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

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

I. Introduction

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

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

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

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

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

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

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

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

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

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




Il. Findings

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

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

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

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

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

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

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

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

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

I11. Executive Summary

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

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

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

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

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

3See, e.g., document dated 5/18/01, “ PFP Practice Reorganization Innovative Strategies Business Plan —
DRAFT,” authored by Jeffrey Eischeid, Bates KPMG 0050620-23, at 1.



