or are

prepared in accordance with international / foreign country financial reporting
standards;

(V)  Inthe event the Treasury Department promulgates regulations or rules
of practice establishing higher standards than those set forth in the table above, the
above table will be deemed amended to incorporate such higher standards;

(VI) KPMG will collect in a central location all covered opinions issued
during the 30 days following the date of this Agreement in order to facilitate review
of those opinions by KPMG’s compliance office and by the Monitor; and

(VII) In order to provide a limited exception to the standards set forth in the
above table for “tax returns preparation on other transactions” for “individuals” and
for “other private entities,” for situations that are difficult to foresee and that (A) are
identified shortly before the due date of the return, and (B) do not meet the elevated
standards set forth in the above table, the parties agree that if, despite the exercise of
reasonable due diligence, KPMG discovers within sixty days of the date on which a
tax return is required to be filed (taking into account applicable extensions) that a
position taken on the return does not meet the applicable standard set forth above for
“other transactions,” then KPMG will recommend to the client the adoption of an
alternative return position that does meet the applicable standard, and if such
alternative position is rejected by the client, KPMG will resign from its engagement
to prepare or review the tax return unless (A) the taxpayer agrees to include a
disclosure statement with the tax return on Form 8275-R (or any similar form
prescribed by the IRS that includes a detailed description of the transaction and the
position taken on the tax return), and (B) the completion of the engagement is

8
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approved by KPMG’s tax compliance personnel. KPMG will compile in a central
location, available for review by the IRS and the Monitor, copies of all Forms 8275-R
(or similar form described above) prepared by KPMG pursuant to this paragraph of
the Agreement. The Monitor may review the application of this exception and
recommend changes as appropriate.

(). KPMG will not rely on an opinion issued by other professional
firms to determine whether it complies with the minimum standards set forth in
subparagraph (i) above unless KPMG concurs with the conclusions of such opinion; and

(k).  With respect to KPMG’s federal, state and local tax controversy
representation, (I) KPMG will not represent persons or entities other than public
companies, private entities, or persons for whom KPMG is permitted to prepare tax
returns under subparagraph (h); (II) KPMG will not defend any transaction that is or
becomes a “listed transaction,” and (III) after February 28, 2006, KPMG will not defend
any transaction with respect to which the firm could not render an opinion or prepare a
return in compliance with the standards set forth in subparagraph (i).

Cooperation
7. KPMG acknowledges and understands that its cooperation with
the criminal investigation by the Office is an important and material factor underlying the
Office’s decision to enter into this Agreement, and, therefore, KPMG agrees to cooperate
fully and actively with the Office, the IRS, and with any other agency of the government
designated by the Office (“Designated Agencies”) regarding any matter relating to the

Office’s investigation about which KPMG has knowledge or information.

EOUSA 1089



8. KPMG agrees that its continuing cooperation with the Office’s
investigation shall include, but not be limited to, the following:

(a). Completely and truthfully disclosing all information in its
possession to the Office and the IRS about which the Office and the IRS may inquire,
including but not limited to all information about activities of KPMG, present and former
partners, employees, and agents of KPMG;

(b). Providing to the Office, by December 31, 2005, a complete and
truthful analysis and complete and detailed description of the design, marketing and
implementation by KPMG of all the transactions listed on Exhibit A to the IRS Closing
Agreement described below in paragraph 19, including where necessary and appropriate
a detailed description of representative client transactions;

(c).  Volunteering and providing to the Office any information and
documents that come to KPMG’s attention that may be relevant to the Office’s
investigation;

(d). Assembling, organizing, and providing, in responsive and prompt
fashion, and, upon request, expedited fashion, all documents, records, information, and
other evidence in KPMG’s possession, custody, or control as may be requested by the

Office or the IRS;

(e). Not asserting, in relation to the Office, any claim of privilege

(including but not limited to the attorney-client privilege and the work product

10
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protection) as to any documents, records, information, or testimony requested by the
Office related to its investigation, provided that:

(D notwithstanding the provisions of this subparagraph (e), KPMG
may assert the attorney-client privilege, work product protection, or other privileges
with respect to (A) privileged communications between KPMG and its counsel that
post-date February 1, 2004 and that concern the Office’s investigation, (B) privileged
communications between KPMG and Skadden, Arps, Slate, Meagher & Flom LLP,
concerning the IRS’s promoter penalty audit, or (C) any private civil litigation; and

(II) by producing privileged materials pursuant to this subparagraph
(e), KPMG does not intend to waive the protection of the attorney-client privilege,
work product protection, or any other applicable privilege as to third parties.

(9. Using its reasonable best efforts to make available its present and
former partners and employees to provide information and/or testimony as requested by
the Office and the IRS, including sworn testimony before a grand jury or in court
proceedings, as well as interviews with law enforcement authorities, and to identify
witnesses who, to KPMG’s knowledge and information, may have material information

concerning the Office’s investigation, including but not limited to the conduct set forth in

the Information and the Statement of Facts;
(g). Providing testimony or information necessary to identify or

establish the original location, authenticity, or other basis for admission into evidence of

11
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documents or physical evidence in any criminal or other proceeding as requested by the
Office or the IRS, including information and testimony concerning the} Office’s
investigation, including but not limited to the conduct set forth in the Information and the
Statement of Facts; and

(h). With respect to any information, testimony, documents, records
or physical evidence provided by KPMG to the Office or a grand jury, KPMG consents
to any and all disclosures of such materials to such Designated Agencies as the Office, in
its sole discretion, deems appropriate. With respect to any such materials that constitute
“matters occurring before the grand jury” within the meaning of Rule 6(e) of the Federal
Rules of Criminal Procedure, KPMG further consents to: (I) any order sought by the
Office permitting such disclosures; and (II) the Office’s ex parte or in camera application
for such orders.

9. KPMG agrees that its obligations to cooperate will continue even
after the dismissal of the Information, and KPMG will continue to fulfill the cooperation
obligations set forth in this Agreement in connection with any investigation, criminal
prosecution or civil proceeding brought by the Office or by or against the IRS or the
United States relating to or arising out of the conduct set forth in the Information and the
Statement of Facts and relating in any way to the Office’s investigation. KPMG’s
obligation to cooperate is not intended to apply in the event that a prosecution against

KPMG by this Office is pursued and not deferred.

12
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Deferral of Prosecution

10. In consideration of KPMG’s entry into this Agreement and its
commitment to: (a) accept and acknowledge responsibility for its conduct; (b) cooperate
with the Office and the IRS; (c) make the payments specified in this Agreement;
(d) comply with Federal criminal laws, including Federal tax laws; and (e) otherwise
comply with all of the terms of this Agreement, the Office shall recommend to the Court
that prosecution of KPMG on the Information be deferred for the period through
December 31, 2006. KPMG shall expressly waive indictment and all rights to a speedy
trial pursuant to the Sixth Amendment of the United States Constitution, Title 18,
United States Code, Section 3161, Federal Rule of Criminal Procedure 48(b), and any
applicable Local Rules of the United States District Court for the Southern District of
New York for the period during which this Agreement is in effect.

11. The Office agrees that, if KPMG is in compliance with all of its
obligations under this Agreement, the Office will, at the expiration of the period of
deferral (including any extensions thereof), seek dismissal without prejudice as to KPMG
of the Information filed against KPMG pursuant to paragraphs 1 and 10 of this
Agreement. Except in the event of a violation by KPMG of any term of this Agreement,
the Office will bring no additional charges against KPMG relating to its: (1)
development, marketing, and implementation of FLIP, OPIS, BLIPS, and SOS and their

variants, as described in the Statement of Facts, or any of the transactions described in

13
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Exhibit A to the Closing Agreement described below in paragraph 19; and (2) efforts to
impair and impede the IRS and Senate investigations by concealing such transactions, as
described in the Statement of Facts and Information. This Agreement does not provide
any protection against prosecution for any crimes except as set forth above and does not
apply to any individual or entity other than KPMG. KPMG and the Office understand
that the Agreement to defer prosecution of KPMG must be approved by the Court, in
accordance with 18 U.S.C. § 3161(h)(2). Should the Court decline to approve the
Agreement to defer prosecution for any reason, both the Office and KPMG are released
from any obligation imposed upon them by this Agreement, and this Agreement shall be
null and void.

12. It is further understood that should the Office in its sole
discretion determine that KPMG has, after the date of the execution of this Agreement:
(a) given false, incomplete or misleading information, (b) committed any crime other
than a minor state violation, or (c) otherwise violated any provision of this Agreement,
KPMG shall, in this Office’s sole discretion, thereafter be subject to prosecution for any
federal criminal violation of which the Office has knowledge, including but not limited
to a prosecution based on the Information or the conduct described therein. Any such
prosecution may be premised on any information provided by or on behalf of KPMG to
the Office or the IRS at any time. Any such prosecutions that are not time-barred by the

applicable statute of limitations on the date of this Agreement may be commenced

14
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against KPMG within the applicable period governing the statute of limitations. In
addition, KPMG agrees to toll, and exclude from any calculation of time, the running of
the criminal statute of limitations for a period of 5 years from the date of the execution of
this Agreement. By this Agreement, KPMG expressly intends to and hereby does waive
its rights in the foregoing respects, including any right to make a claim premised on the
statute of limitations, as well as any constitutional, statutory, or other claim concerning
pre-indictment delay. Such waivers are knowing, voluntary, and in express reliance on
the advice of KPMG’s counsel.

13. TItis further agreed that in the event that the Office, in its sole
discretion, determines that KPMG has violated any provision of this Agreement,
including KPMG@G’s failure to meet its obligations under this Agreement: (a) all statements
made by or on behalf of KPMG to the Office and the IRS, including but not limited to
the Statement of Facté, or any testimony given by KPMG or by any agent of KPMG
before a grand jury, or elsewhere, whether before or after the date of this Agreement, or
any leads from such statements or testimony, shall be admissible in evidence in any and
all criminal proceedings hereinafter brought by the Office against KPMG; and
(b) KPMG shall not assert any claim under the United States Constitution, Rule 11(f) of
the Federal Rules of Criminal Procedure, Rule 410 of the Federal Rules of Evidence, or
any other federal rule, that statements made by or on behalf of KPMG before or after the

date of this Agreement, or any leads derived therefrom, should be suppressed or

15
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otherwise excluded from evidence. It is the intent of this Agreement to waive any and all
rights in the foregoing respects.

14. KPMGQG agrees that, in the event that the Office determines during
the period of deferral of prosecution described in paragraph 10 above (or any extensions
thereof) that KPMG has violated any provision of this Agreement, a one-year extension
of the period of deferral of prosecution may be imposed in the sole discretion of the
Office, and, in the event of additional violations, such additional one-year extensions as
appropriate, but in no event shall the total term of the deferral-of-prosecution period of
this Agreement exceed five years.

15. KPMGQG agrees that it shall not, through its attorneys, agents,
partners, or employees, make any statement, in litigation or otherwise, contradicting the
Statement of Facts or its representations in this Agreement. Consistent with this
provision, KPMG may raise defenses and/or assert affirmative claims in any civil
proceedings brought by private parties as long as doing so does not contradict the
Statement of Facts or such representations. Any such contradictory statement by KPMG,
its present or future attorneys, agents, partners, or employees shall constitute a breach of
this Agreement and KPMG thereafter shall be subject to prosecution as specified in
paragraphs 10 through 13, above, or the deferral-of-prosecution period shall be extended
pursuant to paragraph 14, above. The decision as to whether any such contradictory

statement will be imputed to KPMG for the purpose of determining whether KPMG has
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breached this Agreement shall be at the sole discretion of the Office. Upon the Office’s
notifying KPMG of any such contradictory statement, KPMG may avoid a finding of
breach of this Agreement by repudiating such statement both to the recipient of such
statement and to the Office within 48 hours after receipt of notice by the Office. KPMG

consents to the public release by the Office, in its sole discretion, of any such

repudiation.

The Compliance & Ethics Program

16.  In addition to the remedial actions that KPMG has taken to date,
KPMG shall implement and maintain an effective compliance and ethics program that
fully comports with the criteria set forth in Section 8B2.1 of the United States Sentencing
Guidelines (the “Compliance & Ethics Program™). As part of the Compliance & Ethics
Program, KPMG shall maintain a permanent compliance office and a permanent
educational and training program relating to the laws and ethics governing the work of
KPMG’s partners and employees, paying particular attention to practice areas that pose
high risks, including the determination whether transactions in which KPMG and its
clients are involved constitute “reportable transactions” within the meaning of 26 C.F.R.
§ 1.6011-4(b), and the determination of whether the appropriate level for opinions and
advice set forth in paragraph 6(i) of this Agreement and all applicable laws have been
satisfied. KPMG agrees that all KPMG professionals and any employees of KPMG shall

receive appropriate training pursuant to the Compliance & Ethics Program within one
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year of the execution of this Agreement, and shall be given such training on a regular
basis but in any event no less than annually for the tax practice and no less than every
two years for other practices at KPMG. Also as part of the Compliance & Ethics
Program, KPMG shall (I) ensure that an effective program be maintained to punish
violators of laws, policies, and standards, and reward those who report such violators;
(II) ensure that no partner, employee, agent, or consultant of KPMG is penalized in any
way for providing information relating to KPMG’s compliance or noncompliance with
laws, policies, and standards to any KPMG official, government agency, compliance
officer, or the Monitor appointed pursuant to paragraph 18; and (III) ensure that all
KPMG partners and employees have access to a hot-line or other means to provide
information to KPMG’s compliance office relating to KPMG’s compliance or
noncompliance with laws, policies, and standards. KPMG shall take steps to audit the
Compliance & Ethics Program to ensure it is carrying out the duties and responsibilities
set out in this Agreement.

17.  KPMG shall take such additional personnel actions for wrongdoing

as are warranted.

Independent Monitor
18. KPMG agrees to oversight and monitoring by a monitor
appointed by the Office as described below (hereinafter the “Monitor”), whose powers,

rights and responsibilities shall be as set forth below.
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shall:

(a).  Jurisdiction, Powers, and Oversight Authority. The Monitor

(I). review and monitor KPMG’s compliance with this Agreement and
make such recommendations as the Monitor believes are necessary to comply
with this Agreement;

(II).  review and monitor KPMG’s maintenance and execution of the
Compliance & Ethics Program and recommend such changes as are necessary
to ensure conformity with the Sentencing Guidelines and this Agreement, and
that are necessary to ensure that the Program is effective;

(III). review and monitor the implementation and execution of personnel
decisions regarding individuals who engaged in or were responsible (either by
act or omission) for the illegal conduct described in the Information and may
require any personnel action, including termination, regarding any such
individuals;

(IV). review and monitor KPMG’s compliance with the restrictions on the tax
practice outlined in paragraph 6 above, and recommend such changes as are
necessary to comply with those restrictions; and

(V). review and monitor the operations and decisions of any practice area
involving “reportable” or “listed” traﬁsactions to ensure that those practices are

complying with the restrictions outlined in paragraph 6 above and all
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applicable laws.
It is the intent of this Agreement that the provisions regarding the Monitor’s jurisdiction,
powers and oversight authority and duties be broadly construed. KPMG shall adopt all
recommendations submitted by the Monitor unless KPMG objects to any
recommendation and the Office agrees that adoption of such recommendation should not
be required.

(b).  Access to Information. The Monitor shall have the authority to
take such reasonable steps, in the Monitor’s view, as necessary to be fully informed
about those operations of KPMG within or relating to his or her jurisdiction. To that
end, the Monitor shall have:

(I).  access to, and the right to make copies of, any and all books, records,
accounts, correspondence, files, and any and all other documents or electronic
records, including e-mails, of KPMG and its partners, agents and employees,
within or relating to his or her jurisdiction.
(II).  the right to interview any partner, employee, agent, or consultant of
KPMG and to participate in any meeting concerning any matter within or
relating to his or her jurisdiction.
The Monitor shall take appropriate steps to maintain the confidentiality of any non-public
information entrusted to him or her and shall share such information only with the

Office, the IRS, or any Designated Agency. The Office and KPMG agree that the
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Monitor’s performance of his or her duties pursuant to this Agreement constitutes a
“quality review” pursuant to 26 C.F.R. § 301.7216-2(0). In addition, to further facilitate
the Monitor’s performance of his duties and to effectuate the intent of this Agreement,
KPMG consents to the entry of an order pursuant to 26 U.S.C. § 7216(b)(1)(B)
permitting disclosures by KPMG to the Monitor (and any agents of the Monitor), and by
the Monitor to the Office. A proposed order is attached hereto as Exhibit D. It is the
intent of the parties to this Agreement that this proposed Order be issued by the Court
contemporaneous with the Court’s acceptance of this Agreement.

(c). Hiring Authority. The Monitor shall have the authority to
employ legal counsel, consultants, investigators, experts, and any other personnel
necessary to assist in the proper discharge of the Monitor’s duties.

(d). Implementing Authority. The Monitor shall have the authority to
take any other actions that are necessary to effectuate his or her oversight and monitoring
responsibilities.

(e). Miscellaneous Provisions.

(I).  Term. The Monitor’s authority set forth herein shall extend for a period
of three years from the Monitor’s entry on duty, except that in the event the
Office determines during the period of the Monitorship (or any extensions
thereof), that KPMG has violated any provision of this Agreement, a one-year

extension of the period of the Monitorship may be imposed in the sole
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discretion of the Office, and, in the event of additional violations, an additional
one-year extension, but in no event shall the total term of the Monitorship
exceed five years.

(II).  Selection of the Monitor. The Office shall consult with KPMG using

its best efforts to select and appoint a mutually acceptable Monitor (and any
replacement Monitors, if required) as promptly as possible. In the event that
the Office is unable to select a Monitor acceptable to KPMG, the Office shall
have the sole right to select a Monitor (and any replacement Monitors, if
required).

(III). Notice regarding the Monitor; Monitor’s Authority to Act on

Information received from Employees; No Penalty for Reporting. KPMG shall
establish an independent, toll-free answering service to facilitate
communication anonymously or otherwise with the Monitor. Within 10 days
of the commencement of the Monitor’s duties, KPMG shall advise each of its
partners and employees in writing of the appointment of the Monitor, the
Monitor’s powers and duties as set forth in this Agreement, the toll-free
number established for contacting the Monitor, and email and mail addresses
designated by the Monitor. Such notice shall inform employees that they may
communicate with the Monitor anonymously or otherwise, and that no partner

b

agent, consultant, or employee of KPMG shall be penalized in any way for
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providing information to the Monitor. In addition, such notice shall direct
that, if a partner or employee is aware of any violation of any law or any
unethical conduct that has not been reported to an appropriate federal, state or
municipal agency, the partner and employee is obligated to report such

violation or conduct to KPMG’s compliance office or the Monitor.

(IV). Reports to the Office. The Monitor shall keep records of his or her
activities, including copies of all correspondence and telephone logs, as well as
records relating to actions taken in response to correspondence or telephone
calls. If potentially illegal or unethical conduct is reported to the Monitor, the
Monitor may, at his or her option, conduct an investigation, and/or refer the
matter to KPMG’s compliance office, the Office, the IRS, or a Designated
Agency. The Monitor may report to the Office whenever the Monitor deems
fit but, in any event, shall file a written report not less often than every four
months regarding: the Monitor’s activities; whether KPMG is complying with
the terms of this Agreement; and any changes that are necessary to foster
KPMG’s compliance with any applicable laws and standards. Such periodic
written reports are to be provided to KPMG and the Office. The Office may,
in its sole discretion, provide all or part of any such periodic written report, or
other information provided to the Office by the Monitor, to the IRS or any

Designated Agency. Should the Monitor determine that it appears that KPMG
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has violated any law, has violated any provision of this Agreement, or has
engaged in any conduct that could warrant the modification of his or her
jurisdiction, the Monitor shall promptly notify the Office, and when
appropriate, KPMG.

(V). Cooperation with the Monitor. KPMG and all of its partners,

employees, agents, and consultants shall have an affirmative duty to cooperate
with and assist the Monitor in the execution of his or her duties and shall
inform the Monitor of any information that may relate to the Monitor’s duties
or lead to information that relates to his or her duties. Failure of any KPMG
partner, employee, or agent to cooperate with the Monitor may, in the sole
discretion of the Monitor, serve as a basis for the Monitor to recommend

dismissal or other disciplinary action.

(VD). Compensation and Expenses. The compensation and expenses of the
Monitor, and of the persons hired under his or her authority, shall be paid by
KPMG. The Monitor, and any persons hired by the Monitor, shall be
compensated in accordance with their respective typical hourly rates. KPMG
shall pay bills for compensation and expenses promptly, and in any event
within 30 days. In addition, within one week after the selection of the
Monitor, KPMG shall make available office space, telephone service and

clerical assistance sufficient for the Monitor to carry out his or her duties.
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(VII). Indemnification. KPMG shall provide an appropriate indemnification

agreement to the Monitor with respect to any claims arising out of the

performance of the Monitor’s duties.

(VIID). No Affiliation. The Monitor is not, and shall not be treated for any

purpose, as an officer, employee, agent, or affiliate of KPMG.

Closing Agreement With The IRS

19.  Contemporaneously with the execution of this Agreement, KPMG and
the IRS will enter into a closing agreement pursuant to 26 U.S.C. § 7121 providing for
enhanced oversight and regulatory compliance and resolving the examination of KPMG
under 26 U.S.C. §§ 6694, 6700, 6701, 6707, 6708, 7407, and 7408, and pursuant to
which KPMG will pay the $100,000,000 promoter penalty described in paragraph 3
above. The closing agreement provides, among other things, that following termination
of the three-year term of the Monitor (and any extensions thereof), the IRS will monitor
KPMG’s compliance with the restrictions and elevated standards established by
paragraph 6 of this Agreement for a period of two years, provided however that in no
event shall the period of IRS monitoring extend beyond the five-year anniversary of the
Monitor’s entry on duty. KPMG’s failure to comply with any provision of the closing
agreement shall constitute a violation of this Agreement.

The Office’s Discretion

20.  KPMG agrees that it is within the Office’s sole discretion to choose, in
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the event of a violation, the remedies contained in paragraphs 10 through 13 above, or
instead to choose to extend the period of deferral of prosecution pursuant to paragraph 14
and/or to extend the period of the Monitorship pursuant to paragraph 18. KPMG
understands and agrees that the exercise of the Office’s discretion under this Agreement
is unreviewable by any court. Should the Office determine that KPMG has violated this
Agreement, the Office shall provide notice to KPMG of that determination and provide
KPMG with an opportunity to make a presentation to the Office to demonstrate that no
violation occurred, or, to the extent applicable, that the violation should not result in the
exercise of those remedies or in an extension of the period of deferral of prosecution or

the period of the Monitorship.

No Department Of Justice Debarment

2]1.  KPMQG has been involved in an engagement to audit the Department of
Justice’s financial statements. The Department of Justice’s debarring official has
determined that KPMG is currently a responsible contractor. The debarring official has
determined that suspension or debarment of KPMG is not warranted because KPMG has
agreed to the terms of this Deferred Prosecution Agreement, in which, among other
things, KPMG has admitted its involvement in unlawful conduct and has agreed to take
steps to ensure that KPMG, its leadership, partners, personnel, and clients will adhere to

the highest standards of ethics and compliance with the United States tax laws.
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Limits Of This Agreement

22.  Itis understood that this Agreement is binding on the Office and the
Department of Justice but specifically does not bind any other Federal agencies, any state
or local law enforcement agencies, any licensing authorities, or any regulatory
authorities. However, if requested by KPMG or its attorneys, the Office will bring to the
attention of any such agencies, including but not limited to any licensing authorities, the

Agreement, the cooperation of KPMG and its compliance with its obligations under this

Agreement.
Public Filing
23.  KPMG and the Office agree that, upon filing of the Information in
accordance with paragraph 1 and 10 hereof, this Agreement (including the Statement of
Facts and the other attachments hereto) shall be filed publicly in the proceedings in the

United States District Court for the Southern District of New York.

Integration Clause

24.  This Agreement sets forth all the terms of the Deferred Prosecution

27

EOUSA 1107



Agreement between KPMG and the Office. No modifications or additions to this
Agreement shall be valid unless they are in writing and signed by the Office, KPMG’s
attorneys, and a duly authorized representative of KPMG.

DAVID N. KELLEY
United States Attorney
Southern District of New York

By: /]M/h’lé’ N le

Justin S. Weddle

Kevin M. Downing

Stanley J. Okula, Jr.

Assistant United States Attorneys

Lok T

Shirah Neiman
Chief Counsel to the U.S. Attorney

Coleote, Koeloeldd

Celeste Koeleveld 4w
Chief, Criminal Division

Acce agreed to:

WJ o

Skadden Arps, Slate, Meagher & Flom LLP
Robert S. Bennett, Esq.
Carl S. Rauh, Esq.
Armando Gomez, Esq.
Joseph L. Barloon, Esq.
Matthew p. Michael, Esq.
s for KPMG LLP

A

KPMG LLP i
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RESOLUTION OF BOARD OF DIRECTORS OF KPMG LLP

Upon motion duly made, seconded and unanimously carried by the affirmative
vote of all the Directors present, the following resolutions were adopted at a telephonic
meeting held on August 26, 2005:

WHEREAS, KPMG LLP (the “Firm”) has been engaged in discussions with
the United States Attorney’s Office for the Southern District of New York (the “Office”) in
connection with an investigation being conducted by the Office into activities of certain tax
partners and employees of the Firm relating to the development, promotion and
implementation of tax shelters;

WHEREAS, the Firm has been engaged in discussions with the Internal
Revenue Service (the “IRS”) in connection with an examination of the Firm’s liability for
penalties for the failure to register tax shelters and related matters;

WHEREAS, the Board of Directors of KPMG has determined that it is in the
best interests of the Firm to enter into the deferred prosecution agreement and the closing
agreement, each of which the Board of Directors has reviewed with outside counsel
representing KPMG;

NOW THEREFORE BE IT RESOLVED that the Board of Directors of
KPMG consents to the resolution of the discussions with the Office and the IRS by entering
into the deferred prosecution agreement and the closing agreement in substantially the same
form as reviewed by the Board of Directors and as attached hereto as Exhibits A and B; and

BE IT FURTHER RESOLVED THAT the Board of Directors of KPMG
authorizes management and outside counsel representing KPMG from Skadden, Arps, Slate,
Meagher & Flom LLP to execute the deferred prosecution agreement and the closing
agreement on behalf of the Firm and to take any and all other actions as may be necessary or
appropriate, and to approve the forms, terms, or provisions of any agreements or other

documents as may be necessary or appropriate to carry out and effectuate the purpose and
intent of the foregoing.
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UNITED STATES DISTRICT COURT
SOUTHERN DISTRICT OF NEW YORK

___________________________________ X
UNITED STATES OF AMERICA :  INFORMATION
- against - o 05Cr. ()
KPMG LLP,
Defendant.

___________________________________ X

COUNT ONE

(Conspiracy)

The United States Attorney charges:
Background

Pertinent Entities

1. At all times relevant to this Information, KPMG LLP (“KPMG”)
was a limited liability partnership headquartered in New York, New York, and with more
than 90 offices nationwide. KPMG LLP is and was a member firm of KPMG
International, a Swiss cooperative of which all KPMG firms worldwide are members. At
all times relevant to this Information, KPMG was one of the largest auditing firms in the

world, providing audit services to many of the largest corporations in the United States

and elsewhere.

2. In addition, KPMG was in the business of providing tax services to
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corporate and individual clients, including some of the wealthiest individuals in the
United States. These tax services included, but were not limited to, preparing tax returns,
providing tax planning and tax advice, and representing clients in Internal Revenue
Service (“IRS”) audits and Tax Court litigation with the IRS. The portion of KPMG’s
tax practice that specialized in providing tax advice to individuals, including wealthy
individuals, was known as Personal Financial Planning, or “PFP.” The KPMG group
focused on designing, marketing, and implementing tax shelters for individual clients
was known at different times as CaTS (“Capital Transaction Strategies”), and IS
(“Innovative Strategies™). The KPMG group focused on designing, marketing, and
implementing tax shelters for corporate clients was known as Stratecon. KPMG also had
a department within the tax practice known as Washington National Tax, which was
designed to provide expert tax advice to KPMG professionals in the field, and which
participated in designing tax shelters and drafting opinion letters relating to those
shelters.

3. At all times relevant to this Information, “Bank A” was a foreign
bank with its principal United States branch located in New York, New York.

4. At all times relevant to this Information, “Bank B” was a foreign
bank with its principal United States branch located in New York, New York.

3. At all times relevant to this Information, “Bank C” was a foreign

bank.
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6. At all times relevant to this Information, “Bank D” was a foreign
bank with its principal United States branch located in New York, New York.

7. In or about 1997, two former KPMG tax professionals, who are co-
conspirators not named as defendants herein, formed a limited liability company with its
principal office located in San Francisco and a satellite office located in Denver. In or
about 1999, these two individuals and another individual formed another limited liability
company with its principal office located in San Francisco and a satellite office located in
Denver. As detailed more fully below, the conspirators used the two limited liability
companies described in this paragraph and certain related entities (collectively referred to
herein as “the SF Entities™) to participate in certain tax shelter transactions as, among
other things, the purported investment advisor.

Tax Shelter Fraud

8. During the period from at least in or about 1996 through at least in
or about 2003, the defendant KPMG, and others known and unknown (hereinafter the
“co-conspirators”), participated in a scheme to defraud the IRS by devising, marketing,
and implementing fraudulent tax shelters, by preparing and causing to be prepared, and
filing and causing to be filed with the IRS false and fraudulent U.S. individual income
tax returns containing the fraudulent tax shelter losses, and by fraudulently concealing
from the IRS those shelters. This illegal course of conduct was deliberately approved

and perpetrated at the highest levels of KPMG’s tax management, and involved dozens
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of KPMG partners and other personnel.

9. KPMG and its co-conspirators designed and marketed these shelters
as a means for wealthy individuals with taxable income or gains generally in excess of
$10 million in 1997 and of $20 million in 1998-2000 fraudulently to eliminate or reduce
the tax paid to the IRS on that income or gain. As marketed and implemented, instead of
the wealthy clients paying U.S. individual income taxes generally exceeding 20% of the
income or gain, the client could choose the amount of tax loss desired and pay certain of
the conspirators and others an all-in cost generally equal to approximately 5 to 7% of the
desired tax loss. This “all-in” cost included the fees of KPMG, the SF Entities, the
various law firms that supplied opinion letters, including a prominent national law firm
with offices in New York, New York (the “Law Firm”), the bank participants, and
others, as well as a small portion that would be used to execute purported “investments”
that were designed to make it appear that the shelters were legitimate “investments”
rather than tax shelters. The size of the purported “investments,” the timing of the
transactions, and the amount of the fees to certain conspirators and participants were all
determined based on the tax loss to be generated.

10.  In order to conceal the true nature of the tax shelter from the IRS
and shield the wealthy clients from IRS penalties for underpayment of U.S. individual
income taxes, KPMG and/or a law firm provided the clients with opinion letters

containing false and fraudulent representations and statements and claiming that the tax
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shelter losses were “more likely than not” to survive in court if challenged by the IRS.
The law in effect from at least in or about August 1997 provided that if a taxpayer
claimed a tax benefit that was later disallowed, the IRS would impose substantial
penalties, usually at least 20% of the tax deficiency, unless the tax benefit was supported
by an independent opinion relied on by the taxpayer in good faith that the tax benefit was
“more likely than not” to survive IRS challenge. Thus, the conspirators issued false and
fraudulent opinion letters with the intent that the clients would provide the opinion letter
and/or the false and fraudulent representations and statements contained therein to the
IRS if and when the clients were audited.

11. Among the fraudulent tax shelter transactions designed, marketed,
and implemented by KPMG, its personnel, and their co-conspirators were FLIP
(“Foreign Leveraged Investment Program”), OPIS (“Offshore Portfolio Investment
Strategy”), BLIPS (“Bond Linked Issue Premium Structure”), SOS (“Short Option
Strategy”) and their variants.

12. FLIP was marketed and sold from at least in or about 1996 through
at least in or about 1999 to at least 80 wealthy individuals and generated at least $1.9
billion in phony tax losses; KPMG’s gross fees from FLIP transactions were at least $17
million; the Law Firm’s gross fees from FLIP transactions were at least $3 million; the
SF Entities’ gross fees from FLIP transactions were at least $3 million.

13.  OPIS was marketed and sold from at least in or about 1998 through
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at least in or about 1999 to at least 170 wealthy individuals, and generated at least $2.3
billion in phony tax losses; KPMG's gross fees from OPIS transactions were at least $28
million; the Law Firm’s gross fees from OPIS transactions were at least $7 million; the
SF Entities’ gross fees from OPIS transactions were at least $12 million.

14.  BLIPS was marketed and sold from at least in or about 1999
through at least in or about 2000 to at least 186 wealthy individuals, and generated at
least $5.1 billion in phony tax losses; KPMG’s gross fees from BLIPS transactions were
at least $53 million; the Law Firm’s gross fees from BLIPS transactions were at least $13
million; the SF Entities’ gross fees from BLIPS transactions were at least $123 million.

15.  SOS was marketed and sold from at least in or about 1998 through
at least in or about 2002 to at least 165 wealthy individuals, and generated at least $1.9
billion in phony tax losses; KPMG’s gross fees from SOS transactions were at least $17
million. Among the individuals who used BLIPS and SOS-type shelters to evade their
own taxes were at least 14 KPMG partners, and other co-conspirators.

16.  The total amount of taxes evaded through the use of FLIP, OPIS,
BLIPS, and SOS transactions was at least $2.5 billion.

The Fraudulent FLIP and OPIS Shelters

17.  FLIP and OPIS were substantially similar. FLIP and OPIS were

generally marketed only to people who had capital gains in excess of $10 million for

FLIP and $20 million for OPIS. These shelters were designed to generate substantial
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phony capital losses (i.e., in excess of $10 million for FLIP and in excess of $20 million
for OPIS) through the use of an entity created in the Cayman Islands (a tax haven), for
purposes of the tax shelter transaction. The client purportedly entered into an
“investment” transaction with the Cayman Islands entity by purchasing a purported

wart ant or entering into a purported swap. The Cayman Islands entity then made a pre-
arranged series of purported investments, including the purchase from either Bank A or
Bank D of either Bank A or Bank D stock using money purportedly loaned by Bank A or
Bank D, followed by redemptions of those stock purchases by the pertinent bank. The
purported investments were devised to eliminate economic risk to the client beyond the
all-in cost and minimize the amount of the all-in cost used for the investment component.
The purported investments were also devised to last for only approximately 16 to
approximately 60 days.

18.  Inreturn for fees totaling approximately 7% of the desired tax loss,
including a fee to KPMG equal to approximately 1.25% of the desired tax loss, KPMG
and its co-conspirators implemented and caused to be implemented FLIP and OPIS
transactions and generated and caused to be generated false and fraudulent
documentation to support the transactions, including but not limited to KPMG opinion
letters claiming that the purported tax losses generated by the shelters were more likely
than not to withstand challenge by the IRS. A New York tax partner at the Law Firm,

who is a co-conspirator not named as a defendant herein, also issued “more likely than
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not” opinion letters in return for fees typically of approximately $50,000 per opinion,
which opinions tracked, sometimes verbatim, the KPMG opinion letter. In general, all of
these opinion letters were identical, except for the names of the clients, the names of the
entities, the dates, and the dollar amounts involved in the transactions.

19. KPMGQG and its co-conspirators issued and caused to be issued the
opinion letters although, as they well knew, (i) the tax positions taken were not more
likely than not to prevail against an IRS challenge if the true facts regarding those
transactions were known to the IRS, and (ii) the opinion letters and other documents used
to implement FLIP and OPIS were false and fraudulent in a number of ways, including

but not limited to the following:

a. The opinion letters began by falsely stating that the client requested
KPMG’s opinion “regarding the U.S. federal income tax consequences of certain
investment portfolio transactions,” when in truth and in fact, the conspirators
targeted wealthy clients based on the clients’ large taxable gains and, in return for
substantial fees to KPMG, the SF Entities, the Law Firm, certain co-conspirators,
and others, offered to generate phony tax losses to eliminate income tax on that
gain, and offered to provide a “more likely than not” opinion letter.

b. The opinion letter continued by falsely stating that the “investment
strategy was based on the expectation that a leveraged position in the Foreign

Bank securities would provide investor with the opportunity for capital
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appreciation,” when in truth and in fact the strategy was based on the expected
phony tax benefits promised by certain conspirators.

C. The opinion letters also falsely claimed that the clients “reviewed
the economics underlying the investment strategy and believed it had a reasonable
opportunity to earn a reasonable profit from each of the transactions . . . in excess
of all associated fees and costs and not including any tax benefits that may occur”
when in truth and in fact, there was no such opportunity.

d. The opinions falsely claimed that one of the participants in the
transaction (an owner of the Cayman Islands entity) was a foreign person
unrelated to the other participants, when in truth and in fact this foreign person
was simply a nominee who received a fee to assist KPMG, other co-conspirators,
and other participants in generating the phony tax losses, and one of the foreign
persons had an ownership interest in the SF Entities, which participated in many
of these transactions.

€. The opinion letters falsely stated that money was paid by the FLIP
and OPIS clients for an “investment” component of the transactions (a warrant or
a swap), when in truth and in fact that money constituted fees paid to KPMG, the
Law Firm, the bank participant, the nominee foreign person, and other

participants, as well as money that was temporarily parked in the deal but

ultimately returned to the client.
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f. The opinion letters also falsely claimed that there was no evidence
of a “firm and fixed” plan to complete the steps making up the shelter in a
particular manner, when in truth and in fact, there was such a plan, and the
transactions in fact were completed in that particular manner which was designed
to generate the tax loss.

g. The opinion letters stated that the clients were “more likely than not”
to survive an IRS challenge to the transactions based on the “step transaction
doctrine” — a legal doctrine permitting the IRS to disregard certain transactions
having no economic substance or business purpose and the purported tax effects
of those disregarded transactions. This assertion was false, as the conspirators
well knew. Indeed, a co-conspirator not named as a defendant herein (“CC 1),
who at the time was in charge of CaTS, instructed KPMG partners involved in
marketing OPIS not to permit KPMG clients who were pitched OPIS to retain a
copy of KPMG’s PowerPoint presentation describing the transaction “under any

circumstances” because to do so would “DESTROY any chance the client may

have to avoid the step transaction doctrine.”

The Fraudulent BLIPS Shelter

20.  BLIPS was designed to generate substantial capital and ordinary tax
losses through a series of pre-arranged transactions that involved the client purportedly

borrowing money from one of three banks — Bank A, Bank B, or Bank C — in order to
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make purported foreign currency investments including currencies that were “pegged” to
the United States dollar. The bank involved in the purported loan also served as the
counterparty on all of the purported currency and other transactions involved in BLIPS.
The transaction was designed by KPMG and its co-conspirators so that after a short
period of time (virtually always approximately 67 days), the client would exit the
purported BLIPS transaction and trigger the desired tax loss.

21.  Inreturn for fees totaling approximately 7% of the desired tax loss,
including a fee to KPMG equal to approximately 1.25% of the desired tax loss, a fee to
the SF Entities equal to approximately 2.75% of the desired tax loss, and a fee to the Law
Firm generally equal to approximately $50,000 per transaction, KPMG and its co-
conspirators and others implemented and caused to be implemented the transactions and
generated and caused to be generated false and fraudulent documentation to support the
transactions, including but not limited to KPMG and the Law Firm opinion letters
claiming that the purported tax losses generated by the shelters were more likely than not
to withstand challenge by the IRS. In general, all of these opinion letters were identical,

except for the names of the clients and entities involved, the dates, and the dollar

amounts involved in the transactions.
22. KPMG and its co-conspirators issued and caused to be issued the
opinion letters although, as they well knew, (i) the tax positions taken were not more

likely than not to prevail against an IRS challenge if the true facts regarding those
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transactions were known to the IRS, and (ii) the opinion letters and other documents used
to implement BLIPS were false and fraudulent in a number of ways, including but not
limited to the following:

a. BLIPS was falsely and misleadingly described as an investment
program, when in truth and in fact, BLIPS was designed, marketed, and
implemented to generate phony tax losses in order to eliminate income taxes for
wealthy clients and garner substantial fees and income for KPMG, the SF Entities,
the Law Firm, certain co-conspirators, and others.

b.  BLIPS was falsely described as a three-stage, seven-year investment
program, when in truth and in fact, all participants were expected to withdraw at
the earliest opportunity and within the same tax year in order to obtain their tax
losses. Indeed, KPMG and its co-conspirators caused the opinion letters to
contain a false representation (which BLIPS clients adopted) that the duration of
the client’s participation in the three-phase, seven-year investment program was
dependent upon the performance of the program relative to alternative
investments, when in truth and in fact, the duration of the client’s participation

was dependant on the client’s desire to obtain the phony tax losses to be

generated.
C. BLIPS was falsely described as a “leveraged” investment program,

when in truth and in fact, the purported loan transactions that were part of BLIPS

12

EOUSA 1121



(and were the aspect of BLIPS that purported to generate the tax loss) were shams
— no money ever left the bank and none of the banks assigned any capital cost to
these purported BLIPS loans. Indeed, at least one of the banks did not fund the
loans at all — it neither set aside from its own funds nor obtained from the market
any money to cover these purported “loans” and “loan premiums.” In addition,
the sham loans were not in any way used in the purported “investment” program
involving trades relating to pegged currencies but, instead, were used only to
generate a phony tax loss. The only money used in making and securing the
trades involving pegged currencies as part of BLIPS was money contributed by
the client as part of the 7% all-in cost.

d. The BLIPS opinion letters falsely stated that the client (based on the
client’s purported “independent review”) as well as the SF Entities “believed there
was a reasonable opportunity to earn a reasonable pre-tax profit from the [BLIPS]
transactions,” when in truth and in fact, there was no “reasonable likelihood of
earning a reasonable pre-tax profit” from BLIPS, and instead the “investment”
component of BLIPS was negligible, unrelated to the large sham “loans” that were
the key elements of the purported tax benefits of BLIPS, and was simply window
dressing for the BLIPS tax shelter fraud.

e. The opinion letters and other documents were misleadingly drafted

to create the false impression that KPMG and others were independent service
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providers and advisors, rather than co-promoters and designers of the BLIPS
shelter. Thus, for example, the KPMG BLIPS opinion letter misleadingly claims
that the client “requested our opinion regarding the U.S. federal income tax
consequences of certain investment transactions that have been concluded” but the
opinion letters, which falsely describe a purported seven-year investment program
and a withdrawal from that program based on the purported investment
performance of the program, were drafted prior the commencement of any BLIPS
transaction.

f. Similarly, the KPMG engagement letter used for BLIPS contained
the following false and fraudulent statements, among others, (i) that the client had
engaged KPMG “to provide tax consulting services . . . with respect to
participation in an investment program involving investments in foreign currency
positions,” when in truth and in fact KPMG marketed a tax shelter to the clients,
and the clients engaged KPMG to assist the clients in generating phony tax losses
using the tax shelter; (ii) that KPMG “understands that Client intends to engage”
the SF Entities “to provide Client with investment advisory services and trading
strategies,” when in truth and in fact, the SF Entities were engaged to assist the
clients in generating phony tax losses using a tax shelter; (iii) that the SF Entities
“had advised the Client that the utilization of a high degree of leverage is integral

to the Investment Program,” when in truth and in fact, the purported “leverage”
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was a sham loan designed only to support the creating of phony tax losses; and
(iv) that KPMG’s fees would not be dependent on “the amount of any tax savings
projected,” when in truth and in fact the amount of KPMG’s fee, as well as the
size of the nominal investment made as part of the fraudulent tax shelter, and fees
for the SF Entities and other participants in the transaction were all determined by
the amount of phony tax losses desired by the client to offset income or gain
received from other sources.

23. At various points during the development of BLIPS, KPMG
personnel and others identified various significant defects of BLIPS, including that the
description of BLIPS and the factual representations contained in the BLIPS opinion
letter and in other documents were false, but nevertheless KPMG approved the issuance
of BLIPS opinion letters. When Washington National Tax appraved the BLIPS
documentation in August 1999, one of the KPMG tax shelter salesmen who helped devise
BLIPS (a co-conspirator not named as a defendant herein) wrote another co-conspirator
not named as a defendant herein “We have received our ‘get out of jail free card’ from
[Washington National Tax].”

24.  In addition, in or about March 2000, and prior to the issuance of any
BLIPS opinion letters to clients, during a meeting attended by members of KPMG tax
leadership, a representative from KPMG’s office of general counsel, and others, a top

KPMG technical expert involved in reviewing the KPMG BLIPS opinion told the other
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participants in substance and in part that if the IRS were to litigate BLIPS in court, the
BLIPS participants would “lose.” In addition, another member of KPMG’s tax
leadership informed the participants at the meeting, in substance and in part, that the tax
position taken in BLIPS was “close to frivolous.” During that meeting, the participants
also discussed the risks of proceeding with tax shelter transactions like BLIPS, including
the risk of criminal investigation, civil penalties, civil liability for fraud, action by the
IRS’s Director of Professional Practice, and action by state Boards of Accountancy.
Nevertheless, and despite the obviously fraudulent nature of BLIPS and the warnings
conveyed, KPMG leadership decided to (i) proceed with the issuance of “more likely
than not” opinion letters on all of the 1999 transactions, and (ii) continue to implement
more BLIPS tax shelter transactions in 2000.
The Fraudulent SOS Shelter

25.  SOS and its variants were designed to generate substantial capital
and ordinary tax losses through a series of pre-arranged transactions that involved the
clients entering into virtually offsetting foreign currency option positions with a bank,
including but not limited to Bank A, transferring the offsetting positions to a partnership
or other entity, and then withdrawing from the transaction, claiming a loss in the desired
amount. KPMG’s Washington National Tax office considered whether KPMG should
issue “more likely than not” opinions regarding SOS-type transactions, and concluded

that the phony losses generated by those transactions were not more likely than not to
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withstand IRS challenge. Nevertheless, between 1998 and 2002, certain KPMG tax
partners assisted in implementing SOS-type transactions for KPMG clients for a fee to
KPMG generally equal to 1% of the tax losses to be generated, and prepared and caused
to be prepared tax returns based on the phony SOS tax losses. For many of these SOS-
type transactions, KPMG did not issue an opinion letter, but instead certain lawyers
issued “more likely than not” opinion letters with respect to those transactions. The SOS
opinion letters, and other associated documents, were false and fraudulent in a number of
ways well known to KPMG and the KPMG tax partners involved, including the
following:

a. They misrepresented SOS as an investment, when in truth and in
fact, it was a tax shelter designed to generate tax losses in order to eliminate
income taxes for wealthy clients and garner substantial fees and income for
KPMG, certain co-conspirators, and others.

b. They falsely claimed that the client would have entered into the
option positions independent of the other steps that made up SOS, when in truth
and in fact, the clients would not have entered into those positions absent the
anticipated tax loss to be generated.

c. They falsely claim that the option positions were contributed to a
partnership or other entity to “diversify” the client’s “investment” when in truth

and in fact, the contribution was simply a necessary step in the tax shelter, was
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executed for the purpose of generating the tax loss, and was not executed to
“diversify” any “investment.”

d. They falsely claim that the client entered into the offsetting option
positions for “substantial non-tax business reasons,” and contributed the option
positions to the partnership or other entity for “substantial non-tax business
reasons,” when in truth and in fact, the transactions were undertaken in order to
generate the phony tax losses SOS purported to generate and not for any
“substantial non-tax business reason.”

26.  In addition, from at least in or about 1999 through at least in or
about 2002, a KPMG partner, who is a co-conspirator not named as a defendant herein
(“CC 2%), with the approval of members of KPMG’s tax leadership, marketed and
implemented dozens of SOS-type transactions to KPMG clients, often charging fees well
in excess of 1% of the phony tax loss to be generated. CC 2 also arranged SOS-type
trarsactions for at least 14 KPMG partners so that those partners could evade their own
taxes. In connection with the SOS-type transactions arranged by CC 2, CC 2 issued
KPMG opinion letters or caused others to issue opinion letters that falsely claimed that
the tax losses purportedly generated by SOS were more likely than not to withstand IRS
challenge. These opinions were false and fraudulent in a number of ways well known to
CC 2 and his co-conspirators, including but not limited to the following:

a. They misrepresented SOS as an investment, when in truth and in
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fact, it was a tax shelter designed to generate tax losses in order to eliminate
income taxes for wealthy clients and garner substantial fees for KPMG, certain co-
conspirators, and others.

b. They falsely claimed that the client would have entered into the
option positions independent of the other steps that made up SOS, when in truth
and in fact, the clients would not have entered into those positions absent the
anticipated tax loss to be generated

C. They falsely claim that the option positions were contributed to a
partnership or other entity to “diversify” the client’s “investment” when in truth
and in fact, the contribution was simply a necessary step in the tax shelter, was
executed for the purpose of generating the tax loss, and was not executed to
“diversify” any “investment.”

d. They falsely claim that the client entered into the offsetting option
positions for “substantial non-tax business reasons,” and contributed the option
positions to the partnership or other entity for “substantial non-tax business
reasons,” when in truth and in fact, the transactions were undertaken in order to

generate the phony tax losses SOS purported to generate and not for any

“substantial non-tax business reason.”

Fraudulent Concealment of Tax Shelters

27.  In addition to preparing and causing to be prepared false and
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fraudulent documentation relating to and implementing the shelter transactions, and in
addition to preparing and causing to be prepared tax returns that fraudulently
incorporated the phony tax shelter losses, KPMG and its co-conspirators employed
various means fraudulently to conceal from the IRS the fraudulent tax shelters they
designed, marketed and implemented, including but not limited to the following: (i) not
registering the tax shelters with the IRS as required by law; (ii) preparing and causing to
be prepared tax returns that fraudulently concealed the phony losses from the IRS; (iii)
attempting to conceal from the IRS the tax shelter losses and transactions with sham

attorney-client privilege claims; and (iv) obstructing IRS and Senate investigations into

their tax shelter activities.

Failing to Register Tax Shelters

28.  Under the law in effect at all times relevant to this Information, an
organizer of a tax shelter was required to “register” the shelter by filing a form with the
IRS describing the transaction. The IRS in turn would issue a number to the shelter, and
all individuals or entities claiming a benefit from the shelter were required to include
with their income tax returns a form disclosing that they had participated in a registered
tax shelter, and disclosing the assigned registration number. Notwithstanding these legal
requirements, KPMG and its co-conspirators decided not to register as required any of
the tax shelters KPMG devised, marketed and implemented, and thereby ensured that

registration numbers would not be included on returns relating to unregistered shelters.
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29.  Thus, KPMG decided not to register FLIP, OPIS, or BLIPS based
on a “business decision” that to register the shelters would hamper KPMG’s ability to
sell them, and that the IRS penalties applicable to a failure to register would be dwarfed
by the lucrative fees KPMG stood to collect from selling unregistered tax shelters.
Indeed, CC 1 wrote a memorandum to a member of KPMG'’s tax leadership arguing that,
assuming OPIS was required to be registered, KPMG should make a “business decision”
not to register OPIS because (i) registering the shelters would put KPMG at a
competitive disadvantage as compared to other accounting firms, law firms, and other
firms that were promoting tax shelters; and (ii) selling unregistered shelters would be so
lucrative that the benefits outweighed the risk of civil penalties that might be imposed.
Moreover, KPMG’s office of general counsel, among others, advised that by deciding
not to register tax shelters, KPMG risked criminal prosecution, but like the CaTS group,
advised that KPMG’s tax leadership could nevertheless “make a business decision to not
register the activity as a tax shelter.”

Fraudulently Concealing Shelter Losses and Income on Tax Returns

30.  The conspirators would and did prepare and cause to be prepared tax

returns that were false and misleading and were intended fraudulently to conceal the

fraudulent tax shelters from the IRS in a number of ways, including but not limited to the

following:

a. Although the law requires that an individual’s items of income, gain,
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and loss be reported on an individual income tax return, KPMG personnel their
co-conspirators advised certain clients that the phony tax shelter losses and the
income or gains that were to be sheltered should not be reported on the client’s
individual income tax return, and instead only the net of those two figures should
be reported on the return. One method of “netting” pursued by the conspirators in
order fraudulently to hide the tax shelter transactions from the IRS involved using
a “grantor trust.” A grantor trust is a trust that, because of certain features
enumerated in the tax code, is disregarded as an entity for federal income tax
purposes. CC 1 and his co-conspirators devised a scheme to insert a grantor trust
into a tax shelter transaction, and then, rather than disregarding the grantor trust as
required by the tax code, reporting the large phony tax shelter loss and the taxable
gain or income those losses were used to offset only on the grantor trust
information return, while reporting only the small net of those numbers on the
client’s individual income tax return. Although members of the Innovative
Strategies group were notified that to pursue this “grantor trust netting” scheme
was not a proper reporting position, and in fact would result in the filing of false
income tax returns, KPMG permitted its partners to decide for themselves whether
to engage in grantor trust netting. As a result, dozens of tax returns for FLIP,
OPIS, and BLIPS clients used grantor trusts fraudulently to hide the tax shelter

losses (and the gains they were designed to shelter) on the clients’ individual
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income tax returns.

b. In order to conceal tax shelter losses from the IRS, a KPMG tax
partner who is a co-conspirator not named as a defendant herein (“CC 3”), and
others, advised at least one client that phony tax shelter losses could be concealed
and made to look like losses from the sale of a number of publicly traded stocks.
In order to so conceal the losses, the SF Entities purchased publicly traded stock
on behalf of the shelter client, and then distributed those stocks to the client upon
the client’s withdrawal from the transaction. CC 3 and others then advised that
the shelter could be concealed on the client’s tax return and instead reported as
losses resulting from the sale of the stock so distributed. In order to further
conceal the phony tax shelter losses from the IRS, in some instances CC 3 and
others purchased stocks that had already suffered large losses during the year as
the stocks to which the shelter losses would be attached, in order to mislead the
IRS into believing that the losses resulted from those stocks’ poor performance,
rather than from the fraudulent tax shelters.

Concealing Shelters with Sham Attorney-Client Privilege Claims

31.  The conspirators also attempted to conceal their fraudulent tax
shelter activities by attempting to cloak communications regarding those activities and
certain of the activities themselves with the attorney-client privilege, although the

communications in question were not privileged. For example, CC 2 attempted to
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conceal his activities in this manner by purporting to have KPMG clients engage a law
firm to provide legal advice, which law firm would then purport to engage KPMG to
work under the direction of the law firm. Under United States v. Kovel, communications
by non-lawyer professionals such as accountants are protected under the attorney-client
privilege when the accountant is in fact working under the direction of an attorney.
Numerous Kovel arrangements established by CC 2 were sham arrangements because the
clients did not directly enéage the law firm, in many instances never even spoke to the
lawyers whom they had purportedly engaged, and CC 2’s work was done outside of the
purported lawyer-client privilege. The purpose of this fraudulent conduct was to enable
the client, with the assistance of CC 2 and the law firm, to conceal the fraudulent tax
shelter from the IRS by attempting to cloak all of the work for the shelter in the attorney-
client privilege.

Obstruction of IRS and Senate Investigations

32.  Despite the conspirators’ efforts to prevent IRS scrutiny of these
fraudulent tax shelters, in or about September 2001 the IRS initiated an examination of
KPMG for its failure to register the transactions with the IRS. As part of this
examination, in early 2002 the IRS issued 25 summonses to KPMG calling for
information relating to numerous tax shelters with which KPMG may have been
involved. In addition, the IRS summonses required KPMG to designate a

knowledgeable person to testify under oath at the IRS. KPMG designated a co-

24

EOUSA 1133



conspirator not named as a defendant herein (“CC 6”) , who at the time was the partner
in charge of KPMG’s Personal Financial Planning group, to testify. CC 6’s testimony
was false, misleading, and evasive. Indeed, after one day of testimony, another KPMG
partner who attended the testimony reported in an email to a KPMG tax leader that
KPMG’s Office of General Counsel and outside counsel “determined that the best
strategy was ‘the less said the better,”” and that CC 6 “felt that he had no choice but to be
‘forgetful.” And so the record will reflect repeated ‘I don’t knows’, ‘I don’t recalls,” and
‘I was out of the loops’ — the rope-a-dope/Enron defense.”

33.  IRS summonses called for production of documents relating to SOS
tax shelters, among other things. One of the KPMG tax leaders directing KPMG’s
response to the IRS summonses, who is a co-conspirator not named as a defendant herein
(“CC 7”) was aware of KPMG’s involvement in promoting SOS transactions.
Nevertheless, none of the SOS tax shelters marketed or implemented by KPMG, or in
which KPMG personnel participated, were disclosed to the IRS and on a number-of
occasions, CC 7 and others caused KPMG falsely to claim to the IRS that the production
of documents and information relating to the summonses was substantially complete.

34.  In addition, when the IRS in May 2003 specifically inquired about
KPMG’s failure to produce SOS information, CC 6 intentionally caused KPMG’s
representatives to falsely respond that KPMG was not involved in SOS, but may have

prepared a couple of tax returns containing SOS losses.
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35.  In January 2003, a Subcommittee of the United States Senate issued
a subpoena to KPMG calling for documents and information relating to its tax shelter
activities, including a specific request for documents relating to tax shelters used by
KPMG partners to evade their own taxes. The subpoena specifically named CC 2 as well
as at least two KPMG partners who, in fact, had used SOS transactions to evade their
own taxes. CC 7 was among the KPMG personnel directing KPMG’s response to the
Senate investigation. In addition, CC 7 was aware of at least one KPMG partner who
used an SOS-type shelter to offset the partner’s own income or gain, and was aware of
related documents responsive to the Senate subpoena. However, CC 7 and his co-
conspirators caused KPMG’s representatives falsely to respond to the subpoena as
follows: “to the best of its knowledge and belief, after reasonable inquiry to date, the
firm has not yet identified any documents that are responsive to this request.”

36.  In or about November 2003, CC 6, CC 7, other co-conspirators, and
others testified before the Senate Subcommittee investigating tax shelter activities of
KPMG and others. CC 6 and other KPMG personnel testified together in panel format.
During this testimony, among other things, CC 6 falsely denied that KPMG’s fee was a
percentage of the tax loss to be generated by the shelters. In addition, when asked by a
Senator whether FLIP, OPIS and BLIPS were “designed and marketed primarily as tax
reduction strategies,” CC 6 falsely stated “Senator, I would not agree with that

characterization.” In addition, among other false and misleading testimony presented at
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the hearing, CC 7 gave evasive testimony regarding KPMG’s involvément in designing,
marketing, and implementing tax shelters.
Statutory Allegations

37. From at least in or about 1996 through at least in or about 2003,
KPMG, the defendant, and its co-conspirators, unlawfully, willfully and knowingly, did
combine, conspire, confederate and agree together and with each other to defraud the
United States and an agency thereof, to wit, the Internal Revenue Service (“IRS”) of the
United States Department of Treasury, and to commit offenses against the United States,
to wit, violations of Title 26, United States Code, Sections 7201, 7206(1), and 7206(2).

Objects of the Conspiracy

38. It was a part and an object of the conspiracy that KPMG, the
defendant, and its co-conspirators, unlawfully, willfully and knowingly would and did
defraud the United States of America and the IRS by impeding, impairing, defeating and
obstructing the lawful governmental functions of the IRS in the ascertainment,
evaluation, assessment, and collection of income taxes.

39. It was further a part and an object of the conspiracy that KPMG, the
defendant, and its co-conspirators, unlawfully, willfully and knowingly would and did
attempt to evade and defeat a substantial part of the income taxes due and owing to the

United States by tax shelter clients and others, in violation of Title 26, United States

Code, Section 7201.
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40. It was further a part and an object of the conspiracy that KPMG, the
defendant, and its co-conspirators, unlawfully, wilfully and knowingly would and did (a)
make and subscribe, and cause others to make and subscribe United States individual,

corporation, and partnership income tax returns, which returns contained and were

verified by written declarations that they were made under the penalties of perjury, and

that the defendants and their co-conspirators did not believe to be true and correct as to

every material matter; and (b) aid and assist in, and procure, counsel, and advise the

preparation and presentation under, the internal revenue laws, of certain United States

individual, corporation, and partnership income tax returns which were fraudulent and

false as to material matters, in violation of Title 26, United States Code, Section 7206.
Means and Methods of the Conspiracy

41.  Among the means and methods by which KPMG, the defendant, and

its co-conspirators would and did carry out the conspiracy were the following:

a. They would and did concoct tax shelter transactions and false and
fraudulent factual scenarios to support them so that wealthy United States citizens
would pay certain of the conspirators and other participants in the transactions
approximately 5 to 7% of income or gain instead of paying federal and state taxes
on that income or gain.

b. They would and did prepare false and fraudulent documents to

deceive the IRS, including but not limited to, engagement letters, transactional
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documents, representation letters, and opinion letters.

c. They would and did conceal the contents of tax shelter sales
presentations in order to prevent the IRS from discovering the true facts regarding
those shelter transactions.

d. They would and did prepare and provide to their clients false and
fraudulent representations that the clients were required to make in order to obtain
opinion letters that purported to justify using the phony tax shelter losses to offset
income or gain. At times, the conspirators presented to their clients these false
and fraudulent client representations after the all-in costs of approximately 5 to
7% of the desired tax loss were collected from the tax shelter clients.

€. They would and did prepare and cause to be prepared tax returns
that were false and fraudulent because, among other things, the}; incorporated the
phony tax losses and therefore substantially understated the tax due and owing by
the shelter clients.

f. They would and did (i) fraudulently omit on certain tax returns the
losses and the gain or income they sheltered; and (ii) disguise the shelter losses on
certain tax returns in a manner intended to deceive the IRS.

g. They would and did take various steps to prevent the creation and

retention of documents that might reveal to the IRS the true facts regarding the

fraudulent tax shelters as well as certain conspirators’ role in designing,
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marketing, and implementing them, including but not limited to concealing from
the IRS that the opinion letters provided by KPMG, the Law Firm, and other firms
were not independent and were instead prepared by entities involved in the design,
marketing, and implementation of the tax shelters.

h. They would and did take various additional steps to conceal from
the IRS the existence of the shelters, their true facts, and certain conspirators’ role
in designing, marketing, and implementing the shelters, including, but not limited
to, failing to register the shelters, using sham attorney-client privilege claims, and
concealing documents and providing false and misleading information in response
to IRS and Senate investigations.

Overt Acts
42. In furtherance of the conspiracy and to effect the illegal objects
thereof, KPMG, the defendant, and its co-conspirators, committed the following overt
acts, among others, in the Southern District of New York and elsewhere:

a. On or about July 18, 1997, a co-conspirator not named as a
defendant herein prepared a memorandum to KPMG tax leaders discussing how
KPMG and the SF Entities should jointly devise, market, and implement tax
shelter transactions and how their fees should be divided.

b. In or about September 1997, KPMG and the SF Entities executed an

“operating agreement” regarding joint marketing and implementation of FLIP
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transactions.

c. On or about June 8, 1998, CC 1 advised the KPMG team marketing
OPIS not to leave the OPIS PowerPoint presentation “with clients or targets under

any circumstances” because doing so “will DESTROY any chance the client may

have to avoid the step transaction doctrine.”

d. On or about September 10, 1998, the defendant CC 6 sent an email
to a KPMG tax leader and others proposing an “alliance” with a competitor of the
SF Entities to implement OPIS transactions and noting that “we have very little
time to work with if we are going to execute trades such that our clients can
generate the desired benefits in calendar 1998.”

€. On or about January 22, 1999, CC 6 instructed KPMG partners that
each partner should decide for himself or herself whether to attempt to conceal
losses from the IRS using a grantor trust.

f. In or about September or October 1999, Domenick DeGiorgio, a
co-conspirator not named as a defendant herein , met at the offices of Bank B in
the Southern District of New York with personnel of the SF Entities and others.

g. In or about 1999, in the Southern District of New York and
elsewhere, Banks A, B, and C prepared and caused to be prepared transactional
documents relating to BLIPS tax shelter transactions.

h. On or about December 8, 1999, a KPMG partner who is a co-
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conspirator not named as a defendant herein advised other KPMG personnel
involved in marketing and implementing BLIPS that a document on which the
client selected how much of the BLIPS loss should be ordinary and how much
should be capital should not be kept in the file because “if the IRS were to
discover such a document it could look very bad for the client.”

1. On or about March 7, 2000, members of KPMG tax leadership, a
representative from KPMG’s office of general counsel, and others met in the
Southern District of New York to discuss, among other things, the risks of civil
penalties and criminal investigation associated with completing the
implementation of 1999 OPIS and BLIPS transactions.

J- On or about March 21, 2000, a KPMG tax partner who is co-
conspirator not named as a defendant herein advised other KPMG personnel
involved in marketing BLIPS that they should “NOT put a copy of”” an email in
their BLIPS file because “it is a roadmap for the taxing authorities to all the other
listed transactions.”

k. In or about 1998, 1999, and 2000, in the Southern District of New
York and elsewhere, KPMG and other participants in FLIP and OPIS tax shelter
transactions, who are co-conspirators not named as defendants herein, prepared,
signed and filed tax returns that falsely and fraudulently claimed over $4.2 billion

in phony tax losses generated by FLIP and OPIS transactions.
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L. In or about 2000 and 2001, in the Southern District of New York
and elsewhere, KPMG and other participants in BLIPS tax shelter transactions,
who are co-conspirators not named as defendants herein, prepared, signed and
filed tax returns that falsely and fraudulently claimed over $5.1 billion in phony
tax losses generated by BLIPS transactions.

m. In or about 1999, 2000, and 2001, KPMG and other participants in
SOS tax shelter transactions, who are co-conspirators not named as defendants
herein, prepared, signed and filed tax returns that falsely and fraudulently claimed
over $1.9 billion in phony tax losses generated by SOS.

n. On or about February 12, 2002, CC 6 provided false and misleading
testimony under oath to the IRS.

0. On or about October 2, 2002, CC 7, on behalf of KPMG, sent a
letter to the IRS in the Southern District of New York falsely claiming that
“KPMG has at this time virtually completed its compliance with the summonses”
although as CC 7 well knew, KPMG had produced no documents or information
regarding its involvement in marketing and implementing SOS transactions.

p- On or about February 19, 2003, KPMG caused its representatives
falsely to represent to the Senate that “after reasonable inquiry to date, the firm has
not yet identified any documents” relating to shelter transactions used by KPMG

partners to shelter their own income or gains, KPMG well knew that it had various

33

EOUSA 1142



documents responsive to this subpoena request.
g- On or about November 18, 2003, CC 6 provided false and
misleading testimony under oath to a Subcommittee of the United States Senate.

r. On or about November 18, 2003, CC 7 provided evasive testimony
under oath to a Subcommittee of the United States Senate.

(Title 18, United States Code, Section 371.)

Devi d 2. /u&%

DAVID N. KELLEY
United States Attorney
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Statement of Facts

KPMG LLP (“KPMG”) is a Delaware limited liability partnership and is
one of the “Big Four” public accounting firms.

From 1996 until 2002, KPMG, through its tax partners, assisted high net
worth United States citizens to evade United States individual income taxes
on billions of dollars in capital gain and ordinary income by developing,
promoting and implementing unregistered and fraudulent tax shelters. A
number of KPMG tax partners engaged in conduct that was unlawful and
fraudulent, including: (i) preparing false and fraudulent tax returns for
shelter clients; (ii) drafting false and fraudulent proposed factual recitations
and representations as part of the documentation underlying the shelters;
(111) issuing opinions that contained those false and fraudulent statements
and that purported to rely upon those representations, although the KPMG
tax partners and the high net worth individual clients knew they were not
true; (iv) actively taking steps to conceal from the IRS these shelters and the
true facts regarding them; and (v) impeding the IRS by knowingly failing to
locate and produce all documents called for by IRS summonses and
misrepresenting to the IRS the nature and extent of KPMG’s role with
respect to certain tax shelters.

This course of conduct was deliberately approved and perpetrated at the
highest levels of KPMG’s tax management, and involved dozens of KPMG
partners and other personnel. Certain individuals involved were later
promoted to firm-wide leadership positions. Moreover, during the period
1996 through 2002, KPMG changed its policies and practices in a manner
that encouraged the sale of tax “products” to multiple clients. In this
regard, KPMG changed its compensation structure in a manner that
encouraged the sale of tax products, set policies and goals that demanded
the creation and sale of tax products, and created within its tax department
groups of partners and other personnel who were specifically charged with
developing and selling tax shelters. :

Throughout the period in question, the firm’s internal control systems failed
to prevent the improper and illegal conduct because of inherent weaknesses
in the system of internal controls and because those controls that were in
place were overridden by certain individuals in tax management. KPMG
has implemented changes and enhancements to its internal control systems
and will implement additional enhancements pursuant to the Deferred
Prosecution Agreement with the Government, to ensure that such failures
cannot recur. Further, KPMG has taken a number of personnel actions
intended to ensure that all of the partners and employees responsible for the
illegal conduct described herein have been separated from the firm. KPMG
intends not only to ensure that none of its partners will in the future
participate with its clients and others in fraud, but indeed, KPMG wants in
the future to ensure that the highest standards of ethics and compliance with
United States tax laws will be met by the firm, its leadership, partners,
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personnel and clients.
The Fraudulent Tax Shelter Activities

KPMG tax partners helped design or sell the following tax shelters (and
variations of them) to high net worth United States citizens during the
period in question: Foreign Leveraged Investment Program (“FLIP”);
Offshore Portfolio Investment Strategy (“OPIS”); Bond Linked Issue
Premium Structure (“BLIPS”); and Short Option Strategy (“SOS”).

FLIP was marketed and sold by KPMG between 1996 and 1999 to at least
80 high net worth individual clients and generated at least $1.9 billion in
bogus tax losses; KPMG’s gross fees from FLIP transactions were at least
$17 million. OPIS was marketed and sold by KPMG between 1998 and
2000 to at least 170 high net worth individual clients, and generated at least
$2.3 billion in bogus tax losses; KPMG’s gross fees from OPIS transactions
were at least $28 million. BLIPS was marketed and sold by KPMG
between 1999 and 2000 to at least 186 high net worth individual clients, and
generated at least $5.1 billion in bogus tax losses; KPMG’s gross fees from
BLIPS transactions were at least $53 million. SOS was marketed and sold
by KPMG tax partners between 1998 and 2002 to at least 165 high net
worth individual clients, and generated at least $1.9 billion in bogus tax
losses; KPMG’s estimated gross fees from SOS transactions were at least
$17 million. In addition, at least 14 KPMG partners engaged in SOS
transactions for their own account.

KPMG tax partners typically marketed the shelters to financially
sophisticated, high net worth individuals who had at least $20 million in
taxable gain, and who therefore would be interested in a shelter that would
generate bogus losses that could be used to offset that gain, usually in the
same tax year. For each of these tax shelters, the high net worth individual
client selected the amount of the loss he or she wanted to generate, and the
KPMG tax partners and the other promoters would then calibrate the size of
all aspects of the transaction to generate that loss. KPMG and the other
promoters and participants charged the high net worth individual clients a
percentage of the selected tax loss, usually between 5 and 7%, to implement
the transaction, an amount that included the fees of the promoters and other
participants, as well as a small portion that would be used to execute the
purported “investment” transactions. KPMG’s share was usually 1 to
1.25% of the tax loss. KPMG'’s practice of charging a percentage of the
purported tax losses mirrored the practice of competing tax shelter

promoters, including other major accounting and law firms that developed
and sold similar shelters.

FLIP and OPIS were designed by KPMG tax partners, a New York lawyer
who at the time was a partner in a prominent national law firm (the “New
York Lawyer”), other individuals, and two KPMG tax professionals who
left KPMG in 1997 to form a purported “investment advisory” firm located
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10.

11.

12.

in San Francisco, which in truth and in fact was in the business of
promoting tax shelters (the “purported investment advisory firm”). FLIP,
OPIS, and variations sold by another major accounting firm were
substantially similar. These shelters were intended to generate substantial
capital losses through the use of a pre-arranged series of purchases of and
options on stock of one of two prominent international banks followed by
redemptions of those investments by the bank.

The FLIP and OPIS opinions signed by KPMG tax partners, and the
representations drafted by KPMG tax partners and knowingly adopted by
the high net worth individual clients, falsely stated that: (a) the client
requested KPMG’s opinion “regarding the U.S. federal income tax
consequences of certain investment portfolio transactions,” when in truth
and in fact these were tax shelter transactions designed to generate bogus
tax losses; (b) the “investment strategy” was based on the expectation that a
leveraged position in the foreign bank securities would provide the
“investor” with the opportunity for capital appreciation, when in truth and
in fact the strategy was based on the expected bogus tax benefits to be
generated; and (c) certain money was paid as part of an investment (i.e., for
a warrant or a swap), when in truth and in fact the money constituted fees
due to promoters and other facilitators of the transaction. All of these
opinion letters were substantially identical, save for the names of the clients

and entities involved, the dates, and the dollar amounts involved in the
transactions.

Senior KPMG tax professionals criticized the viability of these transactions
and specifically questioned whether the transaction had economic substance
or risk and whether the non-resident alien, whose participation as an equity
holder of the foreign corporation was critical to the expected tax treatment
of the redemption, would be respected by the IRS as a true equity holder or
would instead be treated as a service provider or debt holder being paid a
fee to accommodate the “investor.”

KPMG tax partners were instructed not to permit potential OPIS “investors”
to retain a copy of KPMG’s PowerPoint presentation describing the
transaction because to do so would “DESTROY any chance the client may
have to avoid the step transaction doctrine.” In some cases KPMG tax
partners took steps described below in paragraph 25 to assist high net worth
individual clients to report the transactions in a fraudulent manner with the
intent to evade federal income taxes.

BLIPS was designed by KPMG tax partners, the purported investment
advisory firm, the New York Lawyer, and others. The BLIPS transaction
was intended to generate a substantial ordinary or capital loss through the
use of a loan issued at an above-market interest rate and with a substantial
“loan premium” which was not in fact a true loan. KPMG tax partners and
the purported investment advisory firm enlisted three prominent
international banks — including one bank that also participated in FLIP,
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14.

15.

16.

OPIS, and SOS — to provide the purported “loans” used by the high net
worth individual clients who participated in this shelter.

The BLIPS tax opinions signed by the KPMG tax partners purported to rely
upon certain factual representations made by the high net worth individual
clients. These representations, which were devised by KPMG tax partners
and others involved in designing BLIPS and were knowingly adopted by the
high net worth individual clients, were false and misleading. The New
York Lawyer issued substantially identical opinions reaching the same
conclusion and purporting to rely upon the same false representations.

Among the false representations in the BLIPS opinion letter was the
representation that the high net worth individual client as well as the
purported investment advisory firm “believed there was a reasonable
opportunity to earn a reasonable pre-tax profit from the [BLIPS]
transactions,” when there was no such opportunity. As the KPMG tax
partners and the high net worth individual clients well knew, there was no
“reasonable likelihood of earning a reasonable pre-tax profit” from BLIPS,
and instead the “investment” component of BLIPS was negligible, unrelated
to the large “loans” that were the key elements of the purported tax benefits
of BLIPS, and was simply window dressing for the BLIPS tax shelter.

The opinion letters and other documents implementing BLIPS also
contained the false and fraudulent representation (among others) that the
BLIPS “investment” was “highly leveraged.” In truth and in fact, and as the
KPMG tax partners and the high net worth individual clients well knew,
there was no “leverage” in the BLIPS transaction — the negligible
“investment” component was carried out and secured using only cash
contributed by the high net worth individual client.

Another false representation contained in the opinion letters was that the
duration of the individual’s participation in the three-phase, seven-year
investment program was dependent upon the performance of the program
relative to alternative investments. The KPMG tax partners and the high
net worth individual clients well knew throughout the development and
implementation of BLIPS, and at the time the high net worth individual
clients made this representation and the KPMG opinions were issued, that
this representation was false and fraudulent. The principal purpose of the
BLIPS transaction was to generate a tax loss to offset substantial income or
gains, and in order to generate this purported tax benefit, the individuals
had to and would withdraw from the BLIPS program by year end.
Therefore, the KPMG tax partners and the high net worth individual clients
knew and expected that the transactions would terminate by year end and
indeed in approximately 60 days, the earliest time at which the high net
worth individual client could trigger the promised tax loss, not at some
investment-related point in any purported “seven-year” program.
Throughout 1999, and as expected by the BLIPS participants, each of the
high net worth individual clients who engaged in a BLIPS transaction
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20.

exited the transaction before year end (i.e., upon completion of the first 60
day “phase”). None of those individuals remained for three phases or seven
years, and none earned a direct profit on their investment.

The “investment program” created by the purported investment advisory
firm for the BLIPS transactions was described as a program of investments
in foreign currencies intended to take advantage of volatility in foreign
currencies through investments in foreign currency contracts, options and
foreign currency denominated debt securities. However, when the high net
worth individual clients who engaged in BLIPS transactions exited the
transaction, the purported investment advisory firm typically acquired
publicly traded equity securities to distribute to those clients, and to which
the bogus tax basis generated through BLIPS would be “attached.” In at
least one case, a KPMG tax partner worked with the purported investment
advisory firm and a high net worth individual client to identify publicly
traded stocks that had already suffered large losses during the calendar year
and used those stocks for “attaching” the bogus tax basis, for the purpose of
creating the impression that the tax losses arose from the poor performance
of the stocks and not from the BLIPS tax shelter.

Notwithstanding serious and valid concerns expressed by certain KPMG tax
partners and other professionals throughout the development of BLIPS
about the honesty of the proposed opinion letter and the credibility of the
proposed factual representations (as well as other defects in the tax analysis
contained in the opinions), Washington National Tax (“WNT”), the
Department of Professional Practice - Tax (“DPP-Tax”), and other members
of tax leadership approved BLIPS.

In March 2000, KPMG’s tax leadership was advised by two of KPMG’s top
technical tax experts that BLIPS was “frivolous” and would “lose” in court,
and was advised by professional and legal compliance personnel of the risks
associated with tax shelter transactions like BLIPS, including the risk of
criminal investigation, civil liability and penalties, action by the IRS’s
Director of Practice, and action by State Boards of Accountancy.
Nevertheless, and despite the obvious facts about BLIPS and the warnings
conveyed during that time frame, KPMG’s tax leadership decided to
authorize the issuance of favorable opinions on all of the 1999 transactions,
and proceeded with the implementation of another series of BLIPS
transactions in 2000.

SOS and variations on that shelter were designed to generate a substantial
ordinary or capital loss through the creation of an artificially high basis in
an interest in a partnership or other entity through a series of purchases and
sales of offsetting options on foreign currency. KPMG’s top technical
experts concluded that the losses claimed from SOS transactions were rot
more likely than not to be upheld in court if challenged by the IRS.
Nonetheless, KPMG’s tax leadership permitted its tax professionals to
market and implement the transactions, all of which were substantially

5

EOUSA 1148



21.

22.

23.

similar, and to prepare tax returns incorporating these bogus tax losses.

One KPMG tax partner from the Stratecon group (the “Stratecon Partner”)
even issued KPMG tax opinions stating that the bogus tax losses generated
by the SOS tax shelter transactions were more likely than not to withstand
challenge by the IRS, notwithstanding the conclusion of KPMG’s top
technical experts to the contrary. These opinion letters, and other associated
documents, were false and fraundulent in many ways, including the
following: they misrepresented SOS as an investment, when in truth and in
fact, as the Stratecon Partner and the high net worth individual clients well
knew, it was a tax shelter designed to generate tax losses; they falsely
claimed that the “investor” would have entered into the option positions
independent of the other steps that made up SOS, when in truth and in fact,
as the Stratecon Partner and the high net worth individual clients well knew,
the “investors” would not; and they falsely claimed that the option positions
were contributed to a partnership to “diversify” the client’s “investment”
when in truth and in fact, as the Stratecon Partner and the high net worth
individual clients well knew, the contribution was simply a necessary step
in the tax shelter and was executed for the purpose of generating the tax
loss. Although the Stratecon Partner took several steps to conceal his
activity from both the IRS and some members of KPMG leadership, several
senior tax partners knew of this activity. Ultimately, KPMG’s Office of
General Counsel determined that the Stratecon Partner had violated firm
policies and recommended that the firm terminate him, but that
recommendation was rejected in late 2002 by the former Deputy Chairman
and tax leadership.

In addition to the SOS transactions implemented by the Stratecon Partner, a
number of other KPMG tax partners assisted high net worth individual
clients with SOS transactions for a fee generally equal to 1% of the tax
losses to be generated. In these transactions, KPMG did not issue an
opinion as to the legitimacy of claiming the losses purportedly generated by
the shelter but those transactions were supported by opinions issued by
other firms. When a senior KPMG tax partner at WNT reviewed a draft
SOS opinion letter to be issued by the New York Lawyer to several high net
worth individual clients of KPMG, the tax partner suggested that the
representations upon which the draft opinion letter was based were not
credible and questioned whether the high net worth individual client would
be able to swear under oath in a court of law that the representations were
true. Nonetheless, another KPMG tax partner continued to assist in the
implementation of this SOS transaction and prepared and signed the tax
returns of these clients incorporating the bogus tax losses, as did other
KPMG tax partners in other SOS transactions.

Steps Taken to Avoid IRS Scrutiny of the Tax Shelters

KPMG tax partners actively took steps to conceal these shelters from the
IRS. These actions included: (i) deciding not to register the tax shelters
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25.
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with the IRS, as required by law; (ii) preparing tax returns for some high net
worth individual clients that fraudulently attempted to make it less likely
that the individuals would be audited or, if audited, less likely that the IRS
would learn through the audit of the clients’ participation in the tax shelter;
and (ii1) improperly seeking to conceal the transactions under the veil of
sham attorney-client privilege claims.

As part of their efforts to conceal the tax shelters from the IRS, KPMG tax
leaders decided not to register those tax shelters as KPMG was required by
law to do. Specifically, the decisions not to register the tax shelters were
made in the face of advice from its professional and legal compliance
personnel that the shelters should have been registered. On at least one
occasion, those professional and legal compliance personnel warned that a
willful failure to register the shelters could be criminal conduct.

KPMG tax professionals prepared tax returns for some high net worth
individual clients that fraudulently attempted to conceal the shelters from
IRS scrutiny. Specifically, some KPMG tax partners worked with high net
worth individual clients to use a grantor trust and net the short-term capital
losses generated by these tax shelters with the long-term capital gains that
the shelters were designed to offset. By this improper and fraudulent
conduct, the high net worth individual clients reported on their tax returns
only a small net gain or loss created by subtracting the large bogus shelter
loss from the large long-term capital gain rather than reporting both large
figures on their individual income tax returns. The purpose of making use
of this “grantor-trust netting” was to conceal the bogus tax shelter losses
from the IRS and thus reduce the risk of an audit of the high net worth
individual clients, thereby reducing as well the risk that the IRS would
scrutinize the shelters. Despite stark warnings by the partner-in-charge of
the personal financial planmng group within WNT that to engage in
“grantor trust netting” might be criminal, a leader of the PFP group decided
that each individual KPMG tax partner should decide for himself or herself
whether he or she felt comfortable advising high net worth individual
clients to engage in “grantor trust netting” or to participate in this practice.

The Stratecon Partner took additional fraudulent steps to conceal shelter
transactions from the IRS by purporting to have the high net worth
individual clients engage a law firm to provide legal advice, which law firm
would then purport to engage KPMG to work under the direction of the law
firm. Although under United States v. Kovel, communications by non-
lawyer professionals such as accountants are protected under the attorney-
client privilege when the accountant is in fact working under the direction
of an attorney, numerous Kovel arrangements established by this former
partner were sham arrangements because the individuals did not directly
engage the law firm, in many instances never even spoke to the lawyers
whom they had purportedly engaged, and the Stratecon Partner’s work was
done outside of the purported lawyer-client privilege. The purpose of this
improper conduct was to enable the high net worth individual client, with
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29.

30.

the assistance of the Stratecon Partner, to conceal the fraudulent tax shelter
from the IRS by attempting to cloak all of the work for the shelter in the
attorney-client privilege. The Stratecon Partner’s conduct was well known
to his supervisors who were later promoted to the positions of Vice
Chairman in charge of Tax and Chief Financial Officer. This abuse of the
attorney-client privilege was used by the Stratecon Partner (with the
knowledge and approval of his supervisors) to circumvent the firm’s
internal controls, and to prevent others at KPMG from having full access to
documents relating to the Stratecon Partner’s fraudulent activities.

Some KPMG tax partners and tax leaders also routinely attempted to cloak
in the attorney-client privilege communications that revealed the true nature
of their conduct even though those communications were not privileged —
i.e., they were not conveying confidential information to attorneys for the
purpose of receiving legal advice — by routinely copying an Associate
General Counsel on email communications and memoranda in an effort to

conceal information contained in those communications and memoranda
from the IRS and others.

KPMG’s Responses to IRS and Senate Investigations
of its Fraudulent Tax Shelter Activities

Despite the efforts described above by the tax partners to prevent IRS
scrutiny of these tax shelters, the IRS became aware of certain of these tax
shelters and in September 2001 it initiated an examination of KPMG for its
failure to register the transactions with the IRS. As part of this
examination, in early 2002 the IRS issued 25 summonses to KPMG calling
for the provision of information relating to numerous tax strategies with
which KPMG may have been involved. In response to these 25
summonses, KPMG provided the IRS with several hundred boxes of
documents responsive to the summonses. However, hundreds of documents
were withheld on claims of privilege that were later rejected by a United
States District Court based on the Court’s determination, which KPMG did
not appeal, that KPMG had “misrepresent[ed] its unprivileged tax shelter
marketing activities as privileged communications.”

In addition, the IRS summonses required KPMG to designate a
knowledgeable person to testify under oath at the IRS. KPMG’s tax
leadership designated the partner in charge of the PFP group (the “PFP
Leader™) to testify. A KPMG representative who attended the first of the
PFP Leader’s four days of testimony expressed the view to several KPMG
tax leaders that the PFP Leader’s testimony was, in many respects,
misleading and evasive. This testimony was not supplemented or corrected.

One of the 25 summonses to which KPMG responded called for production
of documents relating to transactions described in an IRS administrative
notice designated as Notice 2000-44. KPMG tax partners understood that
documents relating to BLIPS and SOS were called for in response to this
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32.

33.

summons and others. KPMG produced certain documents relating to
BLIPS but did not produce any documents relating to SOS. Despite the
involvement of a number of its tax partners in the marketing and sale of
SOS transactions, which was well known to several members of KPMG’s
tax leadership and certain partners responsible for responding to the
summonses, no documents relating to SOS were collected as part of the
initial summons response process, and on several occasions prior to early
2003, the IRS was falsely advised that KPMG had largely complied with
the IRS summonses.

In addition, as several members of KPMG’s tax leadership and certain
partners responsible for responding to the summonses well knew,
information and documents relating to the Stratecon Partner’s activities
were called for by summonses issued by the IRS to KPMG. Indeed, the
Stratecon Partner had arranged for at least 14 KPMG partners to engage in
SOS transactions for their own account. Nevertheless, KPMG did not
produce to the IRS in response to summonses any documents or information
relating to the Stratecon Partner’s tax shelter activities until 2004, and on
several occasions prior to early 2003, the IRS was falsely advised that
KPMG had largely complied with the IRS summonses.

In early 2003, the IRS became aware that KPMG tax partners had helped
some high net worth individual clients participate in SOS tax shelters. In
May 2003, IRS agents directly asked KPMG, through its outside counsel,
what role KPMG had played in the SOS shelters. A KPMG tax partner
seeking information in response to that inquiry conveyed the IRS’ inquiry to
the PFP Leader, who falsely advised that the only role that KPMG had
played with respect to SOS was to assist a couple of high net worth
individual clients in preparing and filing tax returns that reflected the tax
losses from SOS transactions. This false representation was then relayed to
the firm’s counsel, and then made to the IRS. In fact, KPMG was in
possession of numerous responsive documents and the existence of those
documents was known to senior tax leaders and legal compliance personnel
directing the summons-response process. Yet, none of the SOS transactions
marketed and sold by KPMG tax partners were provided to the IRS until
late 2003 and early 2004.

In January 2003, the Permanent Subcommittee on Investigations of the
United States Senate’s Committee on Governmental Affairs (the
“Subcommittee™) commenced an investigation into efforts of several major
accounting firms, including KPMG, to mass market abusive tax shelters.
As part of that investigation, the Subcommittee issued a subpoena to KPMG
calling for the production of certain documents, including information
relating to tax shelters used by certain KPMG partners to avoid their own
taxes. KPMG was in possession of numerous documents responsive to that
request and several senior tax partners and KPMG’s Office of General
Counsel were well aware of those tax shelters and documents and the
Subcommittee’s request for them. In February 2003, KPMG stated that “to
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35.
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the best of its knowledge and belief, after reasonable inquiry to date, the
firm has not yet identified any documents that are responsive to this
request,” and the firm subsequently negotiated with the Subcommittee as to
the scope of the subpoena. None of the documents relating to SOS
transactions, including tax shelters used by certain KPMG partners on their
own account, was produced to the Senate.

In November 2003, several KPMG tax partners testified in a public hearing
before the Subcommittee. The PFP Leader delivered KPMG’s official
statement to the Subcommittee, and then falsely denied in response to one
question that KPMG’s fee was a percentage of the tax loss to be generated
by the shelters. In addition, when asked by a Senator whether FLIP, OPIS
and BLIPS were “designed and marketed primarily as tax reduction
strategies,” the PFP Leader falsely stated “Senator, I would not agree with
that characterization.” The testimony of KPMG’s representatives before the
Subcommittee was misleading and evasive in other ways, at one point
prompting a Senator to admonish the PFP Leader to “try an honest answer”
and at another point prompting a Senator to state to KPMG’s Vice

Chairman in charge of Tax that “I can’t get a straight answer out of you to a
very direct question.”

KPMG'’s Cooperation

At the outset of the criminal investigation, KPMG made the decision to
cooperate with the Government. To that end, KPMG, on its own initiative,
determined to condition employment and payment of legal fees for its
current and former partners on their cooperation in the investigation, and
took disciplinary action, including by refusing to pay attorneys’ fees and by
terminating the employment of those who chose not to cooperate with the
criminal investigation. KPMG also declined to enter into any joint defense
agreements with any current or former personnel or any other organizations
or individuals whose conduct has been the subject of the Government’s
investigation. KPMG responded to grand jury subpoenas by providing the
Government with documents reflecting the improper and illegal conduct of
its tax partners and others, and responded to numerous specific requests for
information on particular issues. As the Government’s investigation
progressed, the firm periodically authorized waivers of attorney-client and
work product privileges in order to provide the Government with
documents containing factual information of material interest to the
Government’s investigation. The firm also agreed to limited requests made
by the Government to refrain from conducting certain internal inquiries that
might have interfered with the Government’s own investigation.

KPMGQG has also agreed to fully cooperate with the Government’s

investigation into criminal wrongdoing associated with the development,
promotion, and implementation of tax shelters.
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UNITED STATES DISTRICT COURT
SOUTHERN DISTRICT OF NEW YORK

___________________________________ X
UNITED STATES OF AMERICA : PROPOSED ORDER
PURSUANT TO 26 U.S.C.
- against - i § 7216(b)(1)(B)
KPMG LLP, : 05Cr.
Defendant.
___________________________________ X

WHEREAS, the parties to this action have entered into a deferred prosecution
agreement dated August 26, 2005 (the “Agreement”);

WHEREAS, the Agreement provides for the appointment of an independent
Monitor to review and monitor KPMG’s compliance with the Agreement;

WHEREAS, the Agreement provides for restrictions on and elevated standards for
KPMG’s tax practice;

WHEREAS, 26 U.S.C. § 7216(a) prohibits the knowing or reckless disclosure by
a tax return preparer of “any information furnished to [the preparer] for, or in connection
with, the preparation of any such return” (the “Information”);

WHEREAS, the Agreement provides that the Monitor’s performance of his or her
duties constitutes a “quality review” pursuant to 26 C.F.R. § 301 .7216-2(0), and

therefore disclosure of the Information by KPMG to the Monitor is permitted pursuant to
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26 U.S.C. § 7216(b)(3);

WHEREAS, the parties wish to further facilitate the effective performance of the
Monitor’s duties by ensuring disclosure of the Information by KPMG to the Monitor and
by the Monitor to the United States Attorney’s Office for the Southern District of New
York (the “Office”) notwithstanding any restrictions of 26 U.S.C. § 7216(a), and have
jointly requested entry of this Order; and

WHEREAS, the Court hereby finds that it is in the interests of justice to facilitate
effective performance of the Monitor’s duties by ensuring disclosure of the Information
by KPMG to the Monitor and by the Monitor to the Office notwithstanding any
restrictions of 26 U.S.C. § 7216(a),

NOW THEREFORE IT IS ORDERED, pursuant to 26 U.S.C. § 7216(b)(1)(B),
that KPMG is permitted to disclose to the Monitor such Information as the Monitor
determines to be related to the Monitor’s performance of the Monitor’s duties pursuant to
the Agreement;

IT IS FURTHER ORDERED, pursuant to 26 U.S.C. § 7216(b)(1)(B), that the

Monitor is permitted to disclose to the Office such Information received from KPMG as
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the Monitor determines to be related to the Monitor’s performance of the Monitor’s

duties pursuant to the Agreement; and

IT IS FURTHER ORDERED, that to the extent the regulations set forth at 26
C.F.R. § 301.7216-2(c) would require documents disclosed pursuant to Court order to be
individually marked as such, such a requirement would be unduly burdensome and
would frustrate the purposes of this Order, and therefore such marking is not required.
SO ORDERED.

New York, New York
August 29, 2005

UNITED STATES DISTRICT JUDGE
SOUTHERN DISTRICT OF NEW YORK

EOUSA 1156





