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for Plaintiffs.
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Heather L. Vann, John Lindquist, U.S.
Department of Justice, Washington, DC,
for Defendants.

AMENDED [CORRECTED] FINDINGS
OF FACT AND CONCLUSIONS OF
LAW

SAYLOR, District Judge.

This is a dispute concerning two com-
plex tax shelter transactions. The plaintiffs
in these consolidated actions are Fidelity
International Currency Advisor A Fund,
LLC and Fidelity High Tech Advisor A
Fund, LLC. The tax matters partner, and
the principal taxpayer who invested in and
benefitted from the tax shelter transac-
tions at issue, was Richard J. Egan.!

Richard Egan was one of the founders
of EMC Corporation and the former am-
bassador to Ireland. He entered into the
tax shelter transactions to avoid large tax
liabilities on the sale of EMC stock and the
exercise of non-qualified stock options.
Together with his wife, Maureen, Richard
Egan claimed a tax loss of $158.6 million in
2001, a further tax loss of $1.7 million in
2002, and capital losses of $167.1 million in

executors of his estate, have been substituted
as tax matlers pariner.




2002 as a result of their participation in
the tax shelter transactions.

The IRS disallowed the tax treatment
claimed by the Egans and issued Final
Partnership Administrative Adjustments
adjusting various partnership items and
assessing accuracy-based tax penalties.
This litigation followed.

The case was tried before the Court
over 44 trial days beginning in late 2008.
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The Court also received more than 3,700
exhibits, and heard extensive testimony
from multiple expert witnesses. For the
reasons set forth below, the Court con-
cludes that the partnership item adjust-
ments made by the IRS are correct, and
accordingly will enter judgment for the
United States. The Court also finds that
various accuracy-related penalties are ap-
plicable.
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1. INTRODUCTION

A. Summary of Facts

Richard J. Egan was one of the founders
of EMC Corporation, a large, publicly-
traded manufacturer of computer storage
devices. By the year 2000, Richard Egan
and his wife Maureen had amassed enor-
mous personal wealth, the great majority
of which was in the form of EMC stock.

The Egans were highly sophisticated

taxpayers; Richard Egan was one of the
most successful businessmen in the history

of the United States. His personal and
family financial affairs, including the man-
agement of his wealth and the payment of
his taxes, occupied an entire organization
of twenty or so employees, which included
his three sons, at least two certified public
accountants, and a variety of other busi-
ness and financial specialists. Richard and
Maureen Egan expressly delegated power
over their tax affairs to their son Michael,
and explicitly and implicitly delegated au-
thority for those matters throughout the
family organization.

With the Egans’ wealth and income
came potentially large tax labilities. As of
2000, the Egans beneficially owned ap-
proximately 25 million shares of EMC
stock. At its peak in September 2000,
EMC shares traded at more than $100 per
share. Because the Egans’ basis in those
shares was extremely small—approximate-

ly two cents per share—the sale of any
substantial portion of that stock would
have produced huge capital gains, subject
to a long-term capital gains tax at a rate of
20%.

In addition, the Egans owned non-quali-
fied options to purchase more than 8 mil-
lion shares of EMC stock at very low
strike prices. The exercise of those op-
tions would generate large amounts of or-
dinary income, subject to taxes at a mar-
ginal rate that approached 40%.

In early 2000, Richard Egan and his son
Michael became interested in investing in
tax shelters to avoid taxes on the capital
gains and ordinary income that was likely
to result from the sale of EMC stock and
the exercise of the options. With the as-
sistance of an attorney from Chicago
named Stephanie Denby, the Egans inter-
viewed several tax shelter promoters in
May 2000. They eventually selected the
large international accounting firm KPMG.
Through KPMG, the Egans were intro-
duced to a small firm called Helios, which
(with a related company called Diversified
Group International, or DGI) had designed
a highly complex tax shelter transaction
that it was marketing to wealthy individu-
als.

The original tax shelter scheme involved
the contribution of both paired offsetting
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options - (in large notional amounts) and
appreciated assets (such as EMC stock) to
an entity taxed as a partnership. In sim-
plified terms, the promoters claimed that
the purchased option was an asset, but
that the sold option was not a liability; the
taxpayer thus supposedly contributed as-
sets to the partnership entity, but not lia-
bilities, creating a grossly inflated basis in
his interest in the entity. The taxpayer’s
interest would then be sold, and the tax-
payer would claim that the inflated basis
(from the contribution of the options)
“eliminated” any gain from the disposition
of the stock or other assets. Variations of
the scheme were designed to create artifi-
cial losses to offset ordinary income.

A significant feature of the scheme was
the fact that four major law firms—includ-
ing Proskauer Rose and Brown & Wood,
eventually Sidley Austin Brown & Wood—
had been recruited by the promoters to
provide favorable opinion letters. The tax-
payers were told in advance that they
could choose one of the four firms for their
favorable opinion. The opinion letters
were in essence intended to serve as insur-
ance against tax penalties should the IRS
ever discover the transactions, and thus to
induce investors to invest in the 'tax shel-
ters.

By early August 2000, the Egans were
on the brink of engaging in a transaction
with KPMG and DGI/Helios that was de-
signed to eliminate up to $200 million in
capital gains by artificially inflating basis,
and were considering a follow-up transac-
tion designed to create up to $200 million
in artificial losses to offset ordinary in-
come.

In August 2000, the IRS issued Notice
2000—44. That notice directly attacked the
types of tax shelter schemes that the
Egans were about to enter into, and stated
that the IRS would not recognize transac-
tions of the type described in the Notice.

In the wake of Notice 200044, the pro-
moters and their law firms concluded that
it was too risky to proceed with the ordi-
nary income portion of the scheme in its
present form. The promoters and the
Egans nonetheless pressed forward with
the capital gains strategy, with a transac-
tion designed to create $160 million in
artificial basis. The strategy involved an
orchestrated series of steps that were
principally conducted through Fidelity
High Tech Advisor A Fund, LLC. The
essential steps of the transaction, other
than the sale of the stock, were completed
by early 2001. TUnfortunately for the
Egans, however, the price of EMC stock
declined, to the point Wwhere they had cre-
ated a purported “basis” of $160 million
without sufficient offsetting assets to take
advantage of it. The Egans accordingly
decided to “stuff” additional low-basis
stock into Fidelity High Tech in an effort
to use the artificial basis they had created.

In the meantime, the Egans continued
to speak with the promoters about a possi-
ble tax shelter strategy for ordinary in-
come from the exercise of the options. By
early 2001, the promoters had devised a
new variation of the strategy that they
called the “Financial Derivatives - Invest-
ment Strategy,” or FDIS. The FDIS strat-
egy, among other things, generated paper
“losses” for taxpayers by assigning any
offsetting “gains” offshore—to one of two
Irish confederates of the tax promoters
(neither of whom, of course, filed U.S. tax
returns).

The Egans exercised their stock options
at various points in 2001, resulting in a
gain of $162.9 million. By early October
2001, the Egans had decided to use the
FDIS strategy to shelter that income from
taxes. Like the prior transaction, the
strategy involved an orchestrated series of
steps, this time through Fidelity Interna-
tional Currency Advisor A Fund, LLC.




The various steps of the transaction were
completed by the end of 2001.

The IRS, however, continued its efforts
to crack down on tax shelters. In June
2002—before the Kgans had filed their
individual tax return for the year 2001—
the IRS adopted a temporary regulation
that required the filing of a disclosure
statement if a taxpayer had participated in
certain tax shelter transactions. KPMG,
which was preparing the Egans’ return,
concluded that such a disclosure statement
was required with the Egang’ return.
Rather than make the disclosure, however,
the Egans fired KPMG and hired an ac-
countant at another law firm—who was
also a confederate of the promoters—to
sign their return.

Around the same time, and as promised
by the promoters, the Egans received
opinion letters from Proskauer Rose (as to
the Fidelity High Tech transaction) and
Sidley Austin (as to the Fidelity Interna-
tional transaction) purporting to opine that
it was “more likely than mnot” that the
proposed tax treatment would be upheld.
The Egans also received a separate letter
from Proskauer Rose opining that the dis-
closure insisted upon by KPMG was not
required.

The Fidelity International transaction
resulted in the creation of artificial “loss-
es” of $158.6 million in 2001, which the
Egans used to offset the ordinary income
of $162.9 million from the option exercise
on their 2001 income tax return that year.
The disclosure statement that was pre-
pared by KPMG, and never filed, stated
that “expected reduction in federal income
tax liability” from the Fidelity Internation-
al transaction was $65.5 million. The
Egans also claimed a loss of $1.7 million
from Fidelity International on their 2002
tax return.

The Egans sold all of the stock in Fideli-
ty High Tech in 2002, for $76.2 million in
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proceeds. The real basis for that stock
was $8.7 million; the inflated claimed basis
was more than $163 million. Instead of

reporting a capital gain of $67.4 million
from the sale of that stock for 2002, the
Egans reported a huge loss.

The IRS eventually learned of the
scheme, and disallowed the treatment of
the transaction on the various partnership
returns on multiple grounds.

B. Summary of Legal Conclusions

In substance, plaintiffs Fidelity High
Tech and Fidelity International seek to
overturn the various adjustments made by
the IRS to items on the partnership tax
returns. The principal argument ad-
vanced by the government in response is
premised on the economic substance doc-
trine, sometimes referred to as the sham
transaction doctrine.

A fundamental principle of tax law is
that transactions without economic sub-
stance, or sham transactions, will not be
recognized. The precise contours of the
economic substance doctrine have not been
set, and vary from -circuit to -circuit.
Nonetheless, it is clear that courts are
required to consider the substance of a
transaction, rather than its mere form, in
considering the tax effect to be given to it.
In making that determination, courts nor-
mally are required to consider two aspects
of a transaction: the subjective purpose of
the taxpayer (that is, whether the taxpayer
actually had a non-tax business purpose
for entering into the transaction) and the
objective purpose of the transaction (that
is, whether the transaction, objectively
viewed, had a reasonable possibility of
profit or other business benefit).

Here, the Egans claim that the principal
purpose of the transactions, viewed objec-
tively, was to serve as a hedge: to mitigate
the risk of a decline in the price of EMC
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stock (in the case of the Fidelity High
Tech transaction) or to mitigate the risk of
fluctuating interest rates or foreign cur-
rency values (in the case of the Fidelity
International transaction). From an ob-
jective standpoint, however, the transac-
tions were entirely irrational; they were
unnecessarily and extravagantly expensive,
and did not hedge the purported risks
effectively (or at all). The Egans also
appear to claim that the transactions were
entered into for profit. If so, they were
also irrational for that purpose; the trans-
actions were designed and intended to lose
money, and in fact did so.

The objective features of the transac-
tions were irrational because, of course,
the Egans subjectively had no actual busi-
ness purpose for entering into them.
None of the participants in these complex
transactions believed that they were real
business transactions, with any purpose
other than tax avoidance. Indeed, it is
highly doubtful that any participant be-
lieved, even for a minute, that the trans-
actions would withstand legal scrutiny if
discovered. No one with the slightest un-
derstanding of the tax laws could reason-
ably believe that $160 million in basis
could be created out of thin air, or that
$160 million in income could be made to
vanish in a puff of smoke. In accordance
with that belief, the Egans and their ad-
visors went to great lengths to try to
ensure that the IRS would never find out
about the transactions—including, among
other things, the filing of partnership and
individual tax returns with multiple false
and misleading entries.

The Egans contend that their subjective
intentions are irrelevant. In substance,
they contend that as long as the transac-
tions were not fictitious—that is, as long.as
the entities existed, the money was trans-
ferred, and the options were purchased
and sold—the economic substance doctrine

does not apply. But the transactions at
issue were “real” only in the sense that a
performance by actors on stage is “real.”
The actors are real human beings, and the
stage sets are made of real wood and real
paint. But the actors are reading from a
script. No one watching “Macbeth” be-
lieves that they are witnessing the murder
of a Scottish king, and the actors do not
believe it either, Here, too, the participants
were simply following a script—a script
that had little or no connection to any
underlying business or economic reality.

" The Egans also make a number of tech-
nical arguments, all of which assume that
the transactions were real and should be
respected. The linchpin of the scheme
from a technical standpoint was a potential
anomaly in the tax code: under a line of
cases interpreting Section 752, a pur-
chased option is an asset, but a sold option
is only a contingent liability. The Egans
thus take the position that a taxpayer can
purchase offsetting options and contribute
them to a partnership entity, and thereby
contribute an asset but not a liability.
From there, it is but a few steps to use the
“asset” to inflate the basis of the partner’s
interest in the entity. If the tax system
depended entirely on form over substance,
the argument might well pass muster.

But tax liabilities are not so easy to
dodge. It would be absurd to consider
offsetting options—purchased and sold at
the same time, and with the same counter-
parties—as separate items, and to act as if
the one item existed and the other did not.
That is particularly true where (as here)
the individual option positions were gigan-
tic, and might bankrupt the taxpayer or
the options dealer if no offset were in
place.

The Egans also point to the longstand-
ing principle that it is perfectly legitimate
to arrange one’s affairs so as to pay as low
a tax bill as possible. That assertion is
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true, as far as it goes, It is entirely appro-
priate, for example, for a taxpayer to de-
cide to buy a house rather than to rent, in
order to take advantage of the many tax
advantages of home ownership. A taxpay-
er may buy a house with a mortgage in
order to take advantage of the deductibili-
ty of mortgage interest. But a taxpayer
cannot undertake phony or meaningless
transactions and claim a tax advantage; he
cannot, for example, lend money to him-
self, pay “interest” on the loan, and claim
the interest deduction. If the tax laws
permitted such a result, they would be
nonsensical, and anyone who paid taxes
would be a fool. The tax laws are neither
8o simple nor so easily evaded.

Finally, the Egans claim that they relied
in good faith on formal legal opinions is-
sued by Proskauer Rose and Sidley Aus-
tin, two highly prominent law firms. It is
true that both firms issued opinions to the
Egans. And it is true that both firms

opined that it was more likely than not

that their tax treatment of the transactions
would be upheld.

But those opinions, too, were just addi-
tional acts of stagecraft. The lawyers
were not in the slightest rendering inde-
pendent advice; the promoters of the tax
shelters had arranged favorable opinions
from those firms well in advance, and as
part of their marketing strategy. Indeed,
the promoters (not the Hgans) paid the
law firmg’ fees. More fundamentally, the
opinions were themselves fraudulent: they
were premised on purported “facts” that
the Egans and the law firms knew were
false, and reached conclusions that every-
one involved knew could not possibly be
correct. 'The opinions had but one pur-
pose: to serve as a form of insurance
against the imposition of penalties if the
transactions were ever to come to light.

The claim of good faith reliance on coun-
sel is thus wholly without merit. The

Egans knew that the opinion letters were
simply part of the tax shelter scheme, and
did not for a moment believe that they
were receiving independent legal advice
after a full disclosure of all underlying
facts.

In short, the Fidelity High Tech and
Fidelity International transactions were
complete shams, without any economic
substance of any kind. For that reason,
and for the other reasons set forth below,
the transactions should not be recognized,
and the adjustments made by the IRS will
be upheld.

I. NATURE OF PROCEEDINGS

These consolidated cases were brought
by Richard J. Egan pursuant to 26 U.S.C.
§ 6226 to challenge adjustments made by
the Internal Revenue Service to tax re-
turns filed by Fidelity High Tech Advisor
A Fund, LLC and Fidelity International
Currency Advisor A Fund, LLC for their
2001 and 2002 tax years. Richard Egan
brought the matters in his capacity as tax
matters partner and notice partner of both
entities. See 26 U.S.C. § 6226(a). The
IRS’s adjustments were set forth in vari-
ous notices of Final Partnership Adminis-
trative Adjustment (“FPAAs”), issued in
2005 and 2006. Plaintiffs calculated the
taxes due by reason of those adjustments
and made deposits of those amounts with
the IRS. Plaintiffs then filed these actions
to obtain a refund of the deposits.

Fidelity High Tech and Fidelity Interna-
tional are limited Hability companies
(“LLCs”). As LLCs, they are treated as
partnerships for federal income tax pur-
poses. See Treas. Reg. § 301.7701-2(a).
Partnerships are “flow-through” entities
and are not subject to an entity-level tax,
although they must file annual informa-
tional returns (Forms 1065) reporting vari-
ous items. 26 U.S.C. §§ 701, 6031(a).
Tax liability on a partnership’s income is
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caleulated and imposed at the partner lev-
el. Accordingly, Fidelity High Tech and
Fidelity International did not pay federal
income tax on their income; instead, they
allocated their income among their part-
ners.

This Court has jurisdiction to determine
all partnership items of Fidelity High Tech
and Fidelity International that were raised
in the FPAAs. See 26 U.S.C. §§ 6221 and
6226(f). Unlike other judicial tax proceed-
ings, such a decision does not determine
the amount of tax owed by a taxpayer or
the amount of any refund of tax due to a
taxpayer. Instead, the determination of
partnership items in a case such as this is
in the nature of a declaratory judgment.
This proceeding determines the nature or
amount of partnership items, and those
determinations are then applied uniformly
in subsequent, separate, partner-level pro-
ceedings to determine each partner’s sepa-
rate tax liability. 26 U.S.C. § 6231(a)(5),
).

Although this proceeding generally ad-
dresses partnership-level items, not part-
ner-level matters, it does not mean that
the treatment of the two transactions on
the Egans’ individual tax returns is irrele-
vant. To the contrary, the goal of the
entire enterprise was to minimize the tax
liability of Richard and Maureen Egan,
and the tax shelter scheme included the
making of false entries on the Egans’ indi-
vidual tax returns in order to minimize the
risk of audit and detection. The tax re-
turns of the Egans are therefore discussed
at some length in this opinion, although no
adjustments to those individual returns are
made in this proceeding.

In summary, and for the reasons stated
below, the Court will uphold the adminis-
trative adjustments made by the IRS as to
the nature of the partnerships and the
relevant transactions.  Among other
things, the Court concludes that (1) the

Fidelity High Tech and Fidelity Interna-
tional transactions lacked economic sub-
stance; (2) that Fidelity High Tech and
Fidelity International were sham partner-
ships, and should be disregarded for feder-
al income tax purposes; (3) that Samuel
Mahoney, the Irish citizen who was a pur-
ported “partner” in Fidelity International,
was not in fact a true partner; and (4) that
the offsetting options pairs should be
treated as a single position for federal
income tax purposes. The Court also finds
that various accuracy-related penalties, in-
cluding the 40% gross valuation misstate-
ment penalty, are applicable. See 26
U.B.C. § 6662(5).

For the sake of convenience, the Court
will use the following terms, unless the
context indicates otherwise:

“Fidelity High Tech” means Fidelity
High Tech Advisor A Fund, LLC,

“Fidelity International” means Fidelity
International Currency Advisor A Fund,
LLC.

“The Egans” means Richard and Mau-
reen Kgan and their son Michael, when
acting on their behalf under a power of
attorney or otherwise as their agent or
representative.

IIl. FINDINGS OF FACT
A. Jurisdictional Facts

1. Fidelity High Tech

1. Fidelity High Tech Advisor A Fund,
LLC (“Fidelity High Tech”) timely
filed its U.S. Return of Partnership
Income (Form 1065) with the IRS for
its December 21, tax year by mailing
it on April 15, 2002. (Id.).

2. Fidelity High Tech timely filed its
tax return with the IRS for its De-

cember 31, tax year by mailing it on
April 15, 2003. (Id.).
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8. At the time he filed these actions,
Richard Egan was the Tax Matters
Partner (“TMP”) of Fidelity High
Tech for its 2001 and 2002 tax years.
(Ex. 108).

4. Richard Egan was the authorized
and proper party to bring the Fidelity
High Tech cases under section
6226(a). (Id.).

5. As a notice partner of Fidelity High
Tech, Richard Egan was the author-
ized and proper party to bring the
Fidelity High Tech cases under sec-
tion 6226(b). d.).

6. On October 11, 2006, the IRS sent a
Notice of Beginning of Administrative
Proceeding (“NBAP”) to the TMP of
Fidelity High Tech with respect to its
December 31, 2002 tax year. (Id.).

7. On October 13, 2006, the IRS mailed
a Notice of Final Partnership Admin-
istrative Adjustment (“FPAA”) to the
TMP of Fidelity High Tech with re-
spect to its December 21, 2001 tax
return. (d.).

8. On October 13, 2006, the IRS mailed
an FPAA to the TMP of Fidelity High
Tech with respect to its December 31,
2002 tax return. (Id.).

9. On November 13, 2006, Richard
Egan timely filed a complaint with
respect to Fidelity High Tech’s De-
cember 21, 2001 tax year pursuant to
section 6226. (Id.).

10. On November 18, 2006, Richard
Egan timely filed a complaint with
respect to Fidelity High Tech’s De-
cember 31, 2002 tax year pursuant to
section 6226. (Id.).

11. Prior to filing the complaint in the
Fidelity High Tech cases, Richard
Egan deposited $13.6 million with the
IRS. (d.).

12. At the time the complaints in the
Fidelity High Tech cases were filed,
Fidelity High Tech’s principal place of

business was located in Westborough,
Massachusetts. (Id.).

2. Fidelity International

13. TFidelity International Currency
Advisor A Fund, LLC (“Fidelity In-
ternational”) timely filed its tax return
with the IRS for its 2001 tax year by
mailing it on April 15, 2002. (d.).

14. Fidelity International timely filed
its tax return with the IRS for its
2002 tax year by mailing it on April
15, 2003. (d.).

15. Richard Egan was the TMP of Fi-
delity International for the 2001 and
2002 tax years. (Id.).

16. In his capacity as both the TMP
and a notice partner of Fidelity Inter-
national, Richard Egan was the au-
thorized and proper party to bring the
Fidelity International cases under sec-
tion 6226(a) and (b). Ud.).

17. On April 6, 2005, the IRS mailed an
FPAA with respect to Fidelity Inter-
national’s 2001 tax return to the TMP
of FICA A Fund. (Id.).

18. On September 1, 2005, Richard
Egan timely filed a complaint with
respeet to Fidelity International’s
2001 tax year. (Id.).

19. On April 26, 2006, the IRS mailed
an FPAA to the TMP of Fidelity In-
ternational with respect to its 2002 tax
return. (Ex. 265).

20. On June 30, 2006, Richard Egan
timely filed a complaint with respect
to Fidelity International’s 2002 tax
year. (Ex. 108).

21. Prior to filing the complaints in the
Fidelity International cases, Richard
Egan deposited $62,600,000 with the
IRS ($62,100,000 for its 2001 tax year
and $500,000 for its 2002 tax year).
Id.).
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22. At the times that the complaints in
the Fidelity International cases were
filed, Fidelity International’s principal
place of business was located in West-
borough, Massachusetts. (Id.).

23. Richard J. Egan died on August 28,
2009. (Docket # 513).

24. Michael J. Egan and John R. Egan,
as co-executors of the estate of Rich-
ard J. Egan, have been substituted as
plaintiffs for Richard J. Egan. (Docket
# 513).

EMC, the Egans, and Related Par-
ties

1. EMC and Richard Egan

25. EMC Corporation is a large, pub-
licly-traded corporation headquar-
tered in Hopkinton, Massachusetts.
It develops and sells, among other
things, data storage and retrieval
technology and products. In 2000, it
had revenues of more than $8.8 billion
and more than 24,000 employees.
(Ex. 108; Ex. T88).

26. Richard Egan co-founded EMC in
1979. (Ex. 108).

27. Richard Egan held the position of
Chief Executive Officer from the
founding of EMC until 1992. (R.
Egan, 1:111-12),

28. Richard Egan was the Chairman of
the Board of Directors of EMC from
January 1988 until January 17, 2001,
when he was named Chairman E mer-
itus. (Ex. 108).

29. Richard Egan resigned as Chair-
man E merit us of EMC on Septem-
ber 10, 2001. (Id.).

30. Richard Egan served as the U.S.
Ambassador to Ireland from Septem-
ber 10, 2001, until January 31, 2008.
{d.).

381. EMC had its initial public stock
offering, and became a publicly-traded

company, in 1986. (R. Egan, 1:110,

Exs. 108, 788).

32. Prior to EMC’s first public offer-
ing, Richard Egan owned approxi-
mately 70% of the stock of EMC. (R.
Egan, 1:110). All, or almost all, of the
EMC stock that the Egan family
owned at the beginning of 2000 was
unregistered founders stock. (Id. at
2:13; Denby, 28:42).

83. The number of EMC shares held
by Richard Egan grew over time due
to multiple stock splits. (R. Egan,
2:29-30).

34. As of September 7, 2001, Richard
and Maureen Egan beneficially owned
approximately 25 million shares of
EMC stock. (Ex. 108). As of Janu-
ary 1, 2001, Richard and Maureen
Egan also owned fully-vested options
to purchase 8,320,000 shares of EMC
stock at relatively low strike prices.
(Ex. 1414).

35. Richard and Maureen Egan were
subject to various restrictions on the
sale of their stock, including SEC
rules and EMC policies that restricted
stock trades to certain windows of
time. (Exs. 21, 22, 326).

36. On August 28, 2009, after the trial
of this matter, Richard Egan died.
(Docket # 507).

2. The Egan Family

37. Richard and Maureen Egan were
married, (R. Egan, 1:107-08).

38. The KEgans had three sons, Mi-
chael, John (also known as “Jack”)
and Christopher, and two daughters,
all of whom were adults at the rele-
vant times. (Id. at 1:108).

39. Richard Egan was a resident of
Massachusetts. (Id. at 1:107).

40. During the relevant years, Mau-
reen Egan claimed residency in Flori-
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da, although the couple was not legal-
ly separated. (Id. at 1:108; M. Egan,
5:47).

41. Maureen Egan was a director of
EMC from Mareh 1993 until she re-
signed effective January 17, 2001.
(Ex. 108).

3. Carruth Management and Subsid-

iaries

42. The appreciation in the price of
EMC stock in the 1990’s rapidly in-
creased the Egan family’s wealth. (R.
Egan, 2:28; M. Egan, 5:36, 44).

43. 1In the early 1990’s, Richard Egan
formed a “family office” to manage his
wealth, make investments, and handle
personal administrative matters. (Ex.
108; R. Egan, 2:26-30).

44. Michael Egan, who previously had
worked at EMC, began working full-
time at the family office in approxi-
mately 1992. (M. Egan, 5:29, 36).

Jack Egan and Christopher Egan also

began working for the family office in
the 1990°s. (Id. at 5:78-79).

45. In the 1990’s, the Egan family of-
fice began to operate under the name
Carruth Management. (Id. at 5:26).

46. Carruth Management LLC was
formed in Delaware in 1997. (Ex.
120). It is located in Westborough,
Massachusetts. (M. KEgan, 5:26).
Carruth is owned in equal parts by
Michael, Jack, and Christopher Egan.
(Exs. 120, 108).

47. Michael Egan is the Chief Execu-
tive Officer of Carruth Management.
During the relevant time, he had gen-
eral authority to invest and manage
Egan family assets. (R. Egan, 2:31,
39, 50).

48. In 2000-2001, the Egan family’s in-
vestments consisted principally of the
following asset classes: EMC stock
and options; commercial real estate;

publicly-traded stocks and other secu-
rities; and private equity investments.
(Exs. 78, 120, 201).

49. Christopher Egan largely handled
real estate investments for Carruth,
and Jack Egan largely handled ven-
ture capital and private equity invest-
ments. (M. Egan, 5:78-79; Ex. 120).

50. Carruth Partners is a wholly owned
subsidiary of Carruth Management.
(M. Egan, 5:79). Carruth Partners
was used to control the commercial
real estate that the HEgans owned.
(d.; Ex. 120).

51. Carruth Associates LLC was
formed in Delaware in 2000, and is a
wholly-owned subsidiary of Carruth
Management. (Ex. 120).

52. During the period from 2001 to
2003, Carruth Associates had approxi-
mately twenty employees. (Reiss,
26:119).

53. The following persons were em-
ployees of Carruth Associates during
the relevant time:

(a) James Reiss was the Chief Finan-
cial Officer of Carruth Associates.
{d. at 26:112; Ex. 120). He has
been a certified public accountant
since 1989. (Reiss, 26:114). He
joined the Egan family office in
1996. (Id. at 26:117).

(b) Patrick Shea was the Chief Oper-
ating Officer of Carruth Associates.
(Shea, 14:91; Ex. 120). He has
been a certified public accountant
since 1981. (Shea, 14:91). He
joined Carruth on June 26, 2000.
(Id. at 14:91, 15:128). Among other
things, Shea was the supervisor of
the tax and accounting group at
Carruth. (Id. at 14:92).

(¢) Melissa Seaver was the Senior Tax

Manager of Carruth Associates.
She joined Carruth in July 2001.
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(Seaver, 25:116, 120). She has been
a certified public accountant since
1999. (Id. at 25:119).

(d) Carolyn Fiddy was the Manager
of Investments at Carruth Associ-
ates until March 2002. (Calkins,
35:27-28).

{e) Robin Calking was an Investment
Assistant at Carruth Associates in
2000. In March 2002, when Fiddy
left Carruth, Calkins became Man-
ager of Investments. Id; Ex.
120).

(f) David Henry was the Director of
Investments at Carruth Associates.
He joined Carruth in March 2001.
(Henry, 4:106; Ex. 120).

54. In the period from 2001 to 2003,
Carruth was generally responsible for
preparing and reviewing tax returns
for Richard and Maureen Egan and
various Egan family entities. (Seaver,
25:120-23).

55. Carruth also relied on outside ac-
countants and advisors for tax advice
and preparation of tax returns.
(Seaver, 25:125; M. Egan, 5:67).

4. Burke, Warren Law Firm

56. The law firm of Burke, Warren,
MacKay & Serritella, P.C. is located
in Chicago, Illinois.

57. Stephanie Denby was a partner of
Burke, Warren. (Denby, 28:8-9).
Richard and Maureen Egan became
clients of Denby in 1994, when she
was hired by Michael Egan to assist
them with estate planning. (Id. at
28:10-11; R. Egan, 2:54).

C. The Tax Promoters and their Asso-
ciates

1. The Diversified Group Incorporat-
ed

58. The Diversified Group Incorporat-
ed (“DGI”) was a self-described “bou-

tique merchant banking firm” based
in New York that, among other
things, designed and marketed tax
shelter products. (Ex. 811).

59. James Haber was the President of
DGI. (Id.).

60. Orrin Tilevitz was Vice—President
and General Counsel of DGIL. (Id.).

61. Mox Tan was a Managing Director
of DGI based in Chicago. (Id.).

62. Philip L. Kampf, Jr., was a Manag-
ing Director of DGI based in Chicago.
(Id.).

2. Helios Financial LLC

63. Helios Financial, LLC was also a
self-described “boutique merchant
banking firm” based in Chicago. (Ex.
28). Helios had a contractual rela-
tionship with DGI wunder which,
among other things, it marketed DGI
tax shelter products and assisted in
their development. (Ex. 400). As de-
seribed by one colleague, James Ha-
ber had two companies that ran “simi-
lar deals” because he had “different
partners.” (Ex. 29).

64. James Haber was the Managing
Director of Helios. (Ex. 28).

65. Mox Tan and Phil Kampf were
Principals of Helios. (Id.).

3. KPMG, LLP

66. KPMG, LLP is a national account-
ing firm.

67. John Schrier was a partner of
KPMG. He was a member of KPMG’s
“Innovative Strategies Group” in the
New York office. (Ex. 470).

68. Timothy Speiss was a partner of
KPMG. He was a member of KPMG’s
“Personal Financial Planning”
(“PFP”) group in the New York office.
(Ex. 1684).
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69. Robert Prifti was a Senior Manag-
er in KPMG’s Boston office and was a
member of its PFP group. (Id.).

70. Brian Rivotto was a partner in
KPMG’s Boston office and was a
member of its PFP group. (Exs. 249,
658).

4. Alpha Consultants. LLC

71. Alpha Consultants, LLC is a Flori-
da limited lisbility company that,
among other things, conducted trades
in options and foreign ecurrencies.
(Ex. 811).

72. Ivan J. Ross was the managing
member of Alpha. (Id.).

73. Ronald Buesinger was a manager
of Alpha. (Id.).

5. Samuel Mahoney

4. Samuel Mahoney is a citizen of Ire-
land. He was a director and owner of
Biosphere Finance Limited, an Irish
company, with offices in Dublin, Ire-
land. (Mahoney Dep. at 4-5; Ex.
1012).

6. Refco Capital Markets Limited

75. Refco Capital Markets Limited
(“Refco”) was a dealer in options.
(Ex. 108).

7. Proskauer Rose, LLP

76. Proskauer Rose, LLP
kauer”) is a national law firm.

77. Ira Akselrad and Janet Korins
were partners in the New York office
of Proskauer.

78. Matthew Sabloff and Michael
Swiader were associates in the New
York office of Proskauer.

(“Pros-

8. Sidley Austin Brown & Wood, LLP

79. Sidley Austin Brown & Wood, LLP
(“Sidley”) is a national law firm. Sid-

ley was the result of a merger in May
2001 between Sidley Austin and
Brown & Wood, LLP (“Brown &
Wood”).

80. R.J. Ruble was a partner in the
New York office of Brown & Wood.

He became a partner in Sidley in May
2001.

9. RSM McGladrey, Inc.

81. RSM MeGladrey, Inc. (“RSM”) is a
national accounting firm.

82. Ronald G. Wainwright, Jr., was Di-
rector of Tax Services in the Raleigh,
North Carolina, office of RSM McGla-
drey. (Wainwright Dep. 1:27-28, 83—
34).

D. The Egans’ Tax Problems

1. Low-Basis EMC Stock

83. As a result of the suceess of EMC
Corporation, the value of its stock
rose enormously from 1979 to 2000.

84. The market price of EMC stock
peaked in September 2000, when it
traded at more than $100 per share.
(Ex. 108). As of that date, the Egans’
shares were worth more than $2 bil-
lion. (Ex. 278).

85. The basis of Richard Egan’s shares
of EMC was very low. For example,
the EMC shares that were eventually
sold as part of the Fidelity High Tech
transaction had a basis of $0.0208 per
share. (Ex. 10).

86. In 2000 and 2001, EMC stock and
options comprised the great majority
of Richard Egan’s wealth. (R. Egan.
2:14; M. Egan, 5:46; Ex. 278).

87. The long-term capital gains tax
rate for high-income taxpayers was
20% in 2000 and 2001. Accordingly, if
Richard Egan had sold EMC stock for
$150 million, he would likely be sub-
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approximately $30 million.

2. Norn—Qualified Stock Options

88. As of January 1, 2001, Richard and
Maureen Egan owned fully-vested op-
tions to purchase an additional 8,320,-
000 shares of EMC stock. (Ex. 1414).

89. The options had been granted in
1996 and 1997. (Exs. 325, 780, 791).
The strike prices varied, but ranged
between approximately $1.15 and
$3.05. (Exs. 325, 780, 791).

90. The options were “non-qualified op-
tions” within the meaning of the In-
ternal Revenue Code. (Shea, 15:72).
As a result, any gain from the exer-
cise of those options would result in
income taxable at the ordinary income
tax rate, rather than at the lower
long-term capital gains tax rate.

91. The highest marginal federal in-
come tax rate in 2000 was 39.6%, and
in 2001 it was 39.1%. For planning
purposes, and to take other taxes into
account, the Egans and their advisors
assumed an effective tax rate on in-
come from the exercise of options of
40%-43.5%. (Exs. 471, 1034). Accord-
ingly, if Richard Egan had exercised
non-qualified options producing a gain
of $150 million, he would likely be
subject to tax on that gain of approxi-
mately $60 million to $65.25 million.

92. As described above, Richard Egan
became Ambassador to Ireland on
September 10, 2001. In order to be-
come ambassador, it was necessary
for Egan to resign as chairman of
EMC. (Ex. 791).

938. The non-qualified options held by
Richard Egan would expire upon his
resignation from the board of EMC.
(Id.).

Affairs to Michael Egan and Car-
ruth

94, During the relevant time, Michael
Egan had primary responsibility for
his parents’ tax affairs. That respon-
sibility included the decision to invest
in the tax shelters at issue in this
litigation, and the filing of the 2001
and 2002 individual income tax re-
turns of Richard and Maureen Egan,
which he signed under a power of
attorney. (Bxs. 8, 232).

95. On October 12, 2001, Richard Egan
executed a power of attorney granting
Michael Egan broad authority, includ-
ing authority as to his “tax matters.”
(Ex. 1128).

96. On December 12, 2001, Maureen
Egan executed a power of attorney
granting Michael Egan broad authori-
ty, including authority as to her “tax
matters.” (Ex. 15).

97. Richard Egan had knowledge of,
and was involved in, the decision to
invest in the tax shelters at issue and
the later filing of tax returns with the
IRS, although he delegated much of
the responsibility, particularly the
day-to-day responsibility, to Michael
Egan and employees of Carruth.

98. Maureen Egan had no role at all
with regards to her tax affairs, which
were handled by her husband Richard
and her son Michael. (Maur. Egan
Dep. at 15-16, 59).

99. Employees of Carruth, acting at
Michael Egan’s direction and pursu-
ant to his delegation, also exercised
authority over the tax affairs of Rich-
ard and Maureen Egan to various de-
grees. James Reiss, the CFO, and
(after June 2000) Patrick Shea, the
COQ, had day-to-day responsibility at
Carruth for the tax matters at issue in
this litigation.
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F. Early Discussions Concerning Tax

Shelters

100. By late April 2000, the Egan fami-
Iy and its  advisors had begun discuss-
ing possible strategies to minimize or
eliminate taxes on the exercise of op-
tions and sale of EMC shares. In
particular, the Egans began consider-
ing tax strategies that would generate
an artificial step-up in basis to elimi-
nate capital gains or the creation of
artificial losses to offset ordinary in-
come.

101. The strategies they were consider-
ing, and that they eventually adopted,
were tax reduction strategies—mnot in-
vestment strategies that were intend-
ed to make rhoney, or hedging strate-
gies that were intended to reduce risk
or preserve capital.

102, Jim Reiss of Carruth and attorney
Stephanie Denby of the law firm
Burke, Warren took the early lead in
exploring possible tax strategies and
setting up meetings with tax advisors
and promoters.

103. On April 25, 2000, Reiss wrote to
Denby that Michael Egan was “antici-
pating unloading his father's EMC
shares at $140” per share, and asked
if she had a “good lead on a transac-
tion and insurance.” (Ex. 3568). The
“transaction” he had in mind was one
that would avoid taxes. (Denby,
28:71).

104. On April 27, 2000, Denby wrote a
memorandum to Richard Egan re-
garding the availability of “capital
gains offset strategies.” (Id. at 28:72;
Ex. 3566). Denby wrote:

There are several strategies still in
play which through a series of
transactions will create for tax pur-
poses a step-up in basis or capital
loss while transactions net out as
economically neutral. The basis or

loss could then be used to offset
capital gains upon the sale of EMC
stock. These transactions exploit
instances in which the tax code has
inconsistent treatment for what is in
effect offsetting positions.

In 1998 we looked at several of
these transactions. Similar types of
transactions are still available. The
IRS is certainly aware that these
transactions are out there. They
have implemented new reporting
requirements to try to stop these
transactions. To date new report-
ing requirements have focused sole-
ly on C corporations. Although,
they could have easily applied simi-
lar restrictions to individuals, they
have failed to do so.

(Ex. 3566).

105. In her April 27 memorandum,

Denby also addressed the audit risks,
as follows:

These transactions clearly take ad-
vantage of “loopholes.” The report-
ing is consistent with tax law al-
though the results are unintended.
The promoters will provide tax
opinion letters to avoid penalties if
audited. It appears that there is a
very low chance that these transac-
tions would ever be picked up by
the IRS. The promoters I have
talked to have not had any audits.
The reported tax cases for similar
transactions all involve C corpora-
tions.... There are further steps
that we can take to limit these
risks. First, some of the promoters
limit use of the transactions to 5 to
7 clients. Therefore, they will only
allow to be used in large situations.
Secondly, some of the transactions
focus on generating basis as op-
posed to capital loss. Basis is more




discrete [sic] and less likely I be-
lieve to cross the IRS radar screen.

(Id.).

In her April 27 memorandum,
Denby also addressed the availability
of penalty insurance to further offset

that might be assessed if the transac-
tions were disallowed.

110. By e-mail dated April 19, 2000,
with the subject line “income tax tech-
niques,” Denby wrote to Reiss regard-
ing the availability of such insurance
from an offshore entity:

the risk of audit, as follows:

We are simultaneously looking at
the availability of purchasing insur-
ance to further offset risk in case of
audit. Initially, I was optimistic
that this product will be available
for these type of transactions.
However, as we are digging deeper
it appears that this is a less likely
option. I do not think that we will
know whether insurance is available
until we are a little further down
this path because insurance compa-
nies will have to look at the tax
opinions before making a final deci-
sion.

(Id.).
107. Finally, Denby balanced the possi-

ble tax savings from the strategies
against the cost and risk, as follows:

I think the risk of this transaction
catching the IRS attention is very
low. At least for one of these
transactions, the fees involved will

Today I met with a representative
of AIG on an unrelated matter.
They are underwriting tax liabilities
with a tax opinion letter.... The
cost is 10% of the tax exposure and
it also covers interest and penalties.
This would suggest that you go for
it and the total cost would {be] lets
estimate 10% of the tax exposure
with no future risk. They are also
underwriting offshore so that you
don’t have to worry about a public
policy bar to coverage for the penal-
ties. If my estimate of the costs is
correct we could get the insurance
on one of these techniques, it would
appear to be a 50% home run (easy
money—maybe too easy). We may
need to have structures in place
before sales for some of the tech-
niques—so let me know if you want
me to get moving. Do you have
any particular techniques in mind?
Let me know what you think.

be less than 25% of the potential tax
liability.

(Ex. 3595).
111. By e-mail dated May 2, 2000, Den-
by wrote to Reiss as follows:

Id.).

108. From the inception of their search
for tax strategies, the Egans and their
advisors knew that these strategies
were not normal business transactions
and would likely expose them to tax
penalties if the transactions were ever
discovered by the IRS.

109. Before writing the April 27 memo-
randum, Denby had investigated the
possibility of obtaining insurance to
cover any tax liability or tax penalty

Marsh & McLennan does not issue
insurance for “transactions with no
economic purpose other than the
tax benefits.” I think if we pursue
this and get rejected, we would be
creating a bad trail. Accordingly, I
think this is not something to pur-
sue. Let me know if you agree.

(Denby, 28:69; Ex. 3600 (internal quo-
tation marks in original)).

112, That same day, Reiss replied by e-
mail as follows:
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They  probably help insure
“straight” transactions. What fun
is there to that? I agree with your
comment.
(Denby, 28:69; Ex. 3600 (internal quo-
tation marks in original)).

113. After May 2, 2000, the Egans
made no further attempt to acquire
insurance for tax liabilities or tax pen-
alties.

114. The bill sent by Burke, Warren to
the Egans for April 2000 for the work
performed by Denby includes entries
for “reviewing possible income tax
strategies,” “exploring capital gains
strategies,” and “capital loss strate-
gies risk assessment insurance alter-
natives.” (Ex. 2802). The bill for
May 2000 includes entries for “tax
strategies, shelter legislation and in-
surance” and “issues regarding gains
techniques.” (Ex 2803).

G. The “Short Option Strategy”

115. The record does not indicate who
developed the initial variant of the tax
shelter strategies at issue in this liti-
gation. Nonetheless, by early 2000,
KPMG, DGI/Helios, and Alpha were
working together (and with other
firms) to develop, market, and imple-
ment paired-option tax shelter strate-
gies.

116. The basic strategy involved the
use of offsetting short and long op-
tions that were contributed to an enti-
ty taxed as a partnership, in which the
taxpayer took the position that one leg
of the options created a “loss” or a
“step-up” in basis and the other leg
should be disregarded.

117, One of the keys to the tax shelter
strategy was the general principle, set
forth in Helmer v. Commn’r, 34 T.C.M.
(CCH) 727 (1975), that the claim of
the holder of an option against the

grantor of an option is not a liability
within the meaning of section 752.
The strategy took the position that
when a taxpayer contributed paired
offsetting options to a partnership, the
taxpayer contributed an asset but not
a lability.

118. By early 2000, KPMG was mar-
keting the tax shelter strategy under
the name “Short Option Strategy.”
(Ex. 458).

119. Variations of the strategy could
function as a “gain eliminator” or a
“loss generator.” A “gain eliminator”
would create an artificial step-up in
basis to avoid capital gains taxes on
the sale of appreciated property. A
“loss generator” would create an arti-
ficial loss to offset capital gains or
ordinary income.

120. For example, by e-mail dated July
14, 2000, Peter Prescott of KPMG
sent James Haber of DGI/Helios a
“short summary of short options
strategy variations.” (Ex. 464). The
e-mail summarized several variations
on the “plain vanilla” strategy that
could be used to “increase” basis or
generate a purported “loss.” (Id.).

121. By June 2000, KPMG had devel-
oped a PowerPoint presentation for
the Short Option Strategy for market-
ing to prospective clients. (Ex. 458).
The PowerPoint presentation showed
how the strategy could offset capital
gains from the sale of appreciated
property. (Id.).

122. An important aspect of the Short
Option Strategy was the preparation
of individual legal opinion letters for
each taxpayer and each “investment.”
(Ex. 426). A law firm would agree in
advance to provide a favorable opinion
letter after the transaction was con-
summated, in order to induce the tax-
payer/investor to purchase the strate-
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gy and to serve as a form of insurance
against tax penalties.

128. Four law firms worked with
DGI/Helios and KPMG to develop and
market the strategy and to issue fa-
vorable opinions: Brown & Wood (la-
ter Sidley Austin Brown & Wood);
Proskauer Rose; Bryan Cave; and
Lord, Bissell & Brook.

124, KPMG and DGI/Helios used a
“model opinion” from Brown & Wood
to assist them in marketing the Short
Option Strategy. (Exs. 443, 132,
3565).

125. The fee paid by the tax payer/in-
vestor for the Short Option Strategy
normally included the cost of the opin-
ion letter on the transaction, which
was paid directly by DGI/Helios to the
law firm. (Exs. 568, 1519, 2771).

126. Helios had a fee sharing arrange-
ment with KPMG with respect to the
Short Option Strategy. (Exs. 3231,
3232). Helios also had a fee sharing
arrangement with DGI and Alpha.
(Fxs. 1640, 2771).

127. The Short Option Strategy was
marketed to dozens of taxpayers.
(Ex. 532).

128. As described below, the IRS is-
sued a notice on August 11, 2000, that
in substance identified the Short Op-
tion Strategy as an abusive tax shel-
ter. Four days later, KPMG issued a
directive to “stop marketing” the
strategy. (Ex. 282). KPMG partners
continued, however, to work with DGI
and Helios on new variations of the
paired-option strategies.

The May 2000 Meetings
1. The May 15, 2000 Meetings in New
York

129. In May 2000, Stephanie Denby
helped set up a series of meetings in

New York City between the Egan
Family and the law firm Jenkens &
Gilchrist (“J & G”) and the accounting
firms KPMG and Ernst & Young LLP
(“E & Y”) in order to explore tax
shelter strategies. (Denby, 28:63-64;
Ex. 431).

130. By e-mail dated May 4, 2000, Den-
by wrote to Reiss that she had
“hooked up” with Steven Rosenthal, a
tax partner at KPMG. (Denby, 28:83;
Ex. 8226). Denby had contacted Ro-
senthal at Reisg’s suggestion, and
spoke with him about “techniques in
conjunction with the sale of EMC
stock.” (Denby, 28:83). Rosenthal
cautioned that he was “very skeptical
about these kinds of techniques,” but
“offered to look over any techniques
[and] offer his risk assessment.” (Ex.
3226). Denby did not pursue Rosen-
thal’s offer. (Denby, 28:84).

131. On May 4, 2000, Denby e-mailed
Reiss concerning planned meetings
with J & Gand E & Y. (Id. at 28:93;
Bx. 3227). Denby wrote:

... the E & Y guys are very squir-
relly, I am having a hard time
getting detail out of them. They
are very proprietary. ...

(Ex. 3227).

132. On May 5, 2000, Denby sent the
following e-mail to Reiss:

Have hooked up with the right per-
son at KPMG (John Schweiyer)
[sic]. He is very knowledgeable
about the market. He has 2 trans-
actions that are interesting. I
would like to add him to the [May
15] event. Even if we do not use
his product he has a good knowl-
edge of the range of products out
there and a good critical eye for the
pluses and minuses. He would be a
good special consultant. ... This is
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also heavy stuff so I hope we don’t
have overload. . ..
(Ex. 3229).

133. By e-mail to Reiss dated May 8,
2000, Denby confirmed that she had
made a tentative schedule for Richard
Egan and Michael Egan to meet se-
quentially with KPMG, J & G, and E
& Y in New York on May 15. (Den-
by, 28:88; Ex. 3228). Denby noted
that the planned meeting with J & G
would be “fairly short since they are
only talking about one strategy” and
that “[tlhe KPMG meeting should be
the most informative since the presen-
ter [John Schrier] is familiar with all
these types of strategies & is very
helpful in risk assessment etc.” (Ex.
3228). Denby again noted, “I am hav-
ing a hard time getting additional in-
formation from E & Y.” (Id.).

134. J & G required the Egans and
their representatives to sign non-dis-
closure agreements prior to the meet-
ing at which they disclosed their tax
strategy. (Hxs. 432, 438, 3552, 3554).

185. On May 11, 2000, KPMG sent
Denby a copy of a PowerPoint presen-
tation as “preparation material for
your upcoming meeting.” (Ex. 131).

186. Before the planned meeting with J
& G on May 15, 2000, J & G provided
Denby with a memorandum dated
April 2000, entitled “Tax Conse-
quences of Contribution of Option
Spread to Partnership or Corpora-
tion,” that described its tax strategy.
(Denby, 28:92; Ex. 434).

137. On May 10, 2000, E & Y sent a fax
to Denby outlining its “Personal In-
vestment  Corporation  Strategy.”
(Denby, 28:96-97; Ex. 437).

138. On May 12, 2000, three days prior
to the planned meetings in New York
City, Denby faxed Michael Egan
charts that she had prepared outlining

her analysis of “each of the strategies”
that were to be presented by J & G,
KPMG, and E & Y. (Denby, 28:62-63;
Ex. 35651).

139. One of Denby’s charts was enti-
tled “Jenkens & Gilehrist Step Up in
Basis for EMC Stock.” (Ex. 3551).
Next to “Step 1,” Denby noted that
the strategy was implemented using
“short and long currency positions
which offset each other” with “very
limited downside risk.” (Id.). Next
to “Step 2,” Denby noted that the
transaction “generates $100 million of
basis [for Maureen Egan] when the
transaction is economically neutral.”
(Id.). Next to “Step 3,” Denby noted:

When options expire, [Maureen
Egan] contributes LP units to LLC.
Transfer will allow 754 election.
This ‘unleashes’ the bagis so it can
be applied against the sale of EMC
stock.

(d.).

140. Another of Denby’s charts was en-
titled “KPMG Capital Gains Elimina-
tion Strategy.” (Id.). Denby noted
the following in her May 12 cover
letter:

The KPMG strategy involves cre-
ation of a lot of entities and subse-
quent redemptions and liquidations.
Therefore, the chart is very confus-
ing. However, these redemptions
and liquidations create the same
type of tax inconsistency that occurs
in the Jenkens & Gilchrist struc-
ture.
dd.).

141. Another of Denby’s charts was en-
titled “Ernst & Young Deferral Strat-
egy.” (Id.). Next to “Step 3,” Denby
noted “Capital gains triggered by sale
of EMC stock offset by investment
‘losses’ generated under Step 1.” (Id.).
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142. On May 15, 2000, Richard Egan,
Michael Egan, Reiss, and Denby met
with representatives of KPMG, J & G,
and E & Y in New York. (Ex. 3532;
M. Egan, 6:112; Denby, 28:34; Reiss,
27:8-9).

143. Michael Egan and Denby testified
that the Egans attended the meetings
in New York on May 15 because the
Egans were looking for a new ac-
counting firm to replace O’Connor &
Drew, the local accounting firm that
they had been using. (M. Egan, 5:72,
76, 6:112; Denby, 28:34).

144. In response to a question as to
what was “the purpose of that trip” to
New York on May 15, Michael Egan
testified:

As I understood it, we were—I was
looking for—to talk to other ac-
counting firms, more larger—Big
Bight size accounting firms to un-
derstand if they had ideas, they
were qualified to be our new lead
accountant.
(M. Egan, 5:72). He acknowledged
that “tax planning was discussed” at
the meetings. (Id. at 5:74). He said,
however, that the KPMG presentation
“wasn’t that interesting” and “wasn’t
really useful.” (Id. at 5:83).

145. Richard Egan testified that he did
not remember much about the May 15
meetings. (R. Egan, 2:47-48). He
testified that he understood he was
included in the meetings in order to
“size up the people that Michael was
looking to learn from or hire.” (Id. at
2:47). He also testified that he did
not recall that he and Michael Egan,
or anyone else at the family office,
“ever talkl[ed] about taxes.” (Id. at
2:55-56). He attributed his lack of
memory to the fact that he kept ex-
cusing himself from the meetings. (R.
Egan, 2:48).

146. The Court does not find the testi-
mony of Michael Kgan, Stephanie
Denby, or Richard Egan concerning
the purpose of the May 15 meetings to
be credible.

147. The purpose of the meetings in
New York on May 15, 2000, was for
the Egans and their representatives
to listen to presentations by J & G, E
& Y, and KPMG concerning tax avoid-
ance strategies.

148. On May 16, 2000, the day after the
meetings, Reiss sent the following e-
mail to Denby:

Dick [Egan] did tell Mike [Egan] on
the trip back that he’d rather have
us help him make money than save
it (.e. [tax] Reduction Strategies
are not his cup of tea I guess). Tl
ping Mike more on this later in the
week.
(Denby, 28:105; Ex. 3230).

149. On May 17, Denby sent the fol-
lowing e-mail: “Interesting. Keep me
up to date if there is anything more
they want me to do on the reduction
strategies.” (Denby, 28:105-06; Ex.
3562). Reiss then replied as follows:

Mike’s comment to me today was
‘that may have been what you heard
but that’s not what he really said.
Dick knows how to make money but
may not know how to save it. Le.
we should keep pursuing our op-
tions.
(Ex. 3562).

150. The bills sent by Burke, Warren
to the Egans for May 2000 did not
include any reference to work per-
formed to replace O’Connor & Drew.
(Ex. 2803). For May 15, 2000, Denby
billed the Egans 8.5 hours, which she
described as “Meet with client regard-
ing loss strategies.” (Id.). For May
16, 2000, Denby billed the Egans 3.5
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hours, which she described as “Issues
regarding reliance on opinion. Re-
view [Redacted].” (Id.). For May 4,
2000, Greg Winters, an associate at
Burke, Warren, billed the Egans 5
hours, which he described as “draft
memorandum to Stephanie Denby re-
garding substantial understatement of
tax penalty and tax shelters.” (Id.).

2. The May 19, 2000 Meeting in Chi-
cago
151. During the presentation in New
York City on May 15, 2000, John
Schrier of KPMG told Denby about
Helios and recommended that she
meet with them. (Denby, 28:110; Ex.
3527). Although the details are un-
clear, it appears that Schrier suggest-
ed Helios as a promoter of a more
complex or sophisticated variant of
the Short Option Strategy.
152. On May 18, 2000, Denby sent the
following e-mail to Jim Reiss:
I am meeting with [Helios] tomor-
row. It sounds like a very similar
transaction to the [Jenkens] trans-
action. It uses Nasdaq options. It
is a more limited -circulation.
Brown & Wood supplies the opinion
letter. The letter will be more like-
ly than not or possibly should be.
The actual options are more expen-
sive. Between 2.5% to 3.5%. After
that the fee component is priced
similarly and subject to the same
type of negotiation.
(Denby, 28:107; Ex. 3565).
153. Reiss responded to the May 18 e-
mail as follows:

Company is called [Heliog]? Is
Brown & Wood reputable (should
be opinion is unusual)? No issue
with corps allowed into this strate-
gy ? I think we need to start to grid
out the different products for con-

cepts, permanent, deferral, #/types
of entities, breakdown of fees, opin-
ion letter, compliance, etc.

Let’s include info on KPMG Option
strategy as well.

(Ex. 8565).

154. On May 19, 2000, Denby met with

Mox Tan of Helios in Chicago to dis-
cuss the Helios tax strategy. (Denby,
28:109; Ex. 3527).

155. The proposed tax strategy in-

volved the use of offsetting options on
the NASDAQ 100 Index Tracking
Stock, which are also referred to as
“QQQ” options, based on their stock
ticker symbol,

156. Immediately following her May 19

meeting with Tan, Denby sent an e-
mail to Michael Egan and Reiss with
the subject line “Helios strategy.”
(Denby, 28:109; Ex. 3527). The e-
mail summarized what she had
learned about Helios, including the
fact that Helios had both a gain elimi-
nation strategy for capital gains stock
and a loss generation strategy for or-
dinary income. (Ex. 3527). She also
proposed a follow-up meeting with
Helios in Boston:

As I discussed with Jim [Reiss],
Helios offers a very similar transac-
tion to the [Jenkens] & Gilchrist
transaction. Helios is the group
that KPMG recommended. The
foreign currency transaction can be
used to offset ordinary income on
the sale of EMC options. They also
offer a QQQ strategy with Nasdaq
options. This can only be used to
offset capital gain (not EMC op-
tions). I think the Helios will be a
much more customized solution
compared to [Jenkens]. They have
also limited distribution. Currently
they have only done 12 foreign cur-




rency swaps. The QQQ strategy is
new so there have been none of
these yet. The QQQ will only be
marketed to individuals. Some
corps have done the foreign curren-
cy swap. dJim [Reiss] thought you
would be interested in meeting with
them.
Id.).
157. On May 19, after the meeting with
Denby, Mox Tan of Helios sent her a
“form of a tax opinion from Brown &
Wood.” (Ex. 132). In the cover mem-
orandum, Tan wrote, “Although the
opinion discusses an investment in for-
eign currency, the analysis for the
QQQ trade should be the same, with
the exception of the [Internal Revenue
Code] Section 988 discussion.” Id.).
158. The Brown & Wood opinion sent
by Tan was labeled as a “model opin-
ion” in bold letters at the top, and
stated that it was intended “for the
purpose of facilitating an analysis of
the issues.” (Id.).
159. Patrick Shea received a copy of
the model opinion after he joined Car-
ruth in June 2000, on which he made
handwritten notes. (Ex. 2768).
160. Shea’s notes on the model opinion
include the following:

1). Business reason—hedge
against drop in EMC stock

2). Need to be a partnership for
[Section] 721 [nonrecognition] of
gain on transfer to partnership

3). Section 752 states short option
not a liability, therefore, not a re-
duction in basis to fund
4). No penalties under [Section]
6662 due to reasonable basis for tax
treatment
5). Reasonable assurance more
likely than not from attorneys

dd.).

161. Also on May 19, Reiss notified

Michael Egan that Denby wanted
them to meet with Helios on May 25
“to discuss their tax reduction strate-
gy.”  (Denby, 28:127-28; Reiss,
27:24-25; Bx. 442).

3. Denby’s Comparison of the Tax

Strategies—May 2000

162. On May 22, 2000, Denby sent

Reiss a letter enclosing an outline for
the proposed Helios transaction, a
summary “Comparison of Structures,”
and a separate chart for each of the E
&Y, J & G, KPMG, and Helios strate-
gies “that weighled] the advantages
and disadvantages of the various capi-
tal loss techniques.” (Denby, 28:113;
BEx. 3555).

163. In her May 22 outline of the Hel-

ios transaction, Denby noted the fol-
lowing:
> HRliminates ordinary income and
capital gains so strategy can be
used for both EMC stock options
and EMC stock
> Can have third party purchase
for step-up (I like this)

> Brown and Wood opinion letter

> Customize option period to
meet your business goals
> Have done 12 or so transactions

> Can do similar strategy with
QQQ but will only work for EMC
stock (not options)

(Ex. 3565).

164. In each of the May 22 charts that

Denby prepared forthe E & Y, J & G,
KPMG, and Helios strategies, she rat-
ed and commented upon the strate-
gies, noting a plus if the transaction
was a tax “elimination” strategy and a
minus if the transaction was only a tax
“deferral” strategy. (Id.). For the
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“Helios Elimination Strategy,” she
noted that it “eliminates capital gains
and ordinary income so can use for
options as well as stock.” (Id.).

165. Denby also rated and commented
upon the length of time to implement
the strategies, noting a plus if the
transaction time was shorter and a
minus if the time for completion of the
implementation and receipt of the tax
benefits was longer. (Id.). She gave
a positive rating to the “Helios Elimi-
nation Strategy.” (Id.).

166. Denby also rated and commented
with respect to the manner in which
the tax loss was generated, noting a
plus if the transaction was “harder for
[the] IRS to find” and a minus if the
transaction was “easier” for the IRS
to find. (Id.). For the “Helios Elimi-
nation Strategy,” she noted that it
“will be structured as basis offset so
harder for IRS to find (other Helios
deals done as loss offset).” (Id.).

167. Denby also rated and commented
with respect to their complexity, not-
ing a plus if the complexity of the
structure made it harder for the IRS
to “unwind” or “pick-up” and a minus
if the simplicity of the structure made
it easier for the IRS to trace. (Id.).
For the “Helios Elimination Strate-
gy,” she noted a concern that its “sim-
plicity of structure” might “make it
easier for IRS to trace.” (Id.).

168. Denby also rated and commented
with respect to the breadth of the
marketing of each strategy, noting a
plus if the transaction had “limited
marketing” and a minus if the trans-
action was “broadly marketed.” (Id.).
For the “Helios Elimination Strate-
2y,” she noted as a positive that it had
“limited marketing (expect no more
than 20ish [customers]).” Id.).

169. Denby also rated and commented
with respect to the proffered opinion
letter, noting a plus if the opinion was
not issued directly by the marketing
firm and a minus if it was. (Id.).

170. Denby summarized her -conclu-
sions in a chart entitled “Comparison
of Structures,” in which she listed and
compared the fees for the “instru-
ments” and the “advisors.” All the
strategies involved a fee based on a
percentage of the size of the transac-
tion. (Id.).

171. Denby also specifically noted that
the Helios strategy made it “[e]asier
to establish business purpose” because
it “can be used to hedge EMC stock
depending on your market view.”
Id.).

4. The May 25, 2000 Meeting in Mas-
sachusetts

172. By e-mail dated May 23, 2000,
Reiss advised Jack Egan about the
upcoming meeting with Helios, stat-
ing:

I wanted to touch base with you to
let you know we have recently coor-
dinated a meeting for a group called
Helios to come in ... to discuss
their tax reduction strategy. Ste-
phanie Denby and I preliminarily
like what this group has to offer.
They even have a strategy for stock
options as well as straight stock.
(Reiss, 27:27; Ex. 442).

173. The meeting with Helios was
placed on the calendar for Michael
Egan as a “Mtg. w/ Helios, S. Denby
& Jim to discuss tax reduction strate-
gy.” (Ex. 447).

174. 'The meeting with Helios occurred
at Carruth’s offices in Hopkinton,
Massachusetts, on May 25, 2000.
(Exs. 427, 442). Michael Egan, Den-
by, and Reiss attended the meeting
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for Carruth. (Denby, 28:133-34; Ex.
442).

175. On May 26, 2000, Denby sent

Reiss an e-mail regarding the previ-
ous day’s meeting and her discussions
with Helios after the meeting concern-
ing fees:

. after the meeting I discussed
with Helios the fees. The fees are
based on a 8% rate. If KPMG were
not involved Helios would just pock-
et a larger percentage. Since our
connection came from KPMG, Hel-
ios would pay them a referral fee
anyway. I think at the same rate.
So [their] involvement does not cost
more but just results in realloeation
of the base fee. I know from other
situations this reallocation occurs
simply from [our] getting the name
[from] KPMG. We are in the wrong
business!

(Denby, 28:134; Ex. 3232).

176. Reiss responded by e-mail the

same day, stating: “Mike [Egan] has
some very specific opinions about this.
I like his thoughts on this though.”
(Reiss, 85:82-83; Ex. 3232).

177. The bill sent by Burke, Warren to

the Egans for May 2000 describes the
work performed by Denby on May 25
as, among other things, “Attend meet-
ing regarding capital loss strategies.”
(Ex. 2808).

1. Further Developments in July 2000
1. The July 10-13, 2000 Meelings in

Chicago

178. On July 10, 2000, Pat Shea (who

had joined Carruth as COO on June
26), Jim Reiss, and Stephanie Denby
met to discuss the proposed Helios
transaction. (Ex. 3236).

179. At one or more times between

July 11 and 138, 2000, Pat Shea, Jim

Reiss, Stephanie Denby, and a Burke,
Warren attorney named Wayne Coo-
per met with representatives of Helios
in Chicago. (Id,; Exs. 3235, 3237).
James Haber, Phil Kampf, and Mox
Tan attended on behalf of Helios.
(Ex. 3237). The purpose of the meet-
ings with Helios was “to review the
tax elimination strategies.” (Id.).

180. Shea took handwritten notes on

July 18 that he titled “Helios Deal-
Capital Gain Reduction.”  (Shea,
15:108; Ex. 2569). The notes were
based on information provided by Ha-
ber.

181. In his notes, Shea outlined the

tentative steps of a capital gains re-
duction strategy, including (1) “Dick
[Egan] transfers stock to Maureen
[Egan]”; (2) “Maureen [Egan] creates
an entity and buys option positions,
either QQQ or foreign currency op-
tions”; (3) Maureen Egan “holds the
options for at least 14 days”; (4) “on
day 15 [she] contribute[s] the EMC
stock and the option position” to Fi-
delity High Tech “along with [a] sec-
ond partner with exactly [the] same
securities”; and (5) “on day 31 [a]
Helios entity buys [the securities] for
FMV of EMC stock and value of the
options,” less a fee of 2.1%. (Ex. 2569).

182. Shea’s notes indicated that the

“pbasis in the partnership” would be
the “long position in the options ...
plus [the] basis in EMC stock (low).”
(Ex. 2569). He also noted that the
purported “business purpose” would
be a “hedge against [a] downward
drop in EMC [stock].” (Id.).

183. Shea’s notes also stated the fol-

lowing:
— shows as one line item on tax
returns

— clean ftransaction—not easily
diseovered
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— easily reported
(zd.).

184. Under the heading “Risk,” Shea
listed three items. First, he noted
that any risk that Helios would “not
do [the] deal” was addressed by the
fact that “they don’t get paid until the
deal is done.” Second, he noted that
there was a risk that the “IRS [would]
disallow” the transaction, in which
case the Egans “[would be] facing in-
terest charges, [but] no penalties, as
we [would] have [a] legal opinion let-
ter.” Third, he noted that there
would be risk of a “gain [or] loss on
[the] options and stock price fluctua-
tions.” (Id.). Shea also noted that
“we want Maureen to do the transac-
tion because there will be a capital
gain here and we do not want it sub-
jeet to [Massachusetts] taxes. (Id.).

185. Shea also took notes on July 13
that he titled “Helios Ordinary In-
come Reduction.” (Shea, 15:103; Ex.
496). Those notes detail a sequence
of steps to implement an ordinary in-
come reduction strategy: (1) “Dick
[Egan] exercises his options NQO’s—
personally or through special trust—
transfers shares to Maureen”; (2)
“Helios & Alpha create an entity as a
hedge fund”; (3) “Maureen’s entity
purchases a foreign currency options
position—100m long—98m short—
cost approx 2m—Maureen gets basis
for 100m long position (cost of 2m)”;
(4) “Maureen holds for 80-90 days
when partnership distributes foreign
currency to Maureen for her interest
in the fund”; (6) “Maureen liquidates
the foreign currency to trigger the
loss”; and (6) “Code Section 988
treats loss on foreign currency as or-
dinary loss.” (Eix. 496).

186. Shea noted that it was “risky that
we have reporting entity EMC for

options,” which made it “hard to bury
on the [tax] return.” (Id.). Shea fur-
ther noted that the exercise of the
options would be a “taxable reportable
event by EMC” that would result in
the issuance to Richard Egan of a
Form 1099 or W-2. (Id.).

187. Shea also prepared typewritten

notes dated July 18, 2000. (Ex. 3237).
In those notes, he described the
planned roles and timing for imple-
mentation of the Helios strategy as
follows: ‘

Their strategy involves using vari-
ous code sections and Egan and un-
related entities to eliminate tax on
stock and options.

[Helios] with KPMG will handle all
filing and paperwork to effect the
transaction.

Depending on size of transaction
their fee is between 3-4%—seems
we have some negotiation room
there

Timing—need 2 weeks to hold
stock—30-90 days in partnership is
recommended to show IRS business
purpose—transaction to be complet-
ed in the same tax year. Point
being—if we want to do need to
consider windows for selling and
timing for paperwork to complete
prior to 12-31

We should get decision makers in-
volved to understand the risk/re-
wards to see if we want to do in
2000 or 2001—please advise

KPMG is involved with Helios in
this transaction—We discussed w/
them possibility of bundling their
services to Carruth Management
LLC....

Will follow up w/ a meeting with
John Schrier of KPMG—to discuss
fees and their services.
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{d.).

2. The July 18, 2000 Meeting with
Helios in Chicago

188. A further meeting was scheduled
with Helios in Chicago for July 18,
2000. (Shea, 15:64; Ex. 26).

189. Prior to the July 18 meeting, Den-
by prepared an updated analysis that
included updated charts outlining both
the “Helios Capital Gain Strategy” for
the EMC stock and the “Helios Ordi-
nary Income Strategy” for the op-
tions. (Denby, 28:146; Ex. 3549).
Denby also prepared a “Timeline and
Fees Chart” and a “Comparison of
Structures” chart comparing the two
Helios transactions to the KPMG, J &
G, and E & Y products. (Ex. 8549).
The “Comparison of Structures” table
included a column for the “tax report-
ing profile” of the various strategies;
the Helios Capital Gain Strategy pro-
file was described as “extremely low,”
and the others were described as “vi-
sible.” (Id.).

190. Denby noted that the “Capital
Gains Elimination Strategy” had
“very clean reporting on [the] tax re-
turn” so it would be “hard for [the]
IRS to find.” (d.).

191. The scheduled meeting with Hel-
ios was held in Chicago on July 18,
2000. (Shea, 15:64; Ex. 26). The
participants at the meeting included
Michael Egan, Pat Shea, and Jim
Reiss of Carruth; Stephanie Denby;
John Schrier of KPMG; James Ha-
ber, Mox Tan, and Phil Kampf of Hel-
ios; and Ivan Ross of Alpha. (Shes,
15:64; Ex. 26).

192. At the July 18 meeting, both Ha-
ber and Schrier made presentations

about “tax reduction strategies.”
(Shea, 15:65-66).

193. Prior to the July 18 meeting, Shea
prepared a typewritten list of ques-
tions that he wanted to discuss with
Helios. (Id. at 15:63; Ex. 471).

194. At the meeting, Shea wrote in, by
hand, notes from the meeting with
respect to his questions. (Shea,
15:67-68, 70-73; Ex. 26). Shea’s
typewritten notes include the follow-
ing questions and corresponding notes
as to the answers to his questions:

Q. Do you have a narrative for
various code sections that you rely
on and a description of the strategy
other than a legal opinion ?

A. He gave us case and Stephanie
has draft legal opinion.

Q. Do you have to register as a
tax shelter ?

A No

Q. How will we handle the report-
ing on the returns—can we run
through Schedule E to avoid a large
loss on the face of 1040-would like
to bury with other entities on
Schedule E.

A. Schrier and KPMG to handle.
Q. Does KPMG handle filing all
entity returns—is that included in
our transaction fee or are there ad-
ditional fees?

A. —included in the fee—they
will file returns and structure the
deal

Q. What is the chronology of the
transactions? Do you have some
sort of document detailing the chain
of events and the timing of the
same?

A. —They will walk wus through
and will go as fast as we want

Q. What is the role of each?
Helios
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Alpha
KPMG
A.  [no handwriting]

Q. What mix of [non-qualified op-
tiong] and long term shares—it is
advantageous for us taxwise to use
NQO’s because bigger tax savings
for us 40% vs. 20%—what about
state impact—will state follow fed
rules here?

A. Mike [Egan]’s preference [is]
to use shares as Dick [Egan] wants
to sell some now—

Q. We need to confirm how EMC
will report the option income to
Dick-W-2 or 1099 form.

A. Jim [Reiss] to push for answer

Q. We need to decide the size of
the transaction and the size of each
block—we need to get pricing from
them reflecting the volume rate and
apply that to our blocks.

A. Looks like 250m—300m on
stocks—maybe another 100m on
NQO’s Michael will discuss with
Jamily to get amounts—

(Ex. 26 (emphagis added)).

195. Thus, as of July 18, 2000, the
Egans were considering entering into
a capital gains elimination transaction
of between $250-$300 million and pos-
sibly another $100 million for an ordi-
nary income loss generator. (Id.).
The size of the transaction had not,
however, been determined, and follow-
ing the July 18 meeting, Michael
Egan was to discuss the size of the
investment in the proposed Helios tax
reduction strategy with his family.
(Id.; Shea, 15:73).

196. At the July 18 meeting, the par-
ties discussed the fact that EMC
might issue a Form W-2 or 1099 to

Richard Egan if he exercised his non-
qualified options, reflecting the pay-
ment of ordinary income. (Shea,
15:74; Ex. 26).

197. At the July 18 meeting, the par-
ties also discussed various ways that a
large loss might be disguised on the
face of the Egans’ tax return, such as
reporting it on a Form 4797 (Foreign
Currency Transaction) filed with a
partnership return. (Denby, 29:147-
150; Exs. 468, 3582).

198. Shea also took handwritten notes
of the July 18 meeting. (Ex. 468). In
those notes, he wrote, “how do we
handle the [$]500,000,000 1099
form[?}” (Id.).

199. Om July 19, 2000, Shea had a tele-
phone conversation with John Schrier
of KPMG. (Ex. 472). Among other
things, Shea and Schrier discussed a
“short option” strategy in order “to
generate ordinary loss.” (Id.).

200. The bill sent by Burke, Warren to
the Egans for July 2000 include en-
tries for work on “tax deferred strate-
gies,” “capital loss strategy,” and
“capital loss strategy issues.” (Ex.
2806). There are no entries in those
bills that refer to hedging or invest-
ment strategies.

3. Carruth’s Due Diligence Concern-
ing the Promoters

201. On July 19, 2000, Jim Reiss sent
an e-mail to Stephanie Denby and Pat
Shea with the subject line “Re: Elimi-
nation Strategy.” (Ex. 3288). Reiss
reported that he and Shea had met
that afternoon with Richard Egan,
and that “we got a lukewarm response
from him. He really wants us to do
due diligence on Helios.” (Id.).

202. On July 20, 2000, Phil Kampf of
Helios sent a fax to Shea responding
to questions about Helios. (Ex. 28).
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The fax included marketing materials
about Helios that included the follow-
ing statement:

Because our transactions are “docu-
ment intensive,” we view our ability
to firmly manage and control the
process of getting two to four sets
of attorneys and accountants to ex-
peditiously reach the desired con-
clusions as being one of our most
valuable contributions to our clients.
(d.).

203. On July 21, 2000, Shea wrote a
memorandum entitled “Memo Re:
Due Diligence Helios Financial LLC.”
(Shea, 15:91-92; Ex. 29). In that
memorandum, Shea wrote that “be-
fore entering into a significant trans-
action with Helios as a facilitator we
wanted reasonable assurance they
were experienced in transactions of
this size and could handle our deal.”
(Ex. 29). The memorandum describes
the due diligence conducted to date.
(Id.). According to the memorandum,
Schrier told Shea that he had worked
with Haber for several years, and that
Haber had a history of working on tax
shelter deals going back as far as the
late 1980’s and early 1990’s, and that
litigation had been brought against
Haber when a tax shelter deal went
sour. (Id.).

J. Formation of Fidelity Entities in
July 2000

204. By mid-July 2000, the proposed
transactions with Helios and KPMG
had progressed to the stage where the
Egans decided to form the various
entities necessary to implement the
transactions.

205. On July 19 and 20, 2000, certifi-
cates of formation were filed in Dela-
ware for five different limited liability
companies.

206. Kach of these LLCs was named
with the word “Fidelity” at the begin-
ning of its name. Fidelity Invest-
ments is the name of a well-known
company in Boston that sells mutual
funds and other investment products.
(Denby, 29:14). Michael Egan select-
ed the name “Fidelity” for these enti-
ties. (Id.).

207. The selection of the name “Fideli-
ty” was intended, at least in part, to
help disguise the transactions.

1. Fidelity High Tech Transaction
Entities

208. Fidelity High Tech Advisor Fund,
LLC was formed as a Delaware LLC
on July 19, 2000. Richard and Mau-
reen Egan were its two members.
(Exs. 1, 108).

209. Fidelity High Tech Option A LL.C
(“Option A”) was formed as a single-
member Delaware LLC on July 19,
2000, on behalf of Maureen Egan.
(Exs. 1, 108).

210. Fidelity High Tech Index A Fund
LLC (*Index A”) was formed as a
single-member Delaware LLC on July
20, 2000, on behalf of Richard Egan.
(Exs. 1, 108).

2. Fidelity International Transaction
Entities

211. Fidelity World Currency Advisor
A Fund, LLC (“Fidelity World”) was
formed as a single-member Delaware
LLC on July 19, 2000. (Exs. 2, 108).
Richard Egan was the sole initial
member of Fidelity World. (Ex. 108).
The Limited Liability Company
Agreement for Fidelity World was
signed by Richard Egan and Michael
Egan. (Ex. 2).

212, Fidelity International Currency
Advisor A Fund, LLC was formed as
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a Delaware LLC on July 19, 2000, on
behalf of Richard Egan. (Id; Ex.
108).

Carruth Prepares to Implement the
Strategies

1. Denby’s Fax of July 20, 2000

218. On July 20, 2000, Stephanie Den-
by faxed various documents to Pat
Shea, including a memorandum enti-
tled “Steps for Capital Gains Elimina-
tion Strategy” that detailed the
planned steps to implement the strat-
egy. (Denby, 29:13; Ex. 3240.1). In
that memorandum, Denby wrote:

For business purpose reasons, it
may be desirable to purchase QQQ
[i.e, NASDAQ 100 index] options.
However, you can also use foreign
currency options or a combination
of the two.

(Ex. 8240.1).

214. On July 20, 2000, in anticipation of
implementing the capital gains reduc-
tion strategy, Richard Egan trans-
ferred 4 million shares of EMC stock
to Maureen Egan. (Ex. 778). At the
time, BEMC stock was trading at ap-
proximately $86.00 per share. The 4
million shares of EMC therefore had a
market value of approximately $344
million,

2. Further Discussions in July 2000

215. On July 25, 2000, Pat Shea attend-
ed a meeting with Richard Egan, Mi-
chael Egan, and Jack Egan concern-
ing the tax reduction strategy. (Ex.
489, Ex. 490). Shea prepared a mem-
orandum of the meeting that listed the
following topics for discussion: “Fee,
Risk vs. Reward” and “Audit Repre-
sentation.” (Ex. 489).

216. On July 26, 2000, Shea sent a
memorandum to Michael Egan recap-

ping the July 25 meeting. (Ex. 490).
In that memorandum, Shea stated:

Dick will commit to the following
200m capital gains reduction strate-
gy—

200m ordinary income reduction
strategy—

I will follow up with Jack to see how
much, if any, if he wants to partici-
pate.

(Id.).

217. Shea spoke on July 27 with Jack

Egan, who indicated he was interested
in participating in a $30 million capital
gains reduction strategy. (Id.; Shea,
15:99).  Ultimately, however, Jack
Igan did not participate.

218. Following the July 25 meeting,

Shea instructed the accounting de-
partment of Carruth to begin prepara-
tions for the Helios capital gains and
ordinary income transactions. (Shea,
15:99-101).

219. On July 26, 2000, the accounting

department of Carruth held a meeting
to discuss the Helios “special strate-
gies” for reducing taxes on “200 mill
stock” and “200 mill. non-qualified
stock options.” (Ex. 2477). The
meeting was attended by Pat Shea,
Jim Reiss, and members of the ac-
counting department. (Id; M. Egan,
7:21-22). The meeting notes taken by
one of the Carruth participants state
that part of the strategy was to “in-
crease cost basis by putting in new
entity.” (Ex. 2477).

220. On July 28, 2000, Pat Shea, James

Haber of Helios, and Ivan Ross of
Alpha participated in a telephone con-
ference call. (Shea, 15:101-02; Ex.
2564). In his notes of the call, Shea
wrote: “Cap gaings EMC stock—200m
Maureen~-30m Jack” and “Foreign
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Currency 200 mill4 Currencies 50
mill each.” (Ex. 2564).

221. On July 81, 2000, Ross e-mailed

Shea a spreadsheet containing several
foreign currency option trades show-
ing a net investment ranging from 1%
to 1.5%. (Ex. 32). Shea wrote the
following on the document: “They
want us to show that we are investing
more than the fees we are paying to
show IRS a good economic deal.”
(Ex. 31).

3. The August 2, 2000 Meeting in

Boston

222. On August 2, 2000, a meeting was

held in Boston. The attendees were
Michael Egan, Jim Reiss, Stephanie
Denby, Pat Shea, John Schrier of
KPMG, and James Haber of Helios;
Ivan Ross of Alpha participated by
telephone. (Ex. 502). The purpose of
the meeting was to discuss the imple-
mentation of the tax strategies. -(Id.).
Among other topics, the participants
discussed the “benefits [and] draw-
backs of an Egan entity remaining in
the QQQ investment partnership for
an extended period of time after Hel-
ios buys the main interest out.” (Id.).

223. Michael Egan took notes at the

August 2 meeting. (M. Egan, 7:36;
Ex. 2565). These notes diagram how
the Helios strategies appeared to him.
(M. Egan, 7:36; Ex. 2565).

224. Pat Shea wrote a memorandum fo

the file concerning the August 2 meet-
ing. (Ex. 502). That memorandum
lists the following as “to do” items
with respect to the planned Helios
strategies:
Confirm what family members are
interested and which program and
how much
Confirm that Dick is in for 200m
QQQs

Confirm how much Dick wants for
foreign currency—100-200m
Confirm [stock] registration re-
quirements with EMC
Capitalize the partnerships to begin
option trading
Review and sign the engagement
letter for KPMG
Get engagement letters for other
family members

dd.).

225. On Thursday, August 10, 2000,

Shea sent a fax to Denby stating the
following:

I spoke with Mike [Egan] this
AM—we will execute Helios next
week—Tues [August 15] or Wed
[August 16]—Can you and I get all
the groundwork done before then so
we can just sign and execute—I
have enclosed the process as I see
it—please comment and let me
know if I am missing anything—
(Ex. 3248).

L. IRS Notice 200044 and Its After-

math

1. The Issuance of IRS Notice 2000-

44

226. On Friday, August 11, 2000, the

Internal Revenue Service released
IRS Notice 2000-44. (Ex. 137). The
Notice was entitled “Tax Avoidance
Using Artificially High Basis.” It ad-
dressed certain “transactions that
were being marketed to taxpayers for
the purpose of generating artificial tax
losses,” and concluded that the “pur-
ported losses” from such transactions
do not represent bona fide losses re-
flecting “actual economic conse-
quences” and were not allowable as
deductions. (d.). It also noted that
penalties might be imposed on taxpay-
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ers or promoters who participated in
such transactions. (Id.).

227, IRS Notice 200044 provided two
examples of the type of transactions it
was targeting. (Id.). Both examples
involved a taxpayer artificially step-
ping up the basis of his interest in a
partnership. One of the examples re-
ferred to a taxpayer transferring
paired options to a partnership where
the taxpayer claimed that only the
purchased option should be taken into
account in caleulating his basis in the
partnership. In the example, the tax-
payer took the position that the sold
option could be ignored because it was
not a liability for purposes of Section
752. (Id.).

2. The Reaction to IRS Notice 2000~
44

228. On August 11, 2000, John Schrier
of KPMG sent Pat Shea and Stepha-
nie Denby a fax attaching a copy of
IRS Notice 2000-44. (Ex. 187).

229. Later that same day, August 11,
Schrier sent Shea and Denby a fax
attaching a copy of Treasury Decision
8896 announcing new temporary regu-
lations. (Ex. 520). Among other
things, the new regulations required
certain tax promoters to maintain a
list of persons who were sold an inter-
est in a tax shelter. {Id.).

230. Minutes later on August 11, Mox
Tan of Helios sent a fax to Denby
attaching a copy of IRS Notice 2000~
44, (Ex. 521).

231. On August 11, 2000, Pat Shea and
Jim Reiss of Carruth, Stephanie Den-
by, John Schrier of KPMG, and Phil
Kampf and Mox Tan of Helios partici-
pated in a telephone conference call.
(Ex. 519). The subject of the call was
IRS Notice 200044 and its potential

impact on the planned transactions.
(Id.; Shea, 15:125).

232. Among other things, the partici-
pants in the August 11 conference call
were concerned that the transactions
would have to be described on a list
that the TRS could review, and that
the law firms participating in the
strategy would no longer issue a fa-
vorable opinion. Shea’s notes of the
conference state the following:

— More likely than not opinion—
need to wait for the opinion before
we do anything-

— These are listed transactions-

— Time frame for the opinion-not
clear yet—lawyers have to read no-
tice and decide if they will give
opinion—

— list requirements—not sure
what details are or will be—

— registration issue—2 registra-
tions—SKEC filings
— The beauty of the transaction
was [that it was] so hidden but now
it is not hidden—

(Ex. 519 (emphasis in original)).

233. Also on August 11, Richard Egan
sent a copy of a news article from the
Boston Globe bearing the headline,
“‘Son of BOSS’ Tax Shelter on U.S.
Hit List” to Michael Egan, Shea, and
Reiss. (R. Egan, 2:63-64; Ex. 518).
The article referred to a notice issued
by the Treasury Department target-
ing certain tax shelter transactions.
(Ex. 518). It further stated that the
“government’s action spells out the
practices the IRS has found objection-
able and puts taxpayers on notice that
they cannot use those practices to
avoild paying taxes.” (Id.). It also
quoted an anonymous Treasury offi-
cial as stating that the new tax shelter
was being marketed by one or two of
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the “Big Five” major accounting
firms, and listed KPMG by name.
(Id.).

234. Richard Egan testified that he cir-

culated the article because he knew
his son Michael “wasn’t happy” with
the accounting firm of O’Connor &
Drew, the article contained “a list of
accounting firms in it, all the big
ones,” and his son “was thinking of
moving up, so to speak.” (R. Egan,
2:64).

235. The Court does not find Richard

Egan’s testimony concerning the rea-
son he forwarded the news article to
be credible. The reason Richard
Egan sent the article was because he
was concerned that the proposed tax
shelter transaction might be subject
to the new IRS rules.

236. On August 14, 2000, Shea spoke

with John Schrier at KPMG regarding
the status of the transactions in the
wake of IRS Notice 2000-44. (Ex.
526). In his notes of that call, Shea
wrote that KPMG “doesn’t know if
they will stand behind the transaction
yet.” (Id.).

237. On August 15, 2000, KPMG ad-

vised its employees to “stop market-
ing” the Short Option Strategy in
light of Notice 2000—44. (Ex. 282).

238. On August 15, 2000, Shea met

with Richard Egan, Jack Egan, and
Christopher Egan to discuss the im-
pact of Notice 200044 on the pro-
posed transactions. (Shea, 15:131;
Ex. 529). In his notes of the meeting,
Shea wrote:

Helios Tax Deal

I discussed the IRS notice released
[sic ] and advised

1). We don’t proceed now until we
get a confirmation that KPMG will
continue to promote the program

2). We need to be assured that
Brown & Wood will do an opinion
letter and will stand behind it
3). We get a definition of what
penalties, if any, we are exposed
to—
4). If this program is dead we can
look to Helios for other deals—
(Ex. 529). He added, “Dick still stat-
ed that he liked the ordinary income
portion and wants to sell stock during
this window.” (Id.).

239. On August 16, 2000, Mox Tan of

Helios sent an e-mail to Jeffrey Eish-
eid of KPMG, on the subject “KPMG
SO0S Opportunities as of August 11,
2000.” (Ex. 532). In the e-mail, Tan
stated he was providing a “highly con-
fidential” list of the “roughly 40 SOS
opportunities we have discussing with
your partners, with a general status
as 8/11/2000 (pre-notice).” (Id.). The
first category of the list of opportuni-
ties was entitled “due diligence com-
pleted-single member LLC has been
formed-preparing to do the trade.”
(d.). One of those “opportunities”
was “Dick and Maureen Egan”; ac-
cording to the summary prepared by
Tan, the Egans were preparing to do
a “$230 [million] basis bump on appre-
ciated stock,” and that there was a
“potential follow-on deal” for a $200
million “trade for stock option OI [or-
dinary incomel].” (Id.).

240. On August 16, 2000, Stephanie

Denby and Pat Shea spoke by tele-
phone concerning the impact of Notice
2000—44. (Shea, 16:6-11; Ex. 533).
By that point, Denby had learned the
reactions of the law firms who were
expected to render favorable opinions.
Denby told Shea that she understood
that it was “95% certain” that Pros-
kauer would give a “favorable opinion
letter” on the capital gains strategy,
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because that strategy was “not trig-
gering a loss.” (Ex. 533). Denby also
told him, however, that Brown &
Wood was “not at this point comforta-
ble with [an] opinion letter, especially
[with] KPMG,” that neither Brown &
Wood nor Proskauer would “give [an]
opinion on [the] ordinary income por-
tion [of the strategy]l because this
triggers a loss,” and that “loss genera-
tion is what the notice attacks.” (Id.).
Denby also told Shea that Brown &
Wood would not give an opinion letter
to a KPMG client because it was “too
broad a market” with “too many cir-
cumstances,” and because KPMG
might keep an “investor list” and
presents a “bigger audit risk.” (Id.).
241. In a follow-up call, Denby told
Shea that “Brown & Wood [was]
clearer on opinion letter but not with
KPMG—]they] don’t want to mass
produce the letter.” (Id.).

3. The August 23, 2000 Conference
Call

242. On August 23, 2000, Michael
Egan, Pat Shea, Jim Reiss, and Ste-
phanie Denby participated in a tele-
phone conference to discuss the im-
pact of IRS Notice 2000-44. (Ex.
542). Also participating in that call
were R.J. Ruble of Brown & Wood
and James Haber, Mox Tan, and Phil
Kampf of Helios. (Id.). Prior to the
conference, Shea prepared typewrit-
ten discussion points. (Id.; Shea,
15:15; 16:12-13). Shea sent a copy of
his discussion points to Denby by fax.
(Ex. 540). The discussion points were
addressed during the call. (Shea,
16:13).

243. Shea’s first two discussion points
stated that in Notice 2000-44, the IRS
was “taking the position that there is
no economic loss and they are not
bona-fide business losses as required

by Section 165” and that “penalties
will be assessed under various provi-
sions and sections.” (Ex. 542). As to
both points, Shea posed the question,
“how are you arguing against [that
position] in your opinion letter?”
(Id.). As to the penalty issue, he
asked, “[alre we assured that there
will not be penalties?” and “[ilf we
enter this transaction based on your
opinion letter and lose—what are rem-
edies against you for penalties?”’
Id.).

244. Shea testified that he asked these

questions regarding penalties because
“we were starting to get concerned or
had some concern on whether the
transactions that Mr. Eigan was enter-
ing into fell under this notice, and the
notice did have penalties associated
with it.” (Shea, 15:16).

245. Shea’s notes posed the following

further questions:

If we enter this deal after this no-
tice is our exposure more? Are
there benefits to entering this
transaction with or  without
KPMGI?] [1I]t appears we will have
less chance of being audited if not
under their radar screen—also[,] do
they have more of a responsibility
to list the transaction where a
smaller less vigible firm may not
have same listing interpretations?
What are out there for other avail-
able strategies that may work for us
and are not as visible or under scru-
tiny?
(Ex. 542).

246. In his notes of the August 23 con-

ference call, Michael Egan wrote
“penalties [-] yes or no.” (M. Egan,
7:82; Ex. b41).

247. At some point in late August 2000,

the Egans decided to go forward with
the capital gains strategy, notwith-
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standing the risks of an IRS audit and
the imposition of penalties.

4, The Initial Draft Legal Opinions

for Fidelity High Tech

248. As noted, the plan for the capital

gains strategy was for one of four law
firms to provide a favorable opinion
letter to the Egans. The opinion let-
ter would be provided after the trans-
action was consummated, and before
the filing of the relevant tax returns.

249. By late August 2000, the Egans

had tentatively decided to use the
Proskaver law firm for the opinion
letter for the capital gains strategy.
The parties continued, nonetheless, to
involve R.J. Ruble of Brown & Wood
in their discussions.

250. At some point in late August 2000,

Stephanie Denby spoke with Ira Ak-
selrad of Proskauer by telephone con-
cerning IRS Notice 2000-44. (Denby,
29:146-55; Kx. 3582). Denby’s hand-
written notes of that conversation in-
dicate that Akselrad was taking the
position that Notice 200044 was dis-
tinguishable because it addressed loss-
es, not “gain elimination.” (Ex. 3582).
He also suggested that the IRS had
issued the notice in order to “reduce
[tax shelter] activity,” but that it
“didn’t organize [a] strike force” to go
after tax promoters. (Id.). He also
said that he felt “good” that the firm
“should not get hit with sanctions.”
(zd.).

251. On August 31, 2000, Matthew Sa-

bloff, an attorney at Proskauer, sent a
“draft opinion” of a similar transaction
to Denby, Reiss, and Shea. (Ex. 138).

252. On September 11, 2000, Carolyn

Fiddy forwarded some questions from
Michael Egan about the transaction to
Shea. (M. Egan, 7:102; Ex. 562). One
question was whether Carruth had a

draft copy of a legal opinion letter
relating to the transaction. (Ex. 562).

253 On September 15, 2000, Haber

sent an e-mail to Shea, Reiss, and

Denby with the subject line of “Notice
2000-44.” (Ex. 583). Attached to
that e-mail was a “rider” written by
Brown & Wood regarding Notice
2000-44. (Id.). In that document,
Brown and Wood questioned the au-
thority of the IRS to issue Notice
2000-44 and concluded that Notice
2000-44 did not apply to the transac-
tions at issue (which were not identi-
fied). (Id.). Among other things, the
Brown & Wood “rider” assumed in
distinguishing Notice 2000—44 that the
transactions “were motivated by non-
tax reasons” and that the investor
“had a reasonable opportunity to earn
a reasonable profit, in excess of all
fees and transaction costs, from the
Transactions, without regard to tax
benefits.” (Id.).

254, On September 15, 2000, Denby
sent an e-mail to Michael Egan advis-
ing him that:

Jimmy [Haber] forwarded me the por-
tion of Brown & Wood’s opinion letter
that deals with Notice 200044. They
have done a good job differentiating
this transaction from the notice. I
think we should feel comfortable that
if Proskauer does not come to bat,
that Brown & Wood will cover us. I
would have no problem proceeding at
this point.

(Ex. 585).

255. On September 20, 2000, Denby
sent an e-mail to Tan stating:

Jimmy [Haber] told me that he
thought we would be getting a draft
of the Proskauer opinion letter this
week., Can you let me know where
we stand.

(Ex. 595). Tan responded:
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Jimmy [Haber] has received a draft
of the Proskauer opinion and is in
the process of reviewing it and mak-
ing comments on it. Would you
rather wait for the second draft or
would you like to see what we have
in hand right now?
(Id.). Denby then responded:

I can wait to see the second draft.
Could Jimmy just give me an assur-
ance that this is in fairly good shape
& that we will be getting a usable
product?

(d.).

256. On September 26, 2000, Shea and

Denby both received a revised draft of
a legal opinion letter from Proskauer
relating to the High Tech transaction.
(Shea, 24:82-83; Denby, 29:40-43;
Ex. 604).

257. Ultimately, in its opinion letter

dated April 5, 2002, Proskauer opined
that Notice 200044 is inapplicable to
the High Tech transaction, principally
because the option transaction in the
Notice “directly results in a tax loss
when the investor disposes of his part-
nership interest” while in the High
Tech transactions, “the increased out-
side basis resulting from the contribu-
tion of the option spread simply per-
mits [the Egans] to avoid a taxable
gain.” (Ex. 122 (emphasis added)).

Carruth Resumes Implementation
of the Capital Gains Strategy

1. The September 5, 2000 Memoran-

dum

258. On September 5, 2000, Tan,

Kampf, and Haber of Helios sent Den-
by the first in a series of memoranda
entitled “Discussion Draft—Imple-
mentation Steps for Purchasing Op-
tions—Capital Gains Strategy.” (Ex.
550). The September 5, 2000 draft

described the parties to the capital
gaing strategy as “Option A,” “Index
A, “High Tech,” Helios, and HSBC.
dd.).

259. The September 5 “Implementa-

tion Steps” memorandum set forth a
series of specific steps to be imple-
mented over a period of approximate-
ly sixty days. (Id.). On the first
three days of the plan, the following
was to occur: (1) Option A and Index
A were to open accounts with HSBC
Bank (or an affiliate); (2) Maureen
Egan and Richard Egan were to
transfer shares of EMC stock to Op-
tion A and Index A, respectively; (3)
Maureen Egan and Richard Egan
were to transfer sufficient capital to
purchase options with long and short
positions as described in the memo-
randum and acquire the offsetting op-
tions; and (4) Helios was to provide
daily valuations of the option positions
held by Option A and Index A. (Id.).

260. According to the September 5

plan, approximately two weeks later,
Maureen Egan and Richard Egan
were to transfer their interests in Op-
tion A and Index A, respectively, to
Fidelity High Tech in exchange for
membership interests. (Id.). Under
the plan, this transfer would allow the
Egans to claim a basis in their Fideli-
ty High Tech interest equal to the
premiums “paid” for the long options
without any reduction for the premi-
ums “received” for the short options.

261. According to the September 5

plan, for approximately the next six to
seven weeks, Helios would provide da-
ily valuations of the option positions
now held by Fidelity High Tech. (Id.).
During the same time, Helios and
Carruth would negotiate and enter
into a purchase agreement governing
the sale of the Egans’ interests in




Fidelity High Tech to Helios. (Id.).
Near the end of that period, Fidelity
High Tech was to open an account
with HSBC Bank (or an affiliate) and
transfer the EMC stock it held to that
account. (Id.). Fidelity High Tech
would then provide Helios with at
least a 48-hour notice of the closing
date of the sale of the Egans’ interests
in Fidelity High Tech to Helios. (Id.).
Thereafter, Helios would purchase
100% of the Egans’ interests in Fideli-
ty High Tech for 98.7% of the fair
market value of the EMC shares.
dd.).

262. According to the September 5
plan, the sale of the Egang’ interests
in Fidelity High Tech—which held the
low-basis high-fair-market-value EMC
stock—would generate no capital gain
to the Egans, because their claimed
stepped-up basis in their Fidelity
High Tech interests would be slightly
greater than the gross proceeds to be
received by them on the sale. (Ex.
519).

263. The September 5 plan called for
Helios to purchase the Egan’s interest
in Fidelity High Tech (and with it, the
EMC stock in that entity). As de-
scribed below, the plan was later
changed to permit the Egans to sell
the stock in the open market direct-
ly—what was referred to as the “stock
dribble” strategy.

264. On September 7 and again on
September 8, 2000, Tan, Kampf, and
Haber of Helios sent Denby a revised
version of the memorandum entitled
“Implementation Steps for Purchasing
Options—Capital Gains  Strategy,”
which changed some of the details of
the plan for the transaction. It did
not, however, materially alter the
plan. (Exs. 557, 564). Tan also sent
a copy of the September 8 draft mem-

orandum to Pat Shea, Jim Reiss, and
Ira Akselrad at Proskauer. (Ex. 561).

2. The Parties Begin Implementation

of the High Tech Transaction

265. On September 8, 2000, Pat Shea

sent Michael Egan an e-mail setting
forth an “estimated schedule of events
to implement our plan” with respect
to the “Helios deal.” (Shea, 16:22;
Ex. 565). The steps set forth in the e-
mail tracked the steps set forth in the
updated “Implementation  Steps”
memorandum. (Ex. 565).

266. On September 8, 2000, Michael

Egan caused Maureen Egan to trans-
fer 1,990,800 shares of low-basis EMC
stock to Option A, and Richard Egan
to transfer 20,200 shares of low-basis
EMC stock to Index A. (M. Egan,
T7:98; Ex. 2555; Kolbe, 37:116-1T;
Dem. Ex. 8000). Those transfers con-
formed with the first step of the
planned transaction as outlined in the
September 8 memorandum from Hel-
ios.

267. On September 14, 2000, funds to-

taling more than $5 million ($4,989,600
on behalf of Maureen Egan and
$50,400 on behalf of Richard Egan)
were wired to HSBC. (Ex. 594).
These transfers conformed with the
second and third steps of the planned
transaction as outlined in the Septem-
ber 8 memorandum.

3. The Withdrawal of HSBC as the

Counterparty

268. As of early September 2000,

HSBC was the proposed options coun-
terparty in the Fidelity High Tech
transaction. (M. Egan, T7:42; Exs.
507, 566). Helios and Alpha had rec-
ommended HSBC to Carruth. (Shea,
15:19).
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269. On September 13, 2000, Carruth
wired $3,999,600 to HSBC to fund the
purchase of options for purposes of
implementing the High Tech transac-
tion. (Ex. 573).

270. At some point before September
15, 2000, R.J. Ruble of Brown & Wood
prepared a draft opinion for HSBC
concerning the proposed transaction.
(Ex. 582). Ruble reported to Haber,
however, that his partners at Brown
& Wood would not “go along” with his
treatment of the transaction, because
they did not believe that the purchase
of the short option should be ignored:

they believe that if the short option
is a liability then it is part of the
‘investment’ on which the penalty is
imposed . ... [their view is that ‘no
investment in the partnership would
have been made without the use of
the short option to finance the long.’
(d.).

271. At some point before September
19, 2000, HSBC withdrew from the
planned Helios capital gains transac-
tion. (M. Egan, 7:96; Shea, 15:19).

272. James Haber of Helios told Pat
Shea that HSBC withdrew as counter-
party because it did not want to take
the “reputational risk” in light of IRS
Notice 2000-44. (Shea, 15:20, Ex.
603).

273. By fax dated September 19, 2000,
Robin Calkins, at Michael Egan’s di-
rection, requested the return of the
money that had been wired to HSBC
on September 14, 2000. (Shea, 16:27-
28; M. Egan, T7:118; Ex. 594). The
money was returned on September 20,
(Ex. 646).

274. On September 20, 2000, Denby e-
mailed Tan of Helios:

. what is the status of HSHB
[sic]? When are we going to imple-
ment the purchase? Please let me

know. FYI-I bet that it was not
pleasant at Carruth on Tuesday
[September 19, 2000]. This type of
thing drives Mike crazy.

(Ex. 595).

275. As of September 27, 2000, the
Egans were looking for a counterpar-
ty to replace HSBC on the transac-
tion. (M. Egan, 7:119; Ex. 2782).

4. The Selection of Refco as the Sub-
stitute Counterparty

276. On the advice of Helios and Alpha,
the Egans decided to use Refco as the
counter party to the Fidelity High
Tech option trades. (M. Egan, 6:25;
Shea, 15:19; Ex. 608).

277. Refco calculated the bid/ask fee
for the High Tech options as 10% of
the net payout, or $1,000,000. (M.
Egan, 8:102; Ex. 710).

278. Michael Egan did not competitive-
ly price the High Tech option trades
to make a determination as to what
fees or bid-ask spreads other brokers
would charge, even after he learned
that the fee charged by Refco would
be $1,000,000. (M. Egan, 7:38-39,
103).

5. The First Registration of EMC
Shares

279. Before October 2000, most or all
of the EMC stock owned by the
Egans was unregistered. (R. Egan,
2:16; Denby, 28:42). The stock had to
be registered, however, in order to be
sold as part of the Fidelity High Tech
transaction.

280. On September 26, 2000, a Special
Meeting of the Board of Directors of
EMC approved the filing of a Form
S-8 registering 2,000,000 shares of
common stock owned by the Egans.
(Ex. 40).
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Form S-3 with the SEC. (Ex. 41).
The Form S-3 registered for sale
2,020,000 shares of EMC common
stock owned by High Tech after
transfer from Richard and Maureen
Egan. (Id.). Richard Egan reim-

bursed EMC the registration fee of

$52,661. (Ex. 275).

6. Carruth Puts the Fidelity High
Tech Transaction on Hold

282. In the meantime, the price of
EMC stock had fallen, making it less
desirable to sell. The combination of
the legal uncertainty after the issu-
ance of IRS Notice 200044 and a
decline in the price of EMC stock
caused a temporary delay in the im-
plementation of the capital gains re-
duction strategy.

283. In a memorandum dated October
13, 2000, Carolyn Fiddy informed
Richard Egan that the Fidelity High
Tech transaction was “on hold.” (Ex.
634).

284. During the period from October
2000 to December 2000, Shea met and
spoke periodically with James Haber
and John Schrier to discuss tax reduc-
tion strategies. (Ex. 627), Shea also
met periodically with Michael Egan to
keep him up to date on those discus-
sions. (Id.).

285. On December 11, 2000, Schrier
notified others at KPMG that he had
met with Shea, and that the Egans
were “still talking about reducing tax
on some built-in gain stock.” (Ex. 43).

286. On December 13, 2000, Shea had a
meeting with Michael Egan. (Exs. 627,
657). Shea and Michael Egan dis-
cussed, among other things, the fact
that the capital gains transaction was

still “on hold.” (Ex. 627).

281. On October 2, 2000, EMC filed a

287. Shea also told Michael Egan that
he had spoken with John Schrier, who
told him that “KPMG has a deferral
plan for options—(ordinary income),”
but that there were “no more elimina-
tion plans out there.” (Id.).

7. The Year-End Transfer of Mau-
reen Egan’s Fidelity High Tech
Interest

288. On December 21, 2000, Carolyn
Fiddy sent an e-mail to Jim Reiss, Pat
Shea, and Michael Egan alerting them
that because Maureen Egan held a
99% interest in Fidelity High Tech,
which held 2,020,000 shares of EMC
stock, her interest would be subject to
the Florida intangibles tax. (Ex. 664).
Reiss responded and suggested some
solutions for avoiding the tax, includ-
ing having Maureen Egan make a gift
of her interest in Fidelity High Tech
to Richard Egan before the end of the
year and then having Richard Egan
give the interest back after the new
year had started. (Id, Ex. 45).

289. On December 28, 2000, Melody
Dunn, an attorney at Burke Warren,
e-mailed Reiss, Shea, and Fiddy two
documents: one to transfer Maureen
Egan’s entire interest in Fidelity High
Tech to Richard Egan “effective as of”
December 27, 2000 (in other words,
the day before) and to indicate Rich-
ard Egan’s acceptance of that interest,
and one to transfer 99% of Richard
Egan’s entire interest in High Tech
back to Maureen Egan “effective as
of” January 8, 2001, and to indicate
Maureen Egan’s acceptance of that
interest. (Ex. 667).

290. Those documents were sent to
Richard Egan by Jim Reiss with a
backdated cover memorandum. (Ex.
44). Richard and Maureen Egan then

executed the documents. (Ex. 45). It

appears, however, that they were exe-
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cuted after January 3, 2001.
Fgan, 2:112-13; M. Egan, 7:125).

291. No tax return was filed for Fideli-
ty High Tech for the year 2000. (Ex.
1176). However, many months later,
on October 19, 2001, Shea e-mailed
Reiss to report that he had met with
KPMG and James Haber, and that “it
was discussed and decided that we
should file tax returns for the Fidelity
Funds that were set up in 2000—
although filings will be late we want to
file to establish history for the
funds—and start the statute [of limi-
tations] running.” (Ex. 1158). It
does not appear, however, that any
such returns were ever filed.

Resumption of the High Tech Trans-
action in January 2001

292. On January 19, 2001, Shea sent an
e-mail to Michael Egan stating: “Hel-
ios trade—do you want to resurrect—
they are ready to go when we are—
the stock has bounced back some-
what.” (Ex. 681).

1. The January 23, 2001 Tax Analysis
by Shea

293. On January 23, 2001, Shea re-
ceived a “Comparative Investment
Summary” comparing four scenarios
for the proposed Helios trades.
(Shea, 16:38; Ex. 698).

294. Shea made handwritten notes on
the document in which he ealculated
the projected cost of one of the sce-
narios, including the fees payable to
Helios and KPMG and the cost of the
options, as follows:

Fees 150,000,000 x 1.5% = 2,250,000

Cost of Options
Total Cost

4,386,398
6,636,398

(Shea, 16:38; Ex. 698). Based upon these
costs, and the 20% capital gains tax rate,

101

(R. Shea then calculated projected tax benefits
for that scenario as follows:

Savings 150,000,000 x 20% = 30 mil[lion]

6.6 ~ 30 mil = 22%

28,400,000

Cost is 22% of savings—net gain

(Bx. 698).

295. Shea thus calculated the cost of
the Fidelity High Tech transaction as
a percentage of the planned tax bene-
fits.

2. The January 24, 2001 Memoran-
dum from Shea

296. On January 24, 2001, Shea sent a
memorandum to Michael Egan to pro-
vide a “recap of the Helios Trade to
bring [him] up to date” and to “refam-
iliarize [him] with the transaction and
the timing of the trade.” (M. Egan,
T:180; Shea, 16:38; Ex. 147). In that
memorandum, Shea noted that on
September 8, 2000, Richard and Mau-
reen Egan had contributed a total of
2,020,000 shares of EMC to Fidelity
High Tech. (Ex. 147). Shea also re-
viewed the series of steps of the trans-
action and the timing between each
step. (Id.).

297. The January 24 memorandum also
noted that James Haber of Helios was
“very comfortable with the timing” of
the transaction and that “recent vola-
tility [in the EMC stock price] sup-
ports our timing and strategy—rein-
forcing our business purpose.” (Id.).

298. The January 24 memorandum also
noted that “this transaction does not
require registration [as a tax shelter
with the IRS] and they [KPMG and
Helios] are not maintaining [a] cus-
tomer list.” (Id.).

+299.- At some point, Shea wrote on the
January 24 memorandum that “we are
not a tax shelter because each deal is
unique and they [KPMG and Helios]




102

do not promote,” and that if there was
a penalty relating to the transaction, it
would be “on Haber” because he is
the “promoter.” (Shea, 16:42-43; Ex.
698).

300. Shea faxed a copy of the January

24 memorandum with the notes to
Denby. (Shea, 16:38; Ex. 698). He
also faxed her a marked-up copy of
the January 23 “Comparative Invest-
ment Summary.” (Shea, 16:38; Ex.
698).

301. On January 30, 2001, Haber sent

Shea an e-mail with another “Compar-
ative Investment Summary” for the
proposed trades, again outlining dif-
ferent scenarios for the transaction.
(Ex. 703).

302. Again, Shea made handwritten

3.

notes on the document in which he
calculated the projected cost and tax
benefits. (Shea, 16:46; Ex. 678). He
projected a cost as to one scenario as
$6,711,439, based on a cost of options
of $4,311,439; a Helios fee of
$2,250,000; and a KPMG fee of
$150,000. (Ex. 678). Shea also calcu-
lated projected tax benefits for that
scenario. (Id.). He assumed a capital
gaing tax rate of 20% on $150 million,
which would result in a tax of $30
million; he then subtracted the $6.7
million cost and concluded that the net
gain from the transaction would be
$28.4 million. (Id.). He also calculat-
ed that the cost would be 22.8% of the
potential taxes. (Id.). He conveyed
that information to Michael Egan. (M.
Egan, 8:97-98).

The Initial Draft Legal Opinion
Letter from Proskauer

303. Shea’s January 24 memorandum

to Michael Egan stated that he had
requested a draft legal opinion letter
relating to the High Tech transaction

and that the Egans would receive a
final opinion letter 30 days after the
transaction is completed. (Ex. 698).
The memorandum also stated that
“Helios would pay for the legal opin-
ion letter from their 1.83% fees,” but
that “we want [an] invoice to show
separation from Helios,” (Id; M.

Egan, 8:86). Shea provided that in-
formation to Denby. (Shea, 16:38;
Ex. 698).

304. On January 30, 2001, Haber sent a

“draft” of a Proskauer legal opinion
letter to Denby and Shea. (Denby,
29:38-39; Exs. 704, 3271).

305. On January 31, 2001, Shea e-

mailed Michael Egan as follows:

We received the draft [Proskauer]
opinion letter for [Fidelity High
Tech]—Stephanie and I both feel
comfortable with the wording and
context—it addresses all areas of
the transaction as well as the 2000-
44 notice that came out last fall—if
we proceed, we will have our cus-
tom [opinion] letter approximately
30 days after we clogse the deal.

(M. Egan, 8:103-04; Ex. 713).

4. The January 29, 2001 Memoran-

dum by Shea

306. On January 29, 2001, Pat Shea

sent a memorandum to Michael Egan
noting that he had participated in a
conference call to review the details of
the pending options trade—“the tim-
ing as well as the steps to execute.”
(Ex. 696). In the memorandum, Shea
specifically pointed out that the as-
signment by Richard and Maureen
Egan of their respective interests in
Index A and Option A to Fidelity
High Tech “is the transaction that
gives us the step up in basis.” (Id.).




5. The Decision to Allocate 99% of
the High Tech Transaction to
Maureen Egan

307. At some point, Michael Egan de-
cided to allocate 1% of the Fidelity
High Tech transaction (that is, the
option trades and stock contribution)
to Richard Egan’s wholly-owned LLC
(Index A) and 99% to Maureen Egan’s
wholly-owned LLC (Option A). (M.
Egan, 8:93). He testified that the de-
cision to have Maureen -contribute
99% of the EMC stock to High Tech
was based on the fact that she owned
most of the EMC stock that was to be
contributed to High Tech. (Id.). How-
ever, Richard Egan had given 4 mil-
lion shares of EMC stock to Maureen
Egan on July 20, 2000, which was the
same day (or one day after) the three
entities for the High Tech transaction
were formed. (R. KEgan, 3:38; Ex.
778). Maureen KEgan, as a resident of
Florida, would not be subject to a
state capital gains tax on the sale of
her EMC stock. (M. Egan, 5:49).

6. Planning for Tax Reporting of the
High Tech Transaction

308. During the same period, Pat Shea
kept Michael Egan informed of the
anticipated tax consequences of the
transaction. (M. Eigan, 12:85-86).

309. On Janumary 22, 2001, Shea in-
formed Michael Egan that they were
“using Dick and Maureen in order to
keep the reporting on one [Form]
1040 and not using another partner—
elegant reporting.” (Id. at 12:82-83;
Ex. 683).

310. Similarly, Shea’s January 24 mem-
orandum to Michael Egan noted that
“we intentionally want the transaction
between Dick and Maureen so that
the trade only gets reported on one
1040 [tax] return—elegance in report-

ing—not exposing other family mem-
bers to IRS scrutiny.” (Ex. 147).

311. The Fidelity High Tech transac-
tion called for the opening of an ac-
count at Mellon Bank, from which the
EMC shares would be transferred.
In September 2000, Jim Reiss had
inquired as to whether the sale of
EMC stock would trigger the issuance
of a Form 1099 by Mellon. (Ex.
3255). Specifically, on September 8,
2000, Jim Reiss had e-mailed someone
at Mellon to inquire whether it would
accept a letter from Carruth concern-
ing the basis for the stock and wheth-
er it would issue a Form 1099 if the
stock were sold and the proceeds went
into the account. (Id.). Mellon re-
sponded that it would accept a “note
or e-mail” from Carruth as to the
basis, and would not report the pro-
ceeds on a Form 1099. (Id.). Reiss
e-mailed Denby that he “like[d] this
response,” which Denby called “a
home run!” (Id.).

812. The original plan for the High
Tech transaction called for a transfer
of the EMC stock to a Paine Webber
account, from which it would be sold
by Helios. (Hxs. 53, 696).

313. On January 29, 2001, Shea in-
formed Michael Egan in a memoran-
dum that:

The 1099 for the sale of [Fidelity
High Tech] will be issued by Mellon
and will reflect the adjusted basis
that we will provide to them—any
1099 from Paine Webber will be to
Helios as they are selling the stock
through them—we are selling. part-
nership interests, not securities, and
no 1099 will be issued to us.

(M. Egan, 891; Shea, 16:43; Ex. 696).
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7. The Second Registration of EMC
Shares

314. On February 14, 2001, Shea dis-
cussed with Michael Egan the regis-
tration of additional EMC shares “for
another Helios trade.” (Ex. 627). By
April 2001, the Egans had decided to
proceed with the registration.

315. On May 9, 2001, the EMC Board
of Directors approved the filing of a
Form S-3 registering up to 10.1 mil-
lion shares of EMC common stock
owned by the Egans. (Ex. 851).

316. EMC however, required that the
Egans execute an indemnification
agreement indemnifying the company
in connection with any losses or claims
arising out of the registration and sale
of the shares. (Ex. 878).

317. EMC required the indemnification
letter in order to ensure that Richard
Egan “would be responsible for any
and all taxes and penalties if [the] IRS
ever audited EMC due to not taking
the required withholdings.” (Ex.
676).

318. Richard Egan reimbursed EMC
for the registration fee of $98,071,
(Ex. 869).

819. The second EMC registration was
approved by the SEC on June 8, 2001.
(Ex. 2777).

O. Implementation of the Fidelity High
Tech Transaction

820. As described above, Index A, Op-
tion A, and Fidelity High Tech were
formed as limited lability companies
under Delaware law on July 19 and

20, 2000. Index A was a single mem-
ber LLC whose only member was
Richard Egan. Option A was a single
member LLC whose only member
was Maureen KEgan. Fidelity High
Tech was a multi-member LLC.

1. Index A and Opiion A Enter into
Option Trades

321. On January 30, 2001, Index A and
Option A were funded with a total of
$5 million in cash in a 99-to-1 ratio,
with $4.95 million to Option A and
$500,000 to Index A. (Kolbe, 87:117;
Ex. 711; Dem. Ex. 3000).

3822. The next day, January 31, 2001,
Option A and Index A each entered
into trades for a pair of offsetting put
options on the NASDAQ 100, with
very narrowly separated strike prices,
each with Refco as the counterparty.
(Kolbe, 37:117; Exs. 1, 108; Dem. Ex.
3001). The options were “digital,”
meaning that the amount of the pay-
out was fixed in advance as a lump
sum, The options were also “Europe-
an,” meaning that they could be exer-
cised only on their expiration date,
and not before. Kach of the four
options comprising the pairs had a
term of 44 days. The two options
within each pair almost entirely offset
one another, because one was a long
option (that is, purchased) and the
other was a short option (that is, sold),
with nearly (but not precisely) identi-
cal features. (Kolbe, 37:117; Ex. 1).
The terms of the options can be sum-
marized as follows:

Option A NASDAQ 100 Option Pair

Maturity Strike Initial Possible
Option Date Underlying Price Premium Payout
Sold Put 3/16/2001 NASDAQ 100 2,288.15 $154,997,563 ($638,800,318)




Purchased Put  3/16/2001 NASDAQ 100

2,28820  ($158,400,000) $648,700,318

Net Initial Net Possible
Premium: Payout:
($ 8,402,437) $ 9,900,000

Index A NASDAQ 100 Option Pair

Maturity
Option Date Underlying

Strike Initial Possible
Price Premium Payout

Sold Put 3/16/2001  NASDAQ 100

2,288.15 $1,565,632 ($6,452,528)

Purchased Put 3/16/2001  NASDAQ 100

2,288.20 ($1,600,000) $6,5652,528

Net Initial Net Possible
Premium: Payout:
($ 34,368) $ 100,000

(d.).

328. The net premium for both pairs of
NASDAQ 100 options was $8,436,805,
and was paid by Option A and Index
A to Refeo. (Id.). That is, Option A
and Index A were net buyers in these
transactions, because the premium for
the option each bought in its pair ex-
ceeded the premium for the option it
sold. (Id.). Although the potential
“Payout Amount” stated for each indi-
vidual option was quite large, the ac-
tual net payout available to the Egans
if the options were in the money at
expiration was comparatively small,
even before accounting for fees and
costs associated with the transaction.
(Id.). Similarly, the stated preminm
for each of the four individual options
was many times greater than the net
premium actually paid. For example,
Option A’s long option had a stated
premium of nearly $639 million and its
short option had a premium of more
than $648 million, with the result that
the net premium actually paid for this
pair was only $9.9 million. (Id.).

2. The Possibility of a One-Option
Payout

324. If the long option finished in the
money and the short option did not,

the payoff to the Egans could be im-
mense. (DeRosa, 39:103). For exam-
ple, the possible payout on the Option
A pair was more than $648 million.
(Ex. 1).

825. There was, however, no realistic
possibility that such a large payoff
could occur.

326. For the one-option payout to be
even possible, the reference price
would have to hit a precise target
within a narrow window of time, which
was a remote possibility.

327. Under the Refco agreements, the
reference price was defined to mean
“the closing price of the NASDAQ 100
index as defined by the prices be-
tween 9:30 and 9:45 a.m., New York
City time, on the expiration date.”
(Id.; DeRosa, 39:105).

828. There is no “closing price” on the
NASDAQ 100 index during the period
when the exchange is open. (DeRosa,
89:105-06). The price fluctuates rou-
tinely in any particular 15-minute in-
terval. (Id. at 89:107). And the price
is measured by three different indices,
which are almost always the same, but
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not necessarily. (Id.). Refco thus
had the power to select a closing price
at any point during the 15-minute in-
terval, and on any one of three indi-
ces—even assuming that the highly
unlikely event of the index price hit-
ting the right level at the right time
came to pass. (Id.). As a practical
matter, that meant that the possibility
of a one-option payoff was non-exis-
tent. (Id. at 39:109, 116-17).

329. Refeo could have used a precise,
unambiguous number (such as the
price when the market closed), but
chose not to. (Id. at 39:108).

3. The Capitalization of Fidelity
High Tech

330. Effective February 7, 2001, Mau-
reen Egan contributed 100% of her
interest in Option A to Fidelity High
Tech. (Exs. 1, 742).

331. Bffective February 7, 2001, Rich-
ard Egan contributed 100% of his in-
terest in Index A to Fidelity High
Tech. (Exs. 1, 743).

332. Option A and Index A owned no
assets other than the two pairs of
options at the time they were contrib-
uted to Fidelity High Tech. Because
Option A’s option pair was 99 times
the size of Index A’s option pair, this
created an allocation of High Tech
membership interests such that 99%
belonged to Maureen Egan and 1%
belonged to Richard Egan. All other
contributions to Fidelity High Tech by
Maureen Egan and Richard Egan
were also made in a ratio of 99:1, with
Maureen Egan contributing 99% and
Richard Egan contributing 1%. (Ex.
122). As a result of these contribu-
tions, and the LLC agreement, Mau-
reen Egan continued to own a 99%
share of Fidelity High Tech, and Rich-
ard Egan a 1% share.

333. The Egans took the position that
“effective” February 7, 2001, Maureen
and Richard Egan contributed 1,999,-
800 and 20,200 shares of EMC stock,
respectively, to Fidelity High Tech.
(Ex. 1). In fact, however, as de-
scribed above, those shares of EMC
stock were actually contributed to Fi-
delity High Tech on September §,
2000.

4. The Purported Increase in Basis

334. As described below, the Egans
took the position that only the
$158,400,000 of stated premium debit-
ed for the long NASDAQ 100 option
entered into by Option A should be
taken into account in calculating Mau-
reen Egan’s basis in Fidelity High
Tech, and that the $154,997,563 of
premium credited for the short option
should be disregarded. (Eixs. 3, 4, 8).

335, As a vresult, Maureen Egan
claimed a basis in Fidelity High Tech
of more than $158400,000, even
though the net premium paid by her
for the contributed NASDAQ 100 op-
tions was only $3,402,437.

836. Likewise, in calculating Richard
Egan’s basis in Fidelity High Tech,
the Egans took the position that only
the $1,600,000 of stated premium de-
bited for the long NASDAQ 100 op-
tion entered into by Index A should
be taken into account and that the
$1,565,632 of premium credited for the
short options should be disregarded.
(Exs. 3, 4, 8).

337. As aresult, Richard Egan claimed
a basis in Fidelity High Tech of
$1,600,000, even though the net premi-
um paid by him for the contributed
NASDAQ 100 options was only
$34,368.



888. The Egans therefore claimed a
combined basis in Fidelity High Tech
as of February 2001 of $160 million,

5. The Receipt of McData Stock Divi-
dend

339. On January 12, 2001, EMC an-
nounced that MecData Corporation, a
subsidiary of EMC, would be spun off
into a separate publicly-owned compa-
ny. (Ex. 145). As a result, all share-
holders of EMC as of January 24,
2001, would receive Class A common
shares of MecData on a pro rata basis
based on the number of EMC shares
owned. (Id.). For each EMC share
owned, the shareholder would receive
approximately 0.0869 of one share of
MeData stock on February 7, 2001.
(Id.).
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340. As a vesult of the contributions
made by the Egans, Fidelity High
Tech owned 2,020,000 shares of EMC
stock, and was eligible to receive
McData shares. On February 9,
2001, High Tech received its pro rata
shares from the McData dividend.
(Kolbe, 37:118). High Tech received
74,349 shares of MeData stock.
Those shares had a cost basis of
$0.0005 per share, 99% of which were
attributable to the EMC shares con-
tributed by Maureen Egan and 1%
attributable to the EMC shares con-
tributed by Richard Egan. (Exs. 3,
771).

341. The result of the Egans’ combined
contributions of stock to High Tech up
to February 2001 is summarized in
the following table:

Basis and Value of Stock Contributions to High Tech up to February 2001

Cost Basis
Per Share

Contributed
Shares

Cost Basis for
Contribution

FMYV Per Share
at Time of
Contribution

FMYV for
Contribution

2,020,000 Shares

of EMC $0.0208 $42,016

$70.00 $141,400,000

74,349 Shares of

MecData $0.0005 $ 8117

$37.06 $ 2755374

(Exs. 1,3, 4).

6. The Cover/Termination of NAS-
DAQ 100 Options
342. Because of market movements in
the NASDAQ 100 index, within a few
days the options showed a gain (be-
fore expenses) of more than $1.4 mil-
lion.
343. On February 10, 2001, Shea sent
an e-mail to Michael Egan informing
him of the following:

as of Friday, 2/9—we had a profit of
over [$11 milllion] on our options in
the Helios trade—we can look at
Monday—1I have talked [with] Ivan
Ross and confirmed that we can sell

the options without selling the EMC
position—can we discuss that
thought—if we don’t want to sell
EMC so low—sell the options and
keep the EMC-—it helps to support
our business purpose—it gives us a
track record it gives us a profit on
the trade—allows us to hold EMC
until the price increases.

(Ex. 752).

844. On February 12, 2001, Fidelity
High Tech closed out the NASDAQ
100 option positions entered into by
Option A and Index A on January 31,
2001. It did so by entering into
trades for additional pairs of NAS-
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DAQ 100 options with terms precisely consequence after February 12, 2001,
offsetting the terms of the January 81, they were kept in place and allowed to
2001 options. (Exs. 1, 108). As a expire aceording to their terms on
result of the entry into this second set March 16, 2001. (Ex. 1).

of offsetting options, the options col- )
lectively had zero net value and no 345. The results following the Febru-

potential for future gain or loss. ary 12, 2001 closeout of the NASDAQ
(Exs. 1, 108). Even though the op- 100 options can be summarized as fol-
tions had no value and no economic lows:

Option A NASDAQ 100 Option Pair-Covering Options BEFORE Fees

Premium
Initial Premium (Paid)/Received
Strike (Paid)/Received for Covering Resulting Payout
Option Price 1/31/2001 Option 2/12/2001 (Paid)/Received
Sold Put 2,288.15 $154,997,563 ($313,082,018) ($158,084,455)
Purchased Put 2,288.20 ($158,400,000) $317,984,007 $159,584,007
: Net Initial Net Covering Net Result
Premium: Premium: before Fees:
$ 3,402,487) $ 4,851,989 $ 1,449,552

(Id; Ex. 122).
Index A NASDAQ 100 Option Pair-Covering Options BEFORE Fees

Premium
Initial Premium  (Paid)/Received
Strike (Paid)/Received for Covering Resulting Payout
Option Price 1/31/2001 Option 2/12/2001 (Paid)/Received

Sold Put 2,288.15 $1,565,632 ($3,162,443) ($1,596,811)
Purchased Put 2,288.20 ($1,600,000) $3,211,454 $1,611,454

Net Initial Net Covering Net Result

Premium: Premium: before Fees:

($ 34,368) $ 49,011 $ 14,643

(Exs. 1, 122).

346. As described below, in connection reflect $900,518 in fees, resulting in a
with the Fidelity High Tech transac- reported gain of $563,677. (Ex. 3).
tion, the Egans incurred and paid $1.8 347. The results following the Febru-
million in fees to Helios and KPMG. ary 12, 2001 closeout of the NASDAQ
In the Form 1065 Short Year Tax 100 options as reported on the Form
Return filed by High Tech covering 1065 Short Year Tax Return filed by
the period through December 21, High Tech covering the period
2001, High Tech adjusted its reporting through December 21, 2001, can be

of the option transaction outcomes to summarized as follows:



Option A NASDAQ 100 Option Pair—Covering Options AS REPORTED

: Initial Premium
Strike (Paid)/Received
Option Price 1/31/2001

Premium
(Paid)/Received
for Covering Resulting Payout
Option 2/12/2001 (Paid)/Received

Sold Put 2,288.15 $154,851,562

($313,377,643) ($158,626,081)

Purchased Put 2,288.20 ($158,549,657)

$817,633,756 $159,084,099

Net Initial
Premium:
($ 8,698,095)

Net Covering Net Result
Premium: as Reported:
$ 4,256,113 $ 558018

{d.).

Index A NASDAQ 100 Option Pair—Covering Options AS REPORTED

Initial Premium
Strike (Paid)/Received
Option Price 1/31/2001

Premium
(Paid)/Received
for Covering Resulting Payout
Option 2/12/2001 (Paid)/Received

Sold Put 2,288.15 $1,584,165

($3,165,431) ($1,581,266)

Purchased Put 2,288.20 ($1,601,508)

$3,208,433 $1,606,925

Net Initial
Premium:
(§ 17,343)

Net Covering Net Result
Premium: as Reported:
$ 43,002 $ 25659

Ia.).

348. After February 12, 2001, the only
remaining assets owned by Fidelity
High Tech were the EMC and McDa-
ta shares contributed by Richard and
Maureen Egan. (Ex. 1). However, al-
though the options had been terminat-
ed, the Egans claimed that an outside
basis from the long option premiums
paid by Option A and Index A re-
mained. (Ex. 122).

349. On February 14, 2001, Shea sent
Richard and Maureen Egan various
documents for signature concerning
the Fidelity High Tech transaction
(including consents for transactions
that had already oecurred). (Ex. 47).
Shea advised the KEgans that the
transfer of interests from Index A and
Option A to Fidelity High Tech “gives
us our step up in basis for tax pur-
poses,” and that “all we need now is
the [EMC and MeData] stock to in-

crease to a point where you feel com-
fortable selling.” (Ex. 47).

“Stuffing” of Additional Low-Basis
Stock into Fidelity High Tech

350. At the beginning of September

2000, EMC stock was trading at
$98.00 per share. (Ex. 634). There-
after, the share price of EMC steadily
declined, with the exception of a small
increase in January 2001. By the end
of November 2001, EMC stock was
trading at $16.79 per share. (Ex.
1472).

351. The Fidelity High Tech transac-

tion had created a purported “basis”
of $160 million. As the price of EMC
stock began to decline, however, it
became apparent to Michael Egan and
others that the stock could not be sold
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for a sufficient gain to take advantage
of that entire “basis.” In addition, the
Fgans did not want to show a loss on
the sale of the stock. Accordingly, in
2001 the Egans added additional low-
basis stock to the High Tech Fund—a
practice that was referred to as “stuff-
ing.” As Haber advised Pat Shea, the
Egans could “stuff [High Tech] with
more stock to get our per share basis
lower [—] that will allow us to sell
shares tax free.” (Ex. 1150).

1. “Stuffing” Activities in May and
June 2001

352. At least as early as May 2001,
Michael Egan was being provided
with spreadsheets prepared by Caro-
Iyn Fiddy that set forth the fair mar-
ket value of the stock held in High
Tech, The spreadsheets showed how
much additional stock would need to
be contributed to bring the value of
the portfolio up to the amount of the
$160 million purported basis. (M.
Egan, 9:40-41; Ex. 2780).

353. The first round of “stuffing” oc-
curred in June 2001, when additional
shares of McData and EMC stock
were contributed to Fidelity High
Tech.

354. On May 2, 2001, Stephanie Denby
asked Shea and Reiss whether “we
[were] going to stuff any more McDa-
ta or EMC stock” into Fidelity High
Tech. (Ex. 3277). Shea responded
that Michael Egan had told him “to
put it back on the front burner to
‘stuff the fund to utilize the basis.””
(d.).

865. On May 15, 2001, Shea informed
Fiddy, Denby, and Reiss by e-mail
that:

At a lunch meeting with Mike

[Egan] today, he informed me of
the following—contribute all the

]

MecData stock we have to Fidelity
High Tech Advisor A Fund[;] con-
tribute 1 to 2 million shares of EMC
to the fund—we will back in to the
number of shares when we know
the price and fair market value of
all MeData and the fund compared
to our basis—(160 milllion]) we
want a gain.
(Eix. 3279).

856. On May 18, 2001, Michael Egan
asked members of his staff at Carruth
to determine the amount of additional
EMC shares that would have to be
contributed to Fidelity High Tech in
order to bring the value of the stock
up to the purported basis of $160 mil-
lion. (M. Egan, 9:37-38).

357. The staff calculated that 1,605,912
additional shares of EMC, at a value
of $68.2 million, needed to be contrib-
uted. (Ex. 860).

358. In his notes of a meeting on May
22, 2001, with Michael Egan and
Reiss, Shea wrote:

We will be stuffing wlith] MeData
stock and waiting on EMC until we
know how many shares you want to
do. Carolyn [Fiddy] has a spread-
sheet wlith] basis [numbers].

(Shea, 15:26; Ex. 2780).

359. On May 31, 2001, Shea confirmed
with Haber that the Egans could
“stuff” the account with additional
stock, and could withdraw the shares
if they chose before the transactions
were finally consummated. (Ex. 891).

360. On June 1, 2001, Maureen Egan
contributed 516,978 shares of McData
stock to Fidelity High Tech. (Ex. 108).
At the same time, Richard Egan con-
tributed 5,222 shares of MeData stock
to Fidelity High Tech. (Id.). The
522,200 McData shares contributed on
that date had a total cost basis of
$261.10. (Id.). The fair market value




of the McData shares was $26.20 per
share, or $13,681,640. (Exs. 1, 3, 4).

361. On June 4, 2001, Maureen Egan
contributed 1,980,000 shares of EMC
stock to Fidelity High Tech. (Ex. 108).
At the same time, Richard Egan con-
tributed 20,000 shares of EMC stock
to Fidelity High Tech. (Id.). The

2,000,000 EMC shares contributed on
that date had a total cost basis of
$41,600. (Id.). The fair market value
of the EMC shares was $31.65 per
share, or $63,300,000. (Exs. 1, 3, 4).

362. The Egans’ contributions of stock
to Fidelity High Tech in June 2001 is
summarized in the following table:

Basis and Value of Stock Contributions to Fidelity High Tech in June 2001

FMYV Per Share
Contributed Cost Basis Cost Basis for at Time of FMYV for

Shares Per Share Contribution Contribution Contribution
2,000,000 Shares
of EMC $0.0208 $41,600 $31.65 $63,300,000
522,200 Shares
of McData $0.0005 $261.10 $26.20 $13,681,640
(Exs. 1, 3, 4). 4,000,000 shares = 40.00 per share.”

2. Additional “Stuffing” in Late 2001

363. The price of EMC stock continued
to decline after May 2001. (Exs. 715,
1472). Although the Egans consid-
ered selling the stock in High Tech in
the summer of 2001, they decided to
wait for the price to rebound. (Ex.
53).

364. In late 2001, employees at Car-
ruth performed further calculations in
order to determine how much addi-
tional stock needed to be contributed
to Fidelity High Tech in order to take
advantage of the purported $160 mil-
lion basis. In addition to EMC stock,
Michael Egan authorized contribution
of other low-basis stock owned by the
Egans to Fidelity High Tech to take
advantage of the “stepped-up” basis
(or, as Shea put it, to “absorb” that
basis). (M. Egan, 9:61-62; Reiss,
27:82; Shea, 16:64).

365. In handwritten notes created in
October 2001, Shea made a rough cal-
culation of the number of EMC shares
necessary to reach the desired num-
ber: “Inside Basis $160,000,000 =+

(Shea, 16:62; Ex. 1150).

366. On December 18, 2001, Robin Cal-
kins attended a meeting at Carruth.
(Calkins, 85:51-52; KEx. 1442). Her
notes of the meeting state: “Helios 1
(754 election). Do not want to show
[at] a loss [—I reason for stuffing it
[is] to show a gain.” (Ex. 1442).

367. Calkins also recorded in her notes
that various Egan family accounts
would “be used to stuff Fid[elity] to
get to 160M value.” (Id.).

868. On December 14, 2001, the Egans
(through entities they controlled) con-
tributed additional low-basis securities
to Fidelity High Tech with a market
value of $39,615,366. (Ex. 2094).

369. On December 17, 2001, Fiddy e-
mailed Stephanie Denby: “Once we
have the cost basis of assets trans-
ferred, we will compute (the) number
of shares of additional EMC to ‘stuff’ ”
(Ex. 1458).

370. On December 18, 2001, the Egans
(through entities they controlled) con-
tributed 2.8 million additional shares
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of EMC stock to Fidelity High Tech
with a market value of $33,695,000.
(Ex. 2094).

371. On December 18, 2001, Calkins
recorded in her notes:

[Michael Egan] decided to under-
fund Helios [because] of the [num-
ber] of shares needed to stuff it.
Assuming a stepped up basis after
election taken. KPMG computing
this new basis. But what will hap-
pen because of underfunding is
[the] basis [will be greater] than
value. Hoping for a 10 percent [ap-
preciation] of some of the stocks.

(Calkins, 35:53-54; Ex. 1447).

372. On December 19, 2001, the Egans
(through entities they controlled) con-
tributed 280,000 additional shares of
EMC stock to Fidelity High Tech
with & market value of $4,110,400.
(Ex. 2094).

373. The securities contributed on De-
cember 18 and 19 all had a relatively
low basis. (Ex. 1459).

374. On December 19, 2001, Carolyn
Fiddy reported to Reiss that “the final
‘stuffing’ for Fidelity High Tech Ad-
visor A has been organized.” (Ex.
1464). The same day, Shea reported
to Reiss that “the ‘stuffing’ of Helios I
[High Tech] took place today.” (Ex.
1466). On December 20, Fiddy re-
ported to Haber that “additional con-
tributions of low basis stock” had been
made to High Tech. (Ex. 1475).

875. On December 20, 2001, Pat Shea
reported to Haber that “we have
‘stuffed’ this fund with several other
assets including more EMC stock.”
(Ex. 1447).

376. On December 21, 2001, the fair
market value of the securities held by
Fidelity High Tech was $144,172,002.
(Ex. 108).

Q.

377. On January 2, 2002, Reiss asked
Robin Calkins whether “the final
stuffing” had occurred as expected on
December 20, 2001. (Ex. 1517).

378. On January 29, 2002, Pat Shea
sent Richard Egan (who was by then
the Ambassador to Ireland) a memo-
randum with various documents at-
tached for his signature. (Shea,
16:78; Ex. 1557). The memorandum
included a contribution agreement
“prepared by Stephanie Denby [that]
details the additional assets we
‘stuffed’ into the fund to increase the
market value even further to take ad-
vantage of the high tax basis we struc-
tured.” (Ex. 1557).

379. The closing binder for the High
Tech transaction recorded that the fi-
nal stock contributions were made “ef-
fective December 14, 2001.” (Ex. 1).
In fact, some of those transfers were
made afterwards. (Exs. 1464, 1466,
1475).

380. The Contribution Agreement me-
morializing the final share transfers
was signed at some point in 2002, long
after December 14, 2001. Shea did
not transmit the agreement to Rich-
ard Egan for signature until January
29, 2002. (Ex. 1557).

The Change of Structure of the Fi-
delity High Tech Transaction

1. The Original Final Step of the
Transaction
381. The final step in the originally
planned structure of the Fidelity High
Tech transaction was for Helios to
purchase the Egans’ 100% interest in
High Tech for 98.7% of the fair mar-
ket value of the stock it held. (Ex.
550). The 1.3% difference in the pur-
chase price would constitute Helios’s
fee on the transaction. The tax conse-
quence of such a sale, according to the




original plan, would be to eliminate
any buili-in capital gain in the EMC
stock, because the Egans’ purported
basis in their partnership interests
would be greater than the proceeds
received by them on the sale.

2. The October 31, 2001 Tilevitz
“Stock Dribble” Memorandum

382. By November 2001, Michael Egan
was looking for ways to sell the stock
held by Fidelity High Tech directly,
instead of selling the Egans’ interest
in High Tech to Helios. (M. Egan,
9:55; Shea, 16:80-81).

883. On November 1, 2001, Shea e-
mailed Haber as follows: “You men-
tioned that there is a way to [bifur-
cate] the stock in [Fidelity High Tech]
to dispose of some of the stock if we
choose ... can you explain the details
of this feature. ...” (Ex. 1245).

384. On November 5, 2001, Haber sent
Shea and Denby a memorandum that
had been authored by Orrin Tilevitz of
DGI on October 31, 2001. (Ex. 1262).

385. The Tilevitz memorandum de-
scribed a technique by which taxpay-
ers could purportedly step-up the
basis of stock that was held by a
partnership through the use of an
election under Section 7h4. (d.).
This technique would allow the
Egans to dispose of stock held by
the partnership directly and gradual-
ly over a period of time, instead of
selling 100% of their partnership in-
terests to Helios. (Id.). That tech-
nique became known as the “stock
dribble” strategy.

386. In substance, the technique called
for a transfer of partnership interests
in order to trigger a technical termi-
nation of the partnership under Sec-
tion 708, followed by an election by
the partnership under Sections 754

and 743(b) to redistribute the basis.
d.).

387. On November 9, 2001, Reiss sent

a memorandum to Michael Egan and
Pat Shea that stated the following:

The benefit of the restructuring is
that we can dribble out stock in-
stead of selling all of it. It would
provide more flexibility if you pre-
fer not to sell all the shares at one
time.

(Ex. 1302).

3. The Initial Proposal to Use a Sub-

chapter S Corporation

388. A central step in the strategy de-

seribed in the October 31 Tilevitz
memorandum called for one of the
investors in the multi-member LLC
(in this case, Fidelity High Tech) to
transfer his or her membership inter-
est to a subchapter S corporation or
partnership, in order to provide a trig-
ger mechanism for a Section 754 elec-
tion and tax basis adjustment. (Ex.
1262).

389. In accordance with the Tilevitz

memorandum, in early November
2001 the Egans were contemplating
the transfer of Maureen Egan’s inter-
est in High Tech to an S-corporation
in order to create the trigger mecha-
nism for a 754 election. (Exs. 3290,
3294). Reiss, however, pointed out
that an S-corporation interest could be
subject to the Florida intangibles tax,
because Maureen was a Florida resi-
dent. (Ex. 3294). The Egans accord-
ingly decided to make the transfer to
a newly-created vpartnership. (M.
Egan, 9:70-72).

390, On November 9, 2001, in the

course of an e-mail discussion between
Reiss and Denby on that subject,
Reiss raised the topic of an increased
“pisk factor” if the transaction were to
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4.

be restructured as discussed. (Ex.
3294). Denby replied, “I do not think
that there is much increase in risk
with the 754 election. This is a form
that I think would never be audited.”
dd.).

The Change to a Partnership

391. On November 14, 2001, Denby

sent an e-mail to Shea and Reiss stat-

ing the following:
I just got off the phone with Haber.
He agrees that if we put [Maureen
Egan’s] Fidelity High Tech [inter-
est] into a new partnership (MEE
Holdings LP), then we can do the
754 election. This will allow us to
shelter the Fidelity interest from
the Florida intangibles tax. If we
proceed with transferring Fidelity
into an S corp., then we are going to
have an intangibles tax problem he-
cause we can’t then put an S corp.
interest into an LP (LP ean’t own S
corp. stock) and we can’t do a trans-
fer to Dick (will screw up the basis
in the Fidelity investment).

(Ex. 3297).

392. The reason for the transfer of

5.

Maureen Egan’s interest in Fidelity
High Tech to ancther entity was to
trigger the 754 election pursuant to
the strategy outlined in the October
31 Tilevitz memorandum. The Egans
used a limited partnership, rather
than a subchapter S corporation, to
avoid the Florida intangibles tax.

The Transfer of Maureen Egan’s
Interest to an LLP and Section 754
Elections

393. On November 14, 2001, Denby

caused MEE Holdings LLP to be
formed as a limited liability partner-
ship. (Denby, 28:51-52; Exs. 108,
180).

394. Maureen Egan owned 99.8808% of

MEE Holdings (through her grantor
trust) and Richard Egan owned the
remaining 0.1197% (through a single-
member LLC).

395. Consistent with the strategy out-

lined in the October 31 Tilevitz memo-
randum, effective December 21, 2001,
Maureen Egan contributed her inter-
est in Fidelity High Tech to MEE
Holdings, which caused a technical

. termination of Fidelity High Tech for

federal income tax purposes. (Shea,
16:88; Exs. 1, 122). The sole purpose
of the transfer of the interest in Fidel-
ity High Tech to MEE Holdings was
to allow High Tech to make a Section
754 election. (M. Egan, 9:72-78).

396. The December 21 “effective date”

for the transfer of Maureen Egan’s
interest in Fidelity High Tech to
MEE Holdings was assigned retroac-
tively by Reiss on January 2, 2002.
(Shea, 16:88-89; Ex. 1517).

397. Eventually, and as described be-

low, Fidelity High Tech filed a Form
1065 partnership tax return for the
short year ending December 21, 2001.
It reported that a technical termi-
nation of the LLC had occurred for
partnership tax purposes as of De-
cember 21, 2001. (Ex. 8). With that
return, Fidelity High Tech filed an
election under Section 754 to redis-
tribute the tax basis in Maureen
Egan’s 99% interest in the Fidelity
High Tech across MEE Holdings’
99% interest in the assets then held
by Fidelity High Tech. (Id.).

898. Maureen Egan’s purported out-

side basis in her 99% share in High
Tech as of the December 21 transfer
to MEE Holdings was $162,779,413.
(Id.). That Dbasis included the
$158,400,000 long premium paid by
Option A, as well as the cost basis of




her 99% share of the securities the
Egans had contributed to High Tech.
(Id.). In contrast, Maureen Egan’s
cost basis in her 99% share of the
stock held in High Tech was only
$8,672,617.73. (Id.).

399. As deseribed below, the principal
claimed tax consequences flowing
from the restructuring of the final
step of the Fidelity High Tech trans-
action were as follows: (1) Maureen
Egan’s stepped-up basis in Fidelity
High Tech carried over to MEE Hold-
ings (under Section 723) and became
MEE Holdings’ basis in High Tech;
(2) Fidelity High Tech was deemed to
have technieally terminated as of the
close of December 21, 2001 (under
Section 708()(1)(B)); (3) a new Fidel-
ity High Tech entity was deemed to
have been created in its place; and (4)
Fidelity High Tech increased MEE
Holdings’ proportionate share of basis
in its assets up to the full amount of
the stepped-up basis (under Sections
754 and 743(0)). (LaRue, 43:106-07,
44:8-9).

400. In short, MEE Holdings claimed
the right to receive Maureen Egan’s
outside tax basis of $162,779,418, and
to redistribute that stepped-up basis
across its 99% interest in the assets
held by Fidelity High Tech. (Ex. 3).

401. Because all of the option positions
held in Fidelity High Tech had long
since been closed out and then ex-
pired, the only assets remaining in
Fidelity High Tech were the low-basis
securities contributed by Maureen
Egan and Richard Egan during 2000
and 2001. (Id.). The inside tax basis
in the 99% share of the Fidelity High
Tech portfolic Maureen Egan had
transferred to MEE Holdings was
therefore increased from $8,672,618 to
$162,779,418, an adjustment of
$154,106,795. (Id.).

402. In an e-mail dated November 28,

2001, Reiss described the effect of the
Section 754 election as follows: “The
754 election steps up the basis of
EMC in the Fidelity [High Tech] fund
80 the sale of EMC in the Fund would
show gross proceeds and stepped up
cost basis on Sch D for the Fund’s tax
return—a pretty decent obscured
event.” (Ex. 3303).

403. In the Form 1065 partnership tax

return filed by “new” Fidelity High
Tech covering the short year from
December 22 to December 31, 2001,
Fidelity High Tech again claimed that
a technical termination of the LLC
had occurred for partnership tax pur-
poses as of December 21, 2001. (Ex.
4), With that second tax return, Fidel-
ity High Tech filed a second election
under Section 754 to redistribute the
tax basis in Richard Egan’s 1% of
Fidelity High Tech across the remain-
ing 1% share in assets then held by
the LLC. (Id.).

404. Richard Egan’s purported outside

basis in his 1% share of Fidelity High
Tech as of the December 21 technical
termination was $1,644,242, (Id.).
That basis included the $1,600,000
long premium paid by Index A, as
well as the cost basis of his 1% share
of the securities the Egans had con-
tributed to Fidelity High Tech. (Id.).
In contrast, Richard Egan’s cost basis
in his 1% share of the stock held in
Fidelity High Tech was only $87,602.
(Id.).

405. As a result of the second Section

754 election, Richard Egan claimed
the right to redistribute his stepped-
up outside tax basis of $1,644,242
across his 1% interest in the assets
held by the LLC. (Id.).
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406. Again, because all of the option

6.

positions held in High Tech had long
since been closed out and then ex-
pired, the only assets remaining in the
High Tech entity were the low-basis
securities contributed by Maureen
Egan and Richard Egan during 2000
and 2001. (Id.). The inside tax basis
in the 1% share of the High Tech
stock portfolio retained by Richard
Egan following the tfechnical termi-
nation was therefore increased from
$87,602 to $1,644,242, an adjustment
of $1,556,640. (Id.).

Discussions at Year-End 2001
Concerning Sale of Stock

407. Michael Egan had originally con-

sidered selling all the EMC stock and
other securities held by Fidelity High
Tech in calendar year 2001. (Ex.
3303). However, he became con-
cerned about doing so for a variety of
different reasons, including the low
price of EMC stock, and began to
consider selling some of the stock in
2002. (Id.; Ex. 3292).

408. On November 9, 2001, Reiss ex-

pressed concern about “dribbling”
sales of stock into 2002. (Ex. 3292).
He asked “Does it increase audit
risk[?]” and “would we now have 2
positions to defend rather than 17”7
dd.).

409. On November 28, 2001, Reiss

asked Denby by e-mail whether they
should sell/liquidate in 2001 to either
start the statute running sooner or
whether there is concern that [the]
IRS will require unwinding the trans-
action before we sell. (Ex. 3303).
Denby replied:
All things being equal, I would
agree with you that it would be
better to sell [all the stock] in 2001.
The 3 key factors being: 1. Get the

411,

audit clock ticking, 2. The disarray
that the IRS is currently in and 3.
Limit time for the IRS to come out
with a ruling barring this transac-
tion. However, given the price of
the stock, I think the economics
would probably dictate waiting until
2002.

(Id.).

410. In early December 2001, Michael

Egan briefly considered selling all of
the EMC stock in Fidelity High Tech
before December 81 of that year and
then buying it back, assuming that
such a sale did not create a problem
under SEC Rule 16(b) or with any
other SEC rule or EMC policy. (Fxs.
3303, 3310). According to Pat Shea,
in an e-mail dated December 6, 2001,
“the reason we are considering it is to
start the statute [of limitations] clock
running and to protect the transaction
from IRS unwinding.” (Ex. 3310).

Ultimately, however, Michael
Egan decided against selling the stock
because the price had fallen and be-
cause he did not want to report losses
from both the Fidelity High Tech and
Fidelity International transactions in
the same year. (Denby, 29:59; Ex.
3292).

7. The Sale of Stock Held by Fidelity

High Tech in 2002

412, The market price of EMC shares

continued to decline in 2002. On
Mareh 7, 2002, Shea discussed with
James Haber whether the Egans
could “pull out [of Fidelity High Tech]
at a loss.” (Ex. 1419). Among other
things, he asked Haber “how will (the
transaction) be shown on [tax] re-
turns” and “any issues or risks?”
(Id.). Haber apparently suggested
continuing to contribute “gain assets”




to High Tech in order to “disguise the
loss ... to be reported.” (Id.).

418. In March and April 2002, addition-
al shares were “stuffed” into Fidelity
High Tech. (Ex. 1847).

414. On May 10, 2002, Stephanie Den-
by asked Orrin Tilevitz about selling
all the stock in Fidelity High Tech.
(Ex. 1851). She stated that “the stock
whose basis they stepped up has now
gone down in value, so selling it would
result in an $80 million capital loss.”
(Id.). She asked whether the Egans
“I'were] better off waiting and hoping
it will go up in value or selling it now,
taking the loss and starting the stat-
ute [of limitations] running?” (Id.).
Tilevitz forwarded her inquiry to Ira
Akselrad. (Id.).

415. During 2002, Fidelity High Tech
sold all of the securities in its portfo-
lio. (Shea, 16:91; Ex. 2093).

416. Due to market conditions, the
shares held by High Tech continued
to decline in value throughout 2002.
By the time they had all been sold,
the total proceeds realized were re-
ported by High Tech to be
$79,695,408, composed of $371,214 in
short-term sales and $77,323,734 in
long-term sales. (Ex. 5).

417. On its 2002 Form 1065 partner-
ship tax return, High Tech reported
that the sale of its entire stock portfo-
lio had produced a capital loss of
$87,509,884, divided between
$87,194,495 in long-term capital losses
and $315,389 in short-term capital
losses. (Id.). The entirety of these
capital losses flowed through fo the
Egans’ personal income tax return for
2002; the Form 1040 filed by Richard
and Maureen Egan for 2002 reported
a capital loss of $87,617,988 flowing
from their interests in Fidelity High
Tech and MEE Holdings, divided be-

R.
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tween $87,305,690 of long-term capital
losses and $312,298 of short-term capi-
tal losses. (Ex. 232).

418. If the inside basis of the Fidelity
High Tech stock portfolio had not
been adjusted pursuant to the Section
754 elections, the stock sold by Fideli-
ty High Tech during 2002 would have
retained its original aggregate cost
basis of $8,760,220. (Ex. 3). In that
event, the total sale proceeds for the
portfolio of $79,695,408, as reported in
Fidelity High Tech’s 2002 Form 1065
return, would have resulted in a re-
portable capital gain of $70,935,188.
(Ex. 5).

The Egans Continue to Explore an
Ordinary Loss Strategy

419. In the meantime, as the Egans
and their advisors developed and im-
plemented the capital gains elimina-
tion strategy through the Fidelity
High Tech transaction, they continued
to consider a strategy for eliminating
taxes on ordinary income.

1. Exercise of Options

420. In 2001, the KEgans exercised
8,320,000 options to purchase EMC
stock. (Ex. 1414). (The options had
previously been transferred to a
grantor trust, which actually exercised
the options). (Id., Ex. 791).

421. The Egans exercised 2,000,000 op-
tions on January 22, 2001, at a strike
price of $1.1563. (Exs. 780, 1414).
The market price was $76.50. (Ex.
780).

422. The Egans also exercised 320,000
options on Mareh 2, 2001, at a strike
price of $3.0586 and a market price of
$38.40. (Id; Ex. 1414).

423, The Egans also exercised 4,000,
000 options on September 7, 2001, at a
strike price of $1.15625, and 2,000,000
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options on September 7, 2001, at a
strike price of $2.8125. (Exs. 791,
1414). The gain from the exercise of
the options in September 2001 was
treated as deferred compensation pur-
suant to an EMC plan that was
amended for that purpose. (Ex. 325).

424. As noted above, Richard Egan be-
came ambassador to Ireland on Sep-
tember 10, 2001. He was required to
resign from the EMC board in order
to take that position, which would
cause his options to expire. Accord-
ingly, all of the Egans’ options were
exercised by September 7, 2001.

425. Richard Egan had received these
options in his eapacity as a member of
the EMC board of directors. (Ex.
791). Income received by him on the
exercise of the options was therefore
self-employment  income. (Prifti,
25:92). The income was subject to tax
at ordinary income tax rates.

426. The exercise of the options in 2001
produced income to Richard Egan in
the amount of $150,687,400. (Ex. 64).
EMC Corporation provided a Form
1099 to Richard Egan in January 2002
reflecting that amount. (Id.).

427. The exercise of the options in 2001
produced income to Maureen Egan in
the amount of $11,309,248. (Ex. 127).
EMC Corporation provided a Form
1099 to Maureen Egan in January
2002 reflecting that amount. (Id.).

428. At one point, the Egans projected
their federal income tax liability on
their income from the exercise of
those options (in the absence of a tax
shelter) to be $63,575,074. (Ex. 1192).

2. The Search for Ordinary Income
Strategies
429. In late 2000 and early 2001, the
Egans and their advisors eontinued to
discuss ways to avoid paying ordinary

income taxes on the gain from the
exercise of EMC options.

430. As described above, KPMG direct-
ed its employees to “stop marketing”
the Short Option Strategy in the wake
of IRS Notice 2000-44. Nonetheless,
KPMG remained interested in mar-
keting a strategy to the Egans to
shelter ordinary income from the ex-
ercise of options.

431. On December 11, 2000, John
Schrier of KPMG reported internally
that he had met with Pat Shea “to
discuss a structure designed to reduce
taxes in connection with [Dick Egan’s]
proposed exercise of stock options.”
(Bx. 43).

432. On December 14, 2000, Schrier
was notified that Brian Rivotto of
KPMG was making a “pitch [to Car-
ruth] for the ongoing consulting and
compliance work,” with Schrier to be
positioned “as the resource for cutting
edge tax planning strategies.” (Id.).

433. On Januvary 8, 2001, Pat Shea
wrote a memorandum to file labeled
“Tax strategy for options.” (Shea,
16:35-36; Ex. 676). The memoran-
dum addressed recent discussions he
had with Michael Egan, Jack HEgan,
and Jim Reiss concerning “whether
[it] made sense” for Carruth to imple-
ment “the tax elimination strategies
and deferral plans” of KPMG or an-
other promoter. (Ex. 676). Both Mi-
chael Egan and Jack Egan told Shea
that “they didn’t think it was a good
time to enter into such a transaction”
because of the level of “participation
and co-operation” required with EMC.
(d.).

434. On January 19, 2001, Shea sent an
e-mail to Michael Egan:

KPMG wants to present to me an-
other program for tax minimization
on February 12—do you want to




attend? Maybe I can feel it out and
if interested you can meet as a fol-
low-up—let’s discuss—
(Shea, 16:37; Ex. 681).
435. On February 10, 2001, Shea sent
Michael Egan an e-mail “update.”
(Shea, 16:56; Ex. 752). In the e-mail,
Shea informed him that he was
meeting [on February 12] with
KPMG in Boston to discuss various
tax elimination strategies they have
available—they are bringing part-
ners from New York and California
to the meeting if they have anything
interesting or that may work for us
I will set a follow up meeting with
you.
(BEx. 752). In the same e-mail, Shea
indicated that he had also met with
another promoter concerning possi-
ble “tax savings.” (Id.). The e-
mail continued:
I have talked with Helios about oth-
er strategies they may have avail-
able also—at least by meeting with
KPMG, Helios and [the other pro-
moter] we will get a feel what is on
the market for elimination strate-
gies and the amount of activity go-
ing on in the industry—I will keep
you posted—
{d.).
436. On February 12, 2001, Schrier in-
troduced Timothy Speiss of KPMG to
Shea for the purpose of proposing tax
strategies for his consideration. (Ex.
735). According to Shea’s notes, one
of the strategies discussed was the
“loss importation-Helios short option
plan.” (Ex. 762).
437. On February 15, 2001, in an e-mail
to Haber concerning the High Tech
transaction, Shea stated, “I also would
like to talk to you regarding additional
strategies you may have available.”
(Ex. 771). Shea and Haber had fol-

low-up discussions concerning those
“additional strategies.” (Shea,
16:102-03; Ex. 627). Shea informed
Michael Egan of these discussions.
(M. Egan, 9:91; Ex. 627).

438. On March 16, 2001, Prifti and

Shea had a conversation concerning
additional tax strategies. (Ex. 791).
Shea was “looking for solutions to
help deal with ... [the income from
the exercise of] those [EMC] options.”
(Shea, 23:111). Shea requested that

KPMG specifically look at a solution
that could offset [sic] the ordinary in-
come hit from the spread on the exer-
cise of the [nonqualified EMC stock]
options. Since the spread would be a
[Form] 1099 event, the ideal off-set
would be a “Line 21” white-paper net-
ting transaction.

(Ex. 791). Line 21 is the line on an
income tax return (Form 1040) for
reporting “other miscellaneous in-
come.” (Prifti, 25:77). A “white pa-
per” is a statement or schedule that is
attached to a tax return. (Id. at
25:78). A “netting transaction” is one
where a gain and a loss are combined.
(Id. at 25:79).

439. On March 28, 2001, Speiss spoke

with Pat Shea by telephone and sug-
gested a KPMG tax strategy called
“Furam” that would “convert $150
million in ordinary income.” (Ex.
802). The Egans did not, however,
adopt the strategy.

440. In the summer of 2001, Shea at-

tended a Boston Red Sox game with
Prifti and Rivotto of the local Boston
office of KPMG. At the game, they
discussed tax strategies. (Ex. 901;
Shea, 16:107). Specifically, Shea said
the following to Prifti:

Bob, you know, some of those in-
vestments in—in tax structures that
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you talked to me periodically about,
we—we may have an interest in
those, and specifically those that po-
tentially can result in a favorable
tax benefit. And he said, you know,
a loss generator.

(Prifti, 25:16).

S. The Design and Development of the
FDIS Strategy

1. DGP’s “2001 Partnership Strategy
Memorandum”

441. At some point in early 2001,
DGI/Helios and Alpha devised a new
variation of its tax shelter product
that it called the “Financial Deriva-
tives Investment Strategy,” or
“FDIS.”

442. In a memorandum dated March
23, 2001, entitled “2001 Partnership
Option Strategy,” Orrin Tilevitz of
DGI detailed the steps of a strategy
by which partnership gains and losses
from paired options were allocated
among partners according to their re-
spective common interests in the part-
nership. (Ex. 801). According to the
memorandum, the “loss” would be
largely allocated to the taxpayer/in-
vestor and the “gain” to a “foreign
person not subject to U.S. taxing ju-
visdietion.” (Id.).

443. James Haber of DGI sent the
Partnership Option Strategy memo-
randum to R.J. Ruble at Brown &
Wood on March 23, 2001. In his cov-
er e-mail, Haber said:

We have revised our contemplated
Partnership Stirategy with what we
hope will be a better result. Please
review the outline and see if there
are any faults in our reasoning or
thinking. We expect to be launch-
ing the idea within the next 34
days, so I humbly ask for your im-
mediate attention.

(BEx. 797).

444, DGI also sent the Partnership Op-

tion Strategy memorandum to Ira Ak-
selrad at Proskauer. (Ex. 798). Ak-
selrad responded that he “like[d] the
change” because “we can position it as
a hedge[,] ie. investor likes invest-
ment but wants to lessen exposure.”
{d.).

2. Further Development of the “Fi-

nancial Derivatives Investment
Strategy”

445. On April 4, 2001, Tan circulated

for “review and comment” draft mar-
keting materials for the new strategy
under the name “Financial Deriva-
tives Investment Strategy.” (Ex.
809). The materials were in the form
of a PowerPoint presentation. (Id.).
The materials were sent to, among
others, R.J. Ruble at Brown & Wood,
Ira Akselrad at Proskauer, and law-
yers at Lord Bissell & Brook and
Bryan Cave. (Id.).

446. Ruble and Akselrad participated

in a conference call with Haber, Tilev-
itz, and others on April 4 to discuss
the new strategy. (Exs. 807, 812).

447, DGI/Helios also involved four ac-

counting firms to assist in the devel-
opment and marketing of the FDIS
strategy and to prepare and file tax
returns. The four firms were KPMG,
BDO Seidman, Grant Thornton, and
RSM MecGladrey. (Exs. 810, 811, 924,
2087).

448. On April 4, 2001, Tan circulated

the draft marketing materials to BDO
Seidman and, on April 5, to RSM
MeGladrey. (Exs. 810, 811). Ron
Wainwright at RSM MecGladrey re-
ceived a copy of the materials. (Ex.
811).




449. The draft marketing materials de-
scribed the strategy (at least as it was
to be pitched to taxpayer-investors)
and gave the background of the key
personnel at DGI and Alpha. (Ex.
818). The draft marketing materi-
als—like the earlier Helios materi-
als—also stated the following:

. we view our ability to firmly
manage and control the process of
getting two to four sets of attorneys
and accountants to expeditiously
reach the desired conclusions as be-
ing one of our most valuable contri-
butions to our clients.

(Id.).

450, On April 5, 2001, Ruble circulated
his proposed modifications to the
FDIS marketing materials to Tan,
Haber, Tilevitz, Akselrad, and others.
(Ex. 814). In the cover e-mail, Ruble
wrote:

Bagically, I have eliminated the
term ‘Foreign Investor’ and re-
placed it with the term ‘Investor(s).’
To the party receiving it, the status
of the other investor (or whether
there are more than one) is irrele-
vant as an investment matter. The
status and role can always be ex-
plained one-on-one.
{d.).

451. On April 5, 2001, Wainwright sent
an internal e-mail at RSM McGladrey
concerning the “client presentation”
materials for the new FDIS strategy.
(Ex. 820). The e-mail noted that the
materials

... should “not” be distributed out-
side our [group] and if/when a pres-
entation is made to a client the be-
low information is collected by
[DGI] and will not be left with the
client for confidentiality purposes.

Id.).

452, On June 27, 2001, DGI sent Grant

Thornton a copy of the marketing ma-
terials for FDIS. (Ex. 924). In the
cover memorandum, Haber wrote:
“This is to confirm that the enclosed
materials will not be distributed to
anybody.” (Id.).

3. The Foreign Partners-Mahoney

and Hawkes

458. As described above, the FDIS

strategy required that the majority of
any “gain” from the transaction be
allocated to a foreign partner who was
not subject to United States tax juris-
diction.

454. James Haber enlisted two Irish

citizens, Samuel Mahoney and Martin
Hawlkes, to play the role of the foreign
partners. (Mahoney Dep. at 3-4;
Hawkes Dep. at 55). Haber described
the FDIS strategy to them, and pro-
vided a copy of the PowerPoint pres-
entation, in May 2001. (Mahoney
Dep. at 3-4; Hawkes Dep. at 55).

455. Ultimately, and as described in

greater detail below, Mahoney or
Hawkes served “in the role of foreign
partner” in 47 FDIS transactions in
2001, and 55 overall. (Mahoney Dep.
at 6-7; Hawkes Dep. at 57-58; Ex.
2060). They served the role of part-
ner on an alternating basis as the
deals came in. (Mahoney Dep. at §;
Hawkes Dep. at 59).

456. The role of Mahoney and Hawkes

in the FDIS transactions was to follow
the steps described in an outline pre-
pared by DGI/Helios. (Mahoney Dep.
at 9; Hawkes Dep. at 60). Neither
contributed any funds, performed any
substantial work, or made any invest-
ment decisions. (Mahoney Dep. at 9,
13-22; Hawkes Dep. at 60, 63-72).
To the extent funds were required,
they were provided by DGI or another
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entity. (Mahoney Dep. at 20-22;
Hawkes Dep. at 70-72). Mahoney
and Hawkes were paid an aggregate
fee by DGI for the services in 2001 of
$2 million, which was not differentiat-
ed by transaction. (Mahoney Dep. at
16; Hawkes Dep. at 66; Ex. 1657).

457. The payments to Mahoney and
Hawkes were treated as expenses
paid by DGI/Helios and Alpha from
gross revenues. (Id.).

458 Both Mahoney and Hawkes un-
derstood that the purpose of the
FDIS transactions was to “generate
tax losses” for U.S. taxpayers. (Ma-
honey Dep. at 11-12; Hawkes Dep. at
662).

4. The Model Opinion for FDIS Strat-

egy

459. The FDIS strategy, like its prede-
cessors, included, among other things,
the preparation of individual legal
opinion letters for each taxpayer and
each “investment.” One of the princi-
pal purposes of the legal opinion was
to serve as a form of insurance
against the imposition of tax penalties,
and therefore induce the taxpayer/in-
vestor to purchase the tax shelter.
As Orrin Tilevitz of DGI/Helios put it
in a memorandum to Bryan Cave in
February 2002 concerning a different
taxpayer: “The opinion has two goals:
to insulate the investor from penalties
and [the law firm] from malpractice.”
(Ex. 1602).

460. DGI/Helios, the law firms, and the
accounting firms - together created
model, or template, opinion letters.

461. By April 25, 2001, DGI and Brown
& Wood had created a draft model
opinion for the FDIS transaction on
Brown & Wood letterhead. (Ex. 864).

462. Ruble, Tilevitz, Haber, and John
Barrie of Bryan Cave, among others,

made comments and suggestions on
the model opinion over the next few
months. (Id.; Exs. 835, 981).

463. Ruble “signed off” on a “generic
form” of the FDIS opinion in the sum-
mer of 2001. (Ex. 1600).

464. The legal fees of the four law
firms for the opinion letters were gen-
erally paid by DGI/Helios and Alpha
as an expense. (Ex. 1657).

465. The law firm of Brown, Raysman,
Millstein, Felder & Steiner also pre-
pared “form documents” for the im-
plementation of the FDIS strategy,
including an Investor LLC Operating
Agreement, a Fund LLC Operating
Agreement, a Contribution Agree-
ment, and Notices. (Ex. 1282).
Those fees were also paid by
DGI/Helios and Alpha as an expense.
(Ex. 1657).

5. The 2001 FDIS Transactions

466. Ultimately, the FDIS strategy
was successfully pitched to dozens of
taxpayers. The exact total is unclear
from the record, in part due to differ-
ences in the counting of “customers”
or “clients” and “transactions.”

467. A DGI/Helios/Alpha fee analysis
document from March 2002 listed 61
“2001 customers.” (HEx. 1657). The
same document indicates that the size
of the transactions of those customers
totaled more than $1.5 billion. (d.).
The fees paid to the promoters were
listed as more than $32 million. (Id.).

468. An internal DGI document from
December 2002 listed approximately
44 clients (including Richard KEgan)
for what appear to be FDIS transac-
tions. (Ex. 2087).

469. On February 28, 2002, Grant
Thornton sent an invoice to DGI for
the preparation of 45 partnership tax




returns for 2001 FDIS transactions
for a fee of $90,000, or $2,000 per
return. (Ex. 1618). The 45 returns
that Grant Thornton prepared includ-
ed 25 returns reporting an ordinary
loss and 25 returns reporting a short-
term capital loss (some reported
both). (Eixs. 3826, 3826A).

470. In January 2002, DGI sent memo-
randa to attorneys at different firms
that stated the following:

Below is a list of tax opinions we
propose to be prepared by your firm
and proposed [or agreed to] compen-
sation for such preparation.

(Ex. 1519). The memorandum to Ira
Akselrad at Proskauer listed 28 opin-
ions for 19 “clients,” including Richard
and Maureen Kgan, and various
“opinion types,” such as “standard
partnership” or “stock dribble.” (Id.).
A gimilar memorandum sent to R.J.
Ruble at Sidley Austin lists 30 opin-
ions for 22 clients, again including
Richard and Maureen Egan; some of
the opinions were “old style,” and
therefore presumably not FDIS trans-
actions. (Id.). A similar memoran-
dum was sent to John Barrie at Bryan
Cave, listing 24 opinions for 12 clients.
(Id.). 'The record does not include
any similar memorandum for Lord
Bissell.

KPMG and Helios Pitch the FDIS
Strategy to the Egans

471. At some point in the summer of
2001, KPMG and DGI/Helios decided
to piteh the FDIS strategy to the
Egans as a strategy for sheltering the
ordinary income they received from
the exercise of options.

472. On August 15, 2001, Brian Rivotto
of KPMG sent an e-mail to Speiss
seeking to set up a meeting with the
Egans, noting that “[tThey are still

interested in a loss generator” be-
canse they had “ordinary income”
from “the exercise of options in Janu-
ary.” (Ex. 969).

1. The September 2001 KPMG Power-

Point Presentations

473. By September 7, 2001, KPMG had

prepared presentation materials con-
cerning “Egan Family Entities Tax
Advantaged Investment Structures.”
(Ex. 154). The materials included
proposed “income tax elimination solu-
tions.” (Id.).

474. On September 13, 2001, Shea,

Reiss, Denby, and various representa-
tives of KPMG participated in a con-
ference call concerning the new strat-
egy. (Exs. 1014, 156; Shea, 16:113).
Shea’s notes indicate that the partici-
pants discussed the fact that the
Egans had “$150 million of income
due to option exercise in January.”
(Ex. 1014).

475.  On September 17, 2001, Rivotto of

KPMG sent Reiss a proposed Power-
Point presentation for an “Egan Fam-
ily Entities Tax Advantaged Invest-
ment Structure.” (Ex. 1017). The
presentation described a multi-step
transaction involving the use of paired
options to step up the basis of the
Egang’ ownership interest in a multi-
member LLC. (Id.). The transaction
used a “straddle” to allocate the gains
on the transaction to a tax-indifferent
(foreign) co-investor and the losses to
the Egans. (Id.). The presentation
also contained diagrams of the various
steps of, and parties to, the proposed
transaction. (Id.).

476. As with the earlier marketing

presentations, the September 17 Pow-
erPoint presentation indicated that
the Egans could obtain a “more likely
than not” tax opinion from one of four
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law firms: Sidley Austin (the succes-
sor by merger to Brown & Wood),
Proskauer, Bryan Cave, or Lord Bis-
sell. (Id.).

477. The September 17 PowerPoint
presentation stated that the “expected
income tax consequence[]” to the
Egans on the transaction was an ordi-
nary loss of $150 million, which, in
turn, could be used to offset ordinary
income of that same amount, resulting
in a taxable net gain of zero. (Id.).

478. The . September 17 PowerPoint
presentation showed that the “Expect-
ed Permanent Tax Benefits” of the
proposed transaction were
$62,500,000. (Id.). This “Permanent
Tax Benefits” amount was later cor-
rected, after Pat Shea pointed out an
error, to be $65,250,000. (Bx. 1034,
2596; Shea, 16:114).

2. Further Discussions and the “Out-
line of Proposed Transaction”

479. On September 20, 2001, Speiss
forwarded a revised version of the
KPMG PowerPoint presentation dated
September 21, and related materials,
to Pat Shea and James Haber. (Ex.
1034). The September 21 presenta-
tion showed essentially the same in-
formation and diagrams as the earlier
presentation.

480. Shea kept Michael Egan up to
date on the discussions with KPMG
and Helios concerning the ordinary
income strategy. (M. Egan, 9:90-91,
98-99).

481. The September 21 PowerPoint
presentation included an “Outline of
Proposed Transaction” dated Septem-
ber 20 that listed various steps to
implement the proposed tax strategy.
(Ex. 1034).

482. Shea took handwritten notes on
the September 20 “Qutline of Pro-

posed Transaction,” based on his con-
versations with KPMG about the pres-
entation.  (Shea, 23:113-14; Ex.
1024).

483. On September 21, 2001, Thomas
Levato, an associate at the Brown
Raysman law firm, e-mailed copies of
FDIS “form documents” to Haber.
(Ex. 1282). Haber forwarded the
“form documents” by e-mail to Denby,
Reiss, Fiddy, and Shea. Denby later
edited the forms for their use with the
Fidelity International transaction.
(Id.; Denby, 28:48-49).

484. On September 25, 2001, Speiss,
Haber, Denby, and various Carruth
employees held a conference call to
discuss the “outline of proposed trans-
action” and the various steps required
to consummate the transaction. (Ex.
1046).

485. On September 27, 2001, Carruth
generated a further updated version
of the Outline of Proposed Transac-
tion. (Ex. 1056).

486. On October 5, 2001, Speiss, repre-
sentatives of Helios, Michael Egan,
Shea, and others participated in a con-
ference call to discuss the FDIS strat-
egy. (Ex. 161).

3. The Decision to Adopt the FDIS
Strategy

487. At some point prior to October 8,
2001, Michael Egan decided to exe-
cute the FDIS strategy proposed by
Helios and KPMG.

488. On October 8, 2001, Carruth wired
the funds to Refco for the options
premivm. (Ex. 1103).

489. Also on October 8, 2001, Shea e-
mailed Haber:

When will we get the opinion letters
and do I have to contact anyone or
will you take care of that??




(Bx. 1092). Haber responded: 2. Step Two: Fidelity World Enters

U.

We work with the law firm. Opin-
ions will be delivered in January.
Have you decided on a law firm.
Choices are: Proskauer Rose LLP,
Sidley Austin Brown & Wood LLP,
Bryan Cave or Lord Bissell &
Brook.
(Id.). Shea consulted with Stephanie
Denby, who recommended Sidley Aus-
tin as the most “highly regarded,” and
added that “they have done the best
opinion letters I have seen.” (Ex.
1103).

490. On October 9, 2001, Shea called

Ron Buesinger at Alpha. (Ex. 1109).
Shea advised him that he had met
with Michael Egan and that they were
“ready to move forward” with the Fi-
delity International transaction. (Id.).

Implementation of the Fidelity In-
ternational Transaction

491. The Fidelity International trans-

action consisted of a sequence of steps
that were consistent with the Outline
of Proposed Transaction dated Sep-
tember 20, 2001, as well as later up-
dated Outlines of Transaction dated
October 17, 2001, and October 25,
2001.

1. Step One: Creation of Entities
492. As described

above, Fidelity
World and Fidelity International had
been formed as LLCs on July 19,
2000, before the issuance of Notice
2000-44. Fidelity World was a single-
member LLC whose only member
was Richard Egan. (Ex. 2). Fidelity
International was a multi-member
LLC. (Id.).

494. On

Into Inierest Rate Options

493. Following the formation of the

two LLCs, the second step of the
transaction was for Fidelity World to

enter into paired interest-rate options.
(Ex. 1107).

October 9, 2001, Fidelity
World purchased and sold two pairs of
interest-rate options with Refeo as the
counterparty. (Id,; Kolbe, 36:25;
Dem. Ex. 2839; Ex. 2). Fidelity
World purchased the options for a
total of $150 million and sold offset-
ting options for a price of $147.75
million, for an actual net cost to the
Egans of $2.25 million. (Exs. 2, 1110).

495. One of these pairs was a pair of

call options on the three-month LI-
BOR rate and the other was a pair of
put options on the ten-year constant-
maturity swap (“CMS”) yield. (Exs.
2, 1117-1120). 'The options were “di-
gital” and “European” in nature. As
described above, that meant that the
amount of the payout was fixed in
advance as a lump sum and the op-
tions could be excised only on their
expiration date, and not before. Each
of the four options comprising the
pairs had a term of 44 days. The two
options, within each pair, almost en-
tively offset one another, because one
was a long option (that is, purchased)
and the other was a short option (that
is, sold), with nearly but not precisely
identical features. (Exs. 2, 1117-
1120). The terms of the interest rate
options can be summarized as follows:

LIBOR Option Pair
Maturity Strike Initial Possible
Option Date Underlying Price Premium Payout
Purchased Call  10/9/2002 3-month LIBOR  8.8740  ($75,000,000)  $307,003,559
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Sold Call 10/9/2002 8-month LIBOR 3.8770  $73,875,000  ($303,638,750)
Net Initial Net Possible
Premium: Payout:
¢ 1,125,000 $ 3,369,809
(Ex. 2).
CMS Option Pair
Maturity Strike Initial Possible
Option Date Underlying Price Premium Payout
Purchased Put 10/9/2002  10-year CMS Swap  4.7620  ($75,000,000) $307,736,486
Sold Put 10/9/2002  10-year CMS Swap 4.7620  $73,875,000  ($303,668,323)
Net Initial Net Possible
Premium: Payout:
($1,125,000) $3,367,663
dd.).

496. As noted, the net premium for
each pair of the interest rate options
was $1.125 million, or $2.25 million in
total, and was paid by Fidelity World
to Refeo. Fidelity World was thus a
net buyer in the transactions, because
the premium for the option it bought

was effectively equivalent to zero. As
a result, although there was a theoret-
ical possibility of one pair generating
a positive payout before fees and
costs, this could not happen for both
pairs. (Rausser, 40:47-56; Dem. Exs.
3746-3749).

in each pair exceeded the premium for 498. On October 16, 2001, Haber sent

the option it sold. Although the po-
tential “Payout Amount” stated for
each individual option was more than
$300 million, the actual net payout
available to the taxpayer if the options
were in the money at expiration was
only $3.36 million on either pair, be-
fore accounting for fees and costs.

Michael Egan, Denby, and Speiss a
revised Outline of Proposed Transac-
tion that was updated to show details
of steps in the transaction that had
already been completed, and enclosing
examples of euro and yen range
trades. (Ex. 1140).

Similarly, the stated premium for each 3. Step Three: Capitalization of Fi-

of the four individual options was

delity International

many times greater than the net pre- 499, The next step, and the first of

mium actually paid; the two long op-
tions had a stated premium of $75
million each ($150 million in total) and
the two short options had a premium
of $74.875 million each, with the result
that the net premium actually paid for a.

several steps occurring on October 22,
2001, was the capitalization of Fidelity
International. (Kolbe,  36:28-29;
Dem. Ex. 2840; Ex. 1181).

The Contribution of Fidelity World

each pair was only $1.25 million. 500. On October 22, 2001, Richard

(Exs. 2, 1117-1120).

497. The likelihood of both the LIBOR
option pair and the CMS option pair
being in the money at the same time

Egan contributed 100% of his owner-
ship interest in Fidelity World to Fi-
delity International, The contribution
of Fidelity World was valued at




$1,559,439, based upon the market val-
ue of the options, which were its only
asset. (Kolbe, 36:29-30; Dem. Ex.
2841; Ex. 2).

b. The Purported Increase in Basis

501. In any given tax year, individual
taxpayers are only permitted to off set
capital losses against ordinary income
to the extent of $3,000. (LaRue,
43:90-91). It was thus necessary for
the parties to find a way to create
purported ordinary losses that could
be offset against ordinary income.

502. In addition, under Section 704(d),
a partner is permitted to deduct his
distributive share of the partnership’s
losses only to the extent of his tax
basis in his partnership interest as of
the end of the partnership’s tax year
(before consideration of those losses).
It was thus necessary for the promot-
ers to inflate Richard Egan’s tax basis
as well as create an artificial loss.

503. The parties intended that the
transfer from Fidelity World to Fidel-
ity International create the claimed
step-up in basis. Thus, notes written
by Shea on an “Outline of Proposed
Transaction” indicate that the contri-
bution by Richard Egan of his mem-
ber interest in the single-member
LLC “creates [the] outside basis [of]
$150 million.” (Fx. 1024). Notes tak-
en by Calkins during the September
25 conference call state the same.
(Ex. 1046).

504. As described below, the Egans
subsequently took the position that
only the $150 million of stated premi-
ums debited for the long interest-rate
options should be taken into account
in calculating their basis in Fidelity
International, and that the
$147,875,000 of premium credited for

the two short interest-rate options
should be disregarded.

505. As a result, Richard Egan claimed
a basis in Fidelity International of
more than $150 million, even though
the net premium paid by him for the
contributed interest-rate options was
only $2.25 million.

¢. Other Capital Contributions

506. Also on October 22, 2001, Richard

Egan and the other LLC members
made or were credited with contribu-
tions to capitalize Fidelity Interna-
tional. Specifically, Richard Egan
made a cash contribution of
$2,674,500; Samuel Mahoney ‘was
credited with making a contribution of
$651,000; and Alpha and Helios were
credited with making a contribution of
$7,000. (Ex. 2).

507. These capital contributions were

allocated between common and pre-
ferred interests in Fidelity Interna-
tional as follows: Richard Egan was
agsigned a common interest in Fideli-
ty International of 5%; Mahoney was
assigned a common interest of 93%;
and Alpha and Helios were each as-
signed a common interest of 1%. (Id,;
Ex. 6). In addition, Richard Egan
was assigned 100% of the preferred
interests. (Ex. 2).

508. As a result of these contributions,

Richard Egan had an 86% capital
share in Fidelity International, but
only a 5% share in the common inter-
ests. (Id.). Conversely, Mahoney,
the foreign member, had a 13.29%
capital share, but had a 93% share in
the common interests. (d.). As a
consequence, on October 22, 2001,
Richard Egan would have been enti-
tled to receive only 5% of any profits
that might be generated from the op-




tions and cash he had just transferred
to Fidelity International. (Carron,
11:36).

509. Richard Egan thus contributed

$1,559,439 in options and $2,674,500 in

cash to Fidelity International, for a
total initial contribution of $4,283,939.

510. The contributions and resulting

membership shares of each partner in
Fidelity International as of October
22, 2001, appear in the table below.

Fidelity International: Capital Contributions and Shares as of October 22, 2001

Proportionate
Aggregate Profit and
Capital Contributions Capital Proportionate Loss/Common
LLC Member Common Preferred Account Capital Share Share
$2,689,500 (cash)
$1,559,439 (value
Richard Egan $ 85,000  of Fidelity World) $4,233,939 86.43% 5%
Samuel
Mahoney $651,000 0 $ 651,000 13.29% 98%
Alpha
Consultants
LLC $ 7,000 0 7,000 0.14% 1%
Helios Trading
LLC $ 17,000 0 7,000 0.14% 1%
(Bx. 2). (USD/EUR) exchange rate, consisting

4. Step Four: Fidelity International

Enters Into Foreign Currency Op-
tions

511. In the next step of the transae-

tion, which also occurred on October
22, 2001, Fidelity International en-
tered into eight currency option
trades with Refco as its counterparty.
The eight options consisted of two
quartets, with each quartet consisting
of two pairs. (Kolbe, 86:32; Dem. Ex.
2842; Ex. 2).

a. The Terms of the Foreign
Currency Options

B12. One of these quartets was a set of

options on the U.S. dollar to euro

of a purchased call and a sold call as
one pair and a purchased put and a
sold put as a second pair. (Kolbe,
36:32; Dem. Ex. 2842; Ex. 2). The
second quartet was a set of options on
the exchange rate of the Japanese yen
to the U.S. dollar (JPY/USD), consist-
ing of a purchased call and a sold call
as one pair and a purchased put and a
sold put as a second pair. (Kolbe,
36:32; Dem. Ex. 2842; Ex. 2).

513. The terms of the foreign currency

options can be summarized as follows:




USD/EUR Option Quartet

Option

Maturity
Date

Underlying

Strike
Price

Initial
Premium

Possible
Payout

Sold Call

4/19/2002

USD/EUR

0.8656

$200,000,000

($ 333,260,084)

Purchased Call

4/19/2002

USD/EUR

0.8653

($197,706,830)

$ 328,877,361

Sold Put

4/19/2002

USD/EUR

0.8115

$200,000,000

($1,416,123,720)

Purchased Put

4/19/2002

USD /EUR

0.8118

($199,460,342)

$1,411,740,997

Net Initial
Premium:
($2,832,328)

Net Possible
Payout:
($4,382,723)

(Ex. 2).

JPY/USD Option Quartet

Option

Maturity
Date

Underlying

Strike
Price

Initial
Premium

Possible
Payout

Sold Put

4/19/2002

JPY/USD

123.63

$200,000,000

(¢ 833,260,084)

Purchased Put

4/19/2002

JPY/USD

123.66

($197,711,391)

$ 3283877,361

Sold Call

4/19/2002

JPY/USD

130.89

$200,000,000

($1,416,123,720)

Purchased Call

4/19/2002

JP Y/USD

130.86

($199,453,397)

$1,411,740,997

Net Initial
Premium:
$2,835,212

Net Possible
Payout:
($4,585,185)

d.).

514. Fidelity International’s net premi-

516. It was not possible for both pairs

um for these currency trades was pos-
itive, meaning that the premium on
the options it sold was larger than the
premium on the options it purchased.
Fidelity International was credited
with a net premium from Refco of
$2,832,828 on the USD/EUR options
and $2,835,212 on the JPY/USD op-
tions. (Id.). However, Refco re-
quired Fidelity International to leave
these funds on deposit and to post an
additional $3 million of cash collateral
in case it lost money on the options.
(Id.; Rausser, 40:39-40).

b. The Structure of the Foreign
Currency Option Pairs

515. The foreign currency quartets
consisted of carefully balanced pairs
in which a sold option was matched
with a purchased option on almost

identical terms. (Kolbe, 36:98-106;
Dem. Exs. 2866-2870).

in the USD/EUR quartet to pay off at
expiration. The call pair would pay
off if the USD/EUR rate was at or
above 0.8656; the put pair would pay
off if the USD/EUR rate was at or
below 0.8115. (Kolbe, 36:33-34; Ex.
2). Because they shared the same
expiration date, both pairs could never
simultaneously be in the money.
(Kolbe, 36:33-34). Likewise, it was
not possible for both pairs in the JPY/
USD quartet to pay off at expiration.
The call pair would pay off if the
JPY/USD rate was at or above 130.89;
the put pair would pay off if the JPY/
USD rate was at or below 123.63.
(Id. at 386:33-34; Ex. 2). Because
they shared the same expiration date,
both pairs could never simultaneously
be in the money. (Kolbe, 36:33-34).

517. The foreign currency option pairs

had very narrowly separated strike




prices. (Id. at 36:57-58, 99). All of
the currency-option pairs had a com-
mon expiration date six months away.
(Id. at 36:99). Like the interest-rate
options, all of the foreign-currency op-
tions were digital and all had large
stated, or “notional,” payout amounts.
(Id.). Despite the large notional pay-
outs, the options had little net gain or
loss potential, because the long and
short positions offset each other.
{Id.).

518. The net value of the combined
quartet could not materially change
over time. As the market price
moved closer to or beyond the strike
price specified in one of the purchased
options, it would gain value. Howev-
er, that gain would be counterbal-
anced by a simultaneous loss in value
on the paired option with its closely
matehing terms. A movement in the
underlying currency would affect
them almost equally but in opposite
directions. (Kolbe, 36:98-106; Dem.
Exs. 2866-2870).

519. As a result, at any point in time,
one side of the pair would be produc-
ing a gain while the other side would
be producing an offsetting loss. (Kol-
be, 36:98-106; Dem. Exs. 2866-2870).

520. In the euro quartet, the purchased
call and sold put were both bets that
the euro would strengthen relative to
the dollar. They were counterbal-
anced by a sold call and a purchased
put that were bets in the opposite
direction (that is, that the euro would
weaken relative to the dollar). No
matter which direction the exchange
rate moved, one side of each pair
would gain value, while the other
would lose value. In the pair of op-
tions made up of calls, if the euro
increased in value, the purchased call
would gain in value, while the sold call
would lose a roughly -equivalent

amount of value. If, on the other
hand, the euro decreased in value,
these positions would be reversed.
The same observation applies to the
quartet of JPY/USD options. (Kolbe,
36:100-01; Dem. Ex. 2867).

521. Thus, on a net basis, the foreign
currency gains and losses virtually off-
set each other. (Kolbe, 36:106-14;
Dem. Exs. 2871-2874). However, as
described below, the Fidelity Interna-
tional transaction was structured to
separate these gains and losses, allo-
cating the “gains” principally to Ma-
honey, a tax-indifferent foreign part-
ner, and the “losses” principally to
Richard Egan, the U.S. taxpayer.

¢. The Possibility of a One-
Option Payout

522. As with the Fidelity High Tech
transaction, the Fidelity International
transaction involved a theoretical pos-
sibility of a huge payout to the Egans
if (as to any pair of offsetting options)
one option was in the money and the
other was not. For example, the the-
oretical possible payout on one of the
USD/EUR option pairs exceeded $1.4
billion. (Ex. 2).

523. Again, there was no realistic pos-
sibility that such an immense payoff
would oceur.

524. Again, for any one-option payout
to be even possible, the reference
price would have to hit a precise tar-
get within a narrow window.

525. Again, Refco effectively had the
power to ensure that the final refer-
ence price would not permit the long
option to be in the money if the short
option were not.

526. Under the Refco agreements, the

reference price was defined in a way
to permit Refco to select a price in a




defined window, usually from three
different options.

527. For the LIBOR option pairs, the
reference price was defined to be

the price of the 3 Month Libor Clos-
ing Range defined by the prices
between 2:45 and 3:00 P.M., New
York City time on the Termination
Date, ... as published by Bloom-
berg and determined by [Refeo] in
good faith and in a commercially
reasonable manner.

Ex. 2).
528. For the CMS option pairs, the
reference price was defined to be

the average of the midpoints of the
bid and offer closing prices of the
USD 10 Year Swap Yield as quoted
by three (3) Money Center Banks
between 3:00 and 3:15 P.M., New
York City time on the Expiration
Date, ... and determined by [Ref-
co] in good faith and in a commer-
cially reasonable manner.

{d.).

529. For the USD/EUR and JPY/USD
option pairs, the reference price was
defined to be

the average of the midpoints of the
bid and offer closing prices of the
USD/EUR [or JPY/USD] Spot Rate
as quoted by three (8) Money Cen-
ter Banks between 10:00 A.M. and
10:15 A.M., New York City time on
the Expiration Date, ... and deter-
mined by [Refco] in good faith and
in a commercially reasonable man-
ner.
dd.).

530. As a practical matter, that meant
that the possibility of a one-option
payout was non-existent. Again, Ref-
co generally had the power to select
from multiple prices within a particu-
lar window of time.

531. Again, the parties could have used

a precise, unambiguous number, but
chose not to.

d. Targeting of Gains

532. Alpha monitored the value of the

individual foreign currency options on
at least a daily basis. (Kolbe, 36:112;
Ex. 2). The selection of foreign cur-
rencies as the underlying asset made
these options especially amenable to
generating huge gains and losses for
bookkeeping purposes, but without
any net economic consequences. The
high volatility and large underlying
notional size of the currencies meant
that price movement was inevitable
and that even small movements would
be sufficient to produce large changes
in the liguidation value of an individu-
al option. (Kolbe, 36:108-115; Dem.
Exs. 2873-2875).

533. On October 25, 2001, Ron Bues-

inger of Alpha e-maijled Haber that
“as of this morning we had roughly
$100MM in gains that could be trig-
gered,” and that the taxpayer’s advis-
ors were targeting a gain of $174.716
million for this step of the Fidelity
International transaction.  (Kolbe,
36:116-18; Ex. 1207).

534. Also on October 25, Haber pre-

pared another updated Outline of Pro-
posed Transaction. (Ex. 1202). He
circulated the updated outline to Shea,
Fiddy, Michael Egan, Speiss, and
Denby. (Ex. 1208). At that point, sev-
eral of the steps of the transaction
had already occurred; they were re-
ported as completed in that version of
the outline. (Ex. 1202).

5. Step Five: Termination of Gain

Legs and Entering Into Replace-
ment Legs

535. The fifth step occurred on October

29, 2001. That day, Fidelity Interna-



132

tional agreed with Refeo to terminate
the two USD/EUR options that had
experienced increases in value, one
from each pair in the USD/EUR quar-
tet. These were referred to as the
“gain” legs. (Exs. 2, 1236). The pre-
mium that was credited to Fidelity
International for these two terminated
options was simultaneously used to
purchase replacement options with
nearly identical terms. (Exs. 2, 1236).
The net cost of these replacement op-
tions was $14,419, meaning that the
price of the options was immaterially
different from the premium credited
for the terminated options that they
replaced. (Exs. 2, 1236).

536. One day later, on October 30,
2001, Fidelity International entered
into the same arrangement with re-
gard to the JPY/USD quartet, agree-
ing with Refeo to terminate the two
JPY/USD options that had gained val-
ue, again one from each pair in the
quartet. (Exs. 2, 1241). The pro-
ceeds that were credited upon on the
termination of these two options (the
“gain” legs) were simultaneously used
to purchase replacement options with
nearly identical terms. (Exs. 2, 1241).
The net cost to Fidelity International
for the JPY/USD replacement options
was $14,050, representing the differ-
ence between the premium credited
for the termination of the old options
and the premium debited for the exe-
cution of the new, replacement op-
tions. (Exs. 2, 1241).

537. The acquisition of the replacement
options maintained the carefully bal-
anced risk position of the initial quar-
tet and assured that there was no
material exposure to any economic
gain or loss. However, the premium
debited on paper for the replacement
options meant that there was a loss
built into the reconstituted quartet
that approximated the amount of the
gain recorded on the termination of
the “gain” legs. (Kolbe, 36:108-115;
Dem. Exs. 2873-2875). According to
the strategy, that loss could be real-
ized by Fidelity International at the
point the option quartets were termi-
nated or expired. (Kolbe, 37:20-22;
Dem. Ex. 2880).

538. Fidelity International received no
funds on the termination of the “gain”
legs. (Ex. 2). Instead, Refco credit-
ed Fidelity International with net pro-
ceeds of $115,641,750 for the termi-
nation of the two USD/EUR “gain”
legs, all of which was applied to ac-
quire the two replacement USD/EUR
options. (Id.). Similarly, for the ter-
minations of the two JPY/USD “gain”
legs, Refco credited Fidelity Interna-
tional with net proceeds in the amount
of $55,879,555, all of which was ap-
plied simultaneously to acquire the re-
placement JPY/USD options. (Id.).

539. To calculate the allocable gains
from termination of the gain legs of
the currency options, Fidelity Interna-
tional recorded the net proceeds cred-
ited to it from each of the terminated
options. (Id.). That calculation is
shown in the following charts:

USD/EUR options A B C=A+B
terminated Initial Premium Termination Taxable Gain
October 29, 2001 Credited/(Debited) Proceeds Credited/ Recorded by
to Fidelity (Debited) to Fidelity
International Fidelity International
International
USD/EUR Call ($197,706,830) $227,881,115 $30,174,285




USD/EUR Put

$200,000,000

($112,239,365)

$87,760,635

$115,641,750
=amount of net
proceeds Refeo
credited to Fidelity
International, imme-
diately used to pur-
chase replacement
option

$117,934,920
=amount of taxable
gain Fidelity
International
recorded and allo-
cated among its
members

dd).

JPY/USD options

terminated
October 30, 2001

A

B

C=A+B

Initial Premium
Credited/(Debited)
to Fidelity
International

Termination
Proceeds Credited/
(Debited) to
Fidelity
International

Taxable Gain
Recorded by
Fidelity
International

JPY/USD Put

($197,711,391)

$210,321,601

$12,610,210

JPY/USD Call

$200,000,000

($154,942,046)

$45,057,954

855,379,555
=amount of net
proceeds Refco

credited to Fidelity
International, imme-
diately used to pur-
chase replacement
option

$57,668,164
=amount of taxable
gain Fidelity
International
recorded and
allocated among
its members

dd.).

540. As a result of the gain leg termi-
nations on October 29 and 30, 2001,
Fidelity International recorded a tax-
able gain of $117,934,920 on the USD/
EUR options and $57,668,164 on the
JPY/USD options, for a total taxable
gain of $175,608,084. (Id.).

541. Fidelity International debited
against this gain $1,617,246 of the ad-
visory fees it had incurred, and allo-
cated the remaining $173,985,828 of
taxable gain among its members
based on their respective common in-
terests as of October 29 and 30, 2001.

(Ex. 2651). Richard Egan was allo-
cated 5% of this gain and Samuel Ma-

honey was allocated 93% of this gain.
(Id.).

542. The member accounts were then

further adjusted to allocate the entire-
ty of the $1,617,246 in fees to the
account of Richard Egan. (Id.).

543. The following chart shows the al-

location of taxable gains among Fideli-
ty International’s members according
to their respective percentages of
common ownership prior to November
5, 2001:

Member Name 2001

Member % of
Common
Ownership
Prior to
November 5,

Allocated
Portion of
$175,603,084
Taxable Gain

Net Gain
Allocated Allocation for
Portion of October 29-30,
($1,617,246) in 2001
Advisory Fees Terminations
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Richard J. Egan 5% $ 8,780,154 ($1,617,246) $ 17,162,908
Samuel Mahoney 93% $163,310,868 0 $163,310,868
Alpha 1% $ 1,756,081 0 $ 1,756,031
Helios 1% $ 1,756,081 0 $ 1,756,081
(Id.; Ex. 2; Kolbe, 37:23-26; Dem. Ex. 1034). In fact, that buyout was an
2882). integral and planned part of the trans-
6. Step Six: Buyout of Foreign action. Calkins took notes on a copy

“Partner”

544, The next step occurred one week

later, on November 5, 2001. On that
date, Richard Egan purchased an 88%
common interest from Mahoney in Fi-
delity International for $325,500.
(Exs. 1269, 19, 2). A minimum price
had been established in the Fidelity
International Operating Agreement,
which specified that one member
could offer to buy all or part of the
interest of another partner for a price
not less than 50% of the amount origi-
nally contributed by that partner for
the sold shares. (Ex. 2). Following
this purchase, the common interest
percentages of Richard Egan and Ma-
honey were reversed: Richard Egan
now held 93%, and Mahoney 5%.
(Id.).

545. Haber provided Shea with the

buy-sell agreement for Richard
Egan’s purchase of Mahoney’s com-
mon interest and arranged for Maho-
ney to sign that document. (Shea,
23:41; M. Egan, 12:30; Ex. 1253).

546. Shea forwarded the buy-sell

agreement to Richard Egan for his
execution on November 6, 2001, after
authorization by Michael Egan, and
after the document had already been
signed by Mahoney. (Shea, 23:42;
Ex. 1269).

547. The KPMG PowerPoint presenta-

tion stated that there was “no require-
ment or document that infers or
states that [Richard Egan] will pos-
sess or acquire an option to obtain the
co-investor’s LLC interest.” (Hx.

of the “Outline of Proposed Transac-
tion” that indicate, “[Samuel Maho-
ney] being bought out for less from
[Richard Egan] [because] he gets a
portion of the fee collected.” (Cal-
kins, 35:54-65; Ex. 1028). On his copy
of the September 21 PowerPoint pres-
entation, Shea wrote that “[the co-
investor] getls] fee and 8% interest.”
(Ex. 1036). In other notes, Shea
wrote, “when do we buy out Sam Ma-
honey[?],” next to which he later
wrote, “after we trigger gain.” (EBx.
845).

548. On November 1, 2001, Shea e-

mailed Haber: “In the current [Fidel-
ity International] transaction I know
we need to buy out the Irish [Maho-
neyl soon. ...” (Ex. 1245),

7. Step Seven: Close Out of Interest

Rate Options

549. On November 6, 2001, the day

following the buy-back from Mahoney,
Fidelity International closed out the
interest-rate options. (Bx. 2). This
was done by entering into another set
of options that were exactly opposite
to the terms of the initial interest rate
options, in every detail. (Id.). As a
result of the entry into this second set
of offsetting options, the interest rate
options collectively had zero net value
and no potential for future gain or
loss. (M. Egan, 12:32; Shea, 23:50;
Ex. 1275). No matter what happened
thereafter to interest rates, there
would be no effect on Fidelity Inter-



national’s economic position. In addi-
tion, the entry into the second set of
interest rate options on November 6,
2001, locked in any gain or loss from
the interest rate options. (M. Egan,
12:32).

550. On November 27, 2001, Haber ad-
vised Robin Calkins that the desired
loss could “be triggered at any time.”
(Ex. 1371). Even though the interest-
rate trades had no value and no eco-
nomic consequence after November 6,
2001, they were kept in place for “tax
purposes” until 2002. (Id.).

551. Indeed, according to contempora-
neous notes taken by Reiss, they were
held for at least a “few more weeks”
in order to try to avoid the application
of the “step transaction” doctrine.
(Ex. 1384).

552. On October 18, 2001, Shea had
met with Haber and Speiss to discuss
the transaction. (Ex. 1151). Shea’s
notes indicate that Haber advised him
that the Egans could “sell out” their
interest in the Fidelity International
transaction at “any time—[once] we
have established our basis and ...
triggered our gains on the foreign
currency trades—however, for busi-
ness purpose the longer we keep it
alive the better we are for presenta-
tion—we don’t want to look as a step
transaction in the IRS[s] eyes.” (Id.).

553. The termination of the foreign
currency options prior to the close of
the tax year was a planned step in the
transactions that had been determined
in advance. For example, Shea wrote
on the Outline of Proposed Transac-
tion dated September 20, 2001, “Close
the loss legs by 12-31-01.” (Ex.
1024).

5b4. Haber also advised Shea that the
Egans would “want to keep Helios

and Mahoney in as partners until at
least Jan[uary] 08 to show bona fide
partners for at least 3 tax years,” and
that they “need[ed] to keep this Inter-
national Currency Fund open for [ap-
proximately] 5 years.” (Ex. 1419).

8. Step Eight: Termination of Re-

maining Foreign Currency Options

555. The final step of the transaction

oceurred on December 3, 2001. That
day, by agreement with Refco, Fideli-
ty International simultaneously termi-
nated all of its remaining currency
options (including the four replace-
ment, options entered into on October
29 and 30, 2001). (Ex. 2). To ac-
complish the termination, Fidelity In-
ternational agreed to termination
premium amounts that resulted in a
recorded “loss” on the euro transac-
tions of $118,290,922 and a recorded
“loss” on the yen transactions of
$57,861,427, for a total “loss” of
$176,152,349. (Id.). Fidelity Inter-
national recorded these amounts on
its books for a combined “loss” on
the currency trades of $178,124,498,
which included $1,972,159 in advisory
fees. (Kolbe, 37:23-26; Dem. Ex.
2882; Ex. 2651). This was the
amount of the “loss” that had effec-
tively been pre-determined when the
“gain” legs were earlier terminated
and replaced. (Kolbe, 87:25-26).
Again, Fidelity International adjusted
the loss allocations to assign all of
the $1,972,159 in advisory fees to
Richard Egan. (Ex. 2651).

556. Fidelity International allocated

this taxable loss among its members
according to their respective percent-
ages of common ownership after No-
vember 5, 2001, as reflected in the
table below:
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Member % of
Common Net Gain
Ownership Allocated Allocated Allocation for
Prior to Portion of Portion of October 29-30,
November 5, $176,152,349 ($1,972,159) in 2001
Member Name 2001 Taxable Gain Advisory Fees Terminations
Richard J. Egan 93% ($168,821,685) ($1,972,159) ($165,793,844)
Samuel Mahoney 5% ($ 8,807,617 0 ($ 8,807,617
Alpha, 1% ¢ 1,761,523) 0 $  1,761,523)
Helios 1% ¢ 1,761,523) 0 ¢ 1,761,523

(Kolbe, 37:23-26; Dem. Ex. 2882; Exs. 2,
2651).

9. The Stockton and Mariner Invest-
ments

557. From the outset, the Egans antici-
pated making additional capital contri-
butions to Fidelity International as
purported evidence of a non-tax busi-
ness purpose. (Exs. 1029, 1055).
Notes taken by Robin Calkins taken
in September 2001 state: “Need to
have a business purpose [sic] that is
why there is $ going in the tail end.”
(Calkins, 35:59-61; Ex. 1033).

558. As of October 31, 2001, Carruth
moved a pre-existing Egan invest-
ment, ownership of 4,028 shares in
Stockton Holdings, Ltd., a Cayman
Islands company, into Fidelity Inter-
national. (Ex. 2; XKolbe, 36:39-40;
Dem. Ex. 2845). The daily valuations
of Fidelity International’s investments
report the value of this block of shares
as a static $4,6638,135 for the entire
period shown (October 31, 2001
through January 14, 2002). (Ex. 2).

559. In late November 2001, Carruth
arranged for Richard Egan to contrib-

561.

ute $5,000,000 to Fidelity Internation-
al, which it used to purchase an in-
vestment in Mariner Horizon 6A,
LLC, a 5-year commitment to a “fund
of funds.” (Id; Xolbe, 36:42-43;
Dem. Ex. 2848). The daily valuations
provided in the Fidelity International
documents do not separately report
the value of this holding; it appears in
the “cash” column. (Ex. 2).

560. None of the tax losses claimed by

Richard Egan in 2001 and 2002 are
attributable to the Stockton and Mari-
ner investments, which appear to com-
prise the only other business activity
in which Fidelity International partici-
pated. (Exs. 6,7, 8).

10. The Actual Economic Loss From

the Termination of the Foreign
Currency Options

The actual economic loss from the
termination of the foreign currency
options can be calculated using the
taxable gain and loss numbers report-
ed by Fidelity International as fol-
lows:

Reported Taxable Allocated Advisory Total
Gain (Loss) Fees
Reported taxable gain result- 175,603,084.00 (1,617,246.00) 178,985,867.00
ing from the October 29-30,
2001 terminations
Reported taxable loss of result- (176,152,349.00) 1,972,159.00) (178,124,505.00)

ing from the termination of all
remaining currency options,
including the replacement



options, on Decemper 3, 2001

Total (_ 549,265.00)

(3,589,405.00) (_ 4,138,670.00)

(Kolbe, 387:23-26; Dem. Ex. 2882; Ex.
2651).

562. The result is a loss of $549,265,
before accounting for millions of dol-
lars in fees paid to Helios and Alpha
on the transaction. Of the $549,265 in
actual economic loss, $837,244 was at-
tributable to the bid/ask fees paid by
Fidelity International to Refco on the
currency options: $416,359 for the ini-
tial USD/EUR option quartet,
$416,588 for the initial JPY/USD op-

Shea, Speiss, Haber, and Buesinger,
Ross, and Helene of Alpha in a confer-
ence call that same day. (Id.).

565. The October 5 memorandum stat-

ed that Richard Egan “has large expo-
sure to commercial real estate fi-
nanced with 10 year fixed rate non-
call borrowing,” and indicates that
this exposure was the reason to enter
into option spreads based on the 10-
year CMS rate. (Id.).

tion quartet, and $4,297 for the two 566. In fact, and as discussed below,

replacement options. (Kolbe, 37:28-
29; Ex. 2; Dem. Ex. 2883).

Documentation of the Purported
“Business Purpose” of the Fidelity
International Transactions

563. The Egans were aware that the
ordinary income strategy had to have

a legitimate business purpose or the
IRS would disallow their tax treat- 567. The October 5 memorandum also

stated that option spreads based on
the 3-month LIBOR were intended to

ment of the transaction. As with the
Fidelity High Tech transaction, the
Egans decided that they would claim
that the Fidelity International trans-
action was designed as a hedge, this
time against interest rate movements

Richard Egan did not have any inter-
est-rate exposure from commercial
real estate; his only commercial real
estate holding was an office building
at 87 Elm Street in Hopkinton, Mas-
sachusetts, and that building was not
encumbered by debt. (Shea, 23:61-
62).

“mitigate [the] risk of rising short
term [interest] rates in the interim”
until Richard Egan “lock[e]d his float-
ing borrowing to fixed.” (Ex. 1088).

and currency fluctuations. In order 568. The variable-rate debt in question

to prepare for a possible IRS audit or
challenge, the Egans created, and con-
templated creating, a false paper trail
to “document” the purported “pur-
pose.”

1. The October 5, 2001 Buesinger
Memorandum

564. On October 5, 2001, Ron Buesing-

was debt owed by Cape Clear LLC
and Westship World Yachts LLC, two
Egan-owned entities. (Id.). Cape
Clear had $81.1 million, and Westship
had $19.9 million, in short-term varia-
ble-rate debt; Richard Egan had
guaranteed both sets of obligations.
(Exs. 1239, 1062).

er of Alpha e-mailed Haber a memo- 569. As discussed below, the options as

randum entitled “Egan Trades.doc.”
(Ex. 1088). That memorandum set
forth potential option trades that had
been discussed with Michael Egan,

structured provided virtually no such
hedging effect for that debt. More-
over, there is no evidence that any
variable-rate debt owed or guaranteed
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by Richard Egan was ever converted
to fixed-rate debt.

570. The October 5 memorandum also

571,

2.

stated that the yen and euro options
could hedge against the impact of a
stronger dollar on EMC sales and
profits overseas: “Bearish EUR and
Yen trades will provide gains in a
USDS rally scenario that will offset
losses in EMC stock due to declining
revenue and profits in Europe and
Japan.” (Ex. 1088). As discussed be-
low, the options as structured provid-
ed virtually no such hedging effect.
Finally, the October 5 memoran-
dum reflected a discussion of entering
into a bullish range of options based
on the Swiss franc, contemplated “to
offset losses in USD equities and USD
commercial real estate in a flight to
quality scenario” sparked by potential
war in the Middle East. (Id.). Fideli-
ty International did not, however, en-
ter into any option ranges on the
Swiss franc.

The Proposed David Henry Memo-
randum

572. Two weeks later, on October 19,

2001, Carolyn Fiddy sent an e-mail to
David Henry of Carruth confirming
an earlier discussion. (HEx. 1159).
Fiddy had asked Henry to prepare a
back-dated memorandum that would
falsely purport to advise Michael
Egan concerning the foreign currency
trades. (Id.). The e-mail stated:

The foreign currency trades are ex-
pected to happen on Monday, they
were discussed today, I will forward
the analysis we were sent.

The memo we discussed should be
using a date prior to the date of the
trades, since the memo should be
designed to help Mike decide what
trades to do. ...

So, if you are going to download
info from the web, you should select
appropriate time periods.

The trades to be entered into are 2
foreign currency exchange trades
hedging the valuation of the $—half
against the yen and half against the
Buro. (If the $ strengthens, then
their value will increase).

(Id. (emphasis in original)).

573. Henry, however, never prepared

such a back-dated memorandum. Car-
ruth employees nonetheless continued
to discuss such a memorandum into
November 2001. (Henry, 5:12-13;
Ex. 1252).

“Business Purpose” Discussions
in October-December 2001

574. On October 18, 2001, Shea spoke

with Haber about the close-out of the
Fidelity International transaction.
Haber told Shea that the Egans could
“sell out any time—we have estab-
lished our basis ... however, for busi-
ness purposes, the longer we keep it
alive the better we are for presenta-
tion—we don’t want to look as a step
transaction in the IRS[’s] eyes.” (Ex.
1151).

575. On October 22, 2001, Pat Shea

sent a memorandum to Richard Egan
requesting that he sign various docu-
ments for the Fidelity International
transaction, which he described as a
strategy “to serve as a hedge against
the falling markets.” (Ex. 1165).
The original draft of the memoran-
dum, however, referred to the same
transaction as “the plan we are work-
ing on to reduce your 2001 tax liabili-
ty.” (Ex. 1164).

576. On November 5, 2001, Speiss sent

an e-mail to Shea asking if he was
available to meet “[with regard to]




discussing investment documenta-
tion.” (Ex. 1282).

577. On November 6, 2001, Shea sent
an e-mail to Carolyn Fiddy and David
Henry of Carruth asking if they were
available to meet with KPMG “to de-
fine our investment posture—we are
establishing a business purpose and
reason for entering [into] the option
trades we put on earlier this month.”
(Ex. 1268). At the time that e-mail
was sent, all of the major option
trades that form the basis of the
claimed losses in Fidelity Internation-
al had been completed. (Ex. 2).

578. On December 3, 2001, Shea sent
an e-mail to Michael Egan proposing
that he meet with a possible advisor in
New York. (Ex. 1394). Among other
things, Shea said that the meeting
would “support our business purpose
for Helios” by showing that they con-
sidered multiple strategies. (Id.).

4. Proposed Discussions with Samuel
Mahoney

579. On December 6, 2001, after all of
the options involved in the Fidelity
International transaction had been
terminated or covered, Shea sent an
e-mail to Haber that included the fol-
lowing statement:

KPMG is also requesting that we

have a [telephone conference] with

Sam Mahoney or at least establish a

reason that we entered in to this

transaction with him—what are

your comments on that subject?
(Ex. 1415).

580. On December 14, 2001, Pat Shea
wrote a “memo to file” concerning
various matters to discuss with James
Haber. (Ex. 1454). Among other
things, the memorandum listed as a
discussion topic the fact that “we
would like to establish a business rela-

tionship with [Samuel Mahoneyl—
would like a tel con with him—at least
a profile of him to establish common
investment strategies or philoso-
phies.” (Id.). After speaking with
Haber, Shea wrote in handwriting on
the memorandum, “Haber will send us
his profile and suggest that when one
[sic] is in Ireland (Dublin) that we set
a meeting.” (Id.).

581. There is no evidence that Maho-

ney was consulted or provided any
advice or input info the investment
decisions of Fidelity International, or
that he even spoke with the Egans
during the relevant period. Richard
Egan had no contact or ecommunica-
tion with Mahoney during the entirety
of the Fidelity International transac-
tion, including the period during 2001-
2002 when both resided in Dublin, Ire-
land. (R. Egan, 3:95-96). The two
did not meet until Richard Egan visit-
ed Mahoney’s office while on vacation
years later, after the Fidelity Interna-
tional transaction had come under
IRS scrutiny. (Id. at 8:97-98, 4:29-
32). Moreover, Michael Egan testi-
fied that he “neither sought nor wor-
ried about Mr. Mahoney’s involvement
in running the [Fidelity International]
partnerships.” (M. Egan, 12:58).

5. The December 18, 2001 Shea Mem-

orandum

582. After all steps of the transaction

had been completed, on December 18,
2001, Shea created another “memo to
file.” (Shea, 23:61; Ex. 1463). In
that memorandum, Shea listed areas
in which he stated Richard Egan had
“significant market exposure.” (Ex.
1463).

583. One area of purported “exposure”

identified in the December 18 memo-
randum was:




Real estate—the family has sub-
stantial investments in commercial
real estate with Mr. and Mrs. Egan
holding mortgages on certain prop-
erties.

(Id.). In fact, and as described above,
Richard and Maureen Egan did not
have any interest rate exposure from
commercial real estate.

584. Another area of purported “expo-
sure” identified in the December 18
memorandum was:

foreign markets—EMC is looking
to expand in Europe and we felt we
needed some foreign investments to
participate in the dollar getting
stronger in the foreign markets as a
result of EMC expansion and/or
general world economics.
(Id.). As described below, the market
price of EMC was already adjusted by
any relevant currency risk. More-
over, Shea’s memorandum contains no
mention of EMC expansion in Asia,
and therefore does not attempt to jus-
tify the Japanese yen options.

585. The December 18, 2001 memoran-

dum by Shea also stated that:
the initial positions in [Fidelity
World] were 10 year CMS (constant
maturity swap) calls and 8 month
LIBOR puts to hedge our exposure
against increasing interest rates.
(Id.). As described below, the options
as structured were not rational hedg-
es for those purposes.

586. The December 18 memorandum

characterized the involvement of Ma-
honey in Fidelity International as fol-
lows:

[Fidelity International] is an invest-
ment partnership with 2 of our ad-
visors (Helios and Alpha) and an
unrelated party (Sam Mahoney)
who has strong experience in inter-

national banking and financial ser-
vices between Europe and the
U.S.—Due to our interest rate ex-
posure and international exposure
with EMC we felt Mr. Mahoney’s
background and experience would
help us with our investment deci-
sions. ...
(Id.). That statement was false, as the
Egans never sought Mahoney’s advice
as to any investment decisions, and
indeed never spoke to him during the
relevant time.

6. The March 12, 2001 Speiss Memo-

randum

587. On February 28, 2002, Shea sent

an e-mail to Denby that stated, among
other things, that he was planning to
meet with Haber and Speiss, and that
he would be

looking for written notes in the files
to make sure I am comfortable that
their files adequately show business
purpose—investment objectives [—]
and reasons for us to enter such
complex transactions—I am holding
up paying the fees until I am com-
fortable that their files are satisfac-
tory and the write-ups are as prom-
ised—

(Ex. 3382). Denby responded,
I think it would be helpful if my
business purpose file reflects yours
and KPMG’s. You might want to
send me a copy of yours. I will
then compare it to mine and let you
know if I have anything you should
have.

(d.).

588. On March 12, 2002, Tim Speiss of

KPMG sent an e-mail to Stephanie
Denby stating that he had “drafted a
detailed narrative ... outlining the
business purpose of the [Fidelity In-
ternational] investment.” (Ex. 1651).




The attached memorandum, after a
multi-page discussion of the KEgan
family’s general investment objectives
during 2001, then repeats several of
the claimed business purposes set
forth in Shea’s December 18, 2001
memorandum to file. (Ex. 201).

W. The Proskauer and Sidley Austin
Opinion Letters

589. As described above, a central fea-
ture of the tax shelter strategies pro-
moted by DGI/Helios and KPMG was
the issuance of legal opinion letters
concerning the tax consequences of
the transactions. The opinion letters
were principally intended to prevent
the imposition of tax penalties if the
taxpayer’s treatment of the transac-
tion were disallowed by the IRS and
that disallowance were upheld by the
courts.

590. The Egans were to be provided
with an opinion letter from Proskauer
for the Fidelity High Tech transaction
and an opinion letter from Sidley Aus-
tin for the Fidelity International
transaction. The fees of both firms
were to be paid by DGI/Helios.
DGI/Helios, however, would not be
paid by the Egans for the transaction
until the law firm had issued its opin-
ion.

591. The final Egan opinions were
based in part on template or model
opinions that had been created as part
of the overall design of the strategies,
and that were used to help market the
strategies.

592. James Haber and Orrin Tilevitz at
DGI/Helios played a central role in
the issuance of the opinion letters,
including making arrangements with
the law firms, drafting and editing the
letters, and paying the law firms.

1. The Proskauer Legal Opinion for

the High Tech Transaction

593. On January 30, 2001, Haber for-

warded to Denby a redacted copy of a
Proskauver opinion from a transaction
for another taxpayer. (Ex. 704).
Denby had the Proskauer opinion put
on her law firm’s system so that she
could “edit it later.” (Id.).

594. By at least September 26, 2001, a

draft opinion for the High Tech trans-
action had been prepared. (BEx. 604).

595. On November 27, 2001, Denby

sent an e-mail to Haber, with copies to
Reiss and Shea, confirming that “you
are coordinating with Proskauer to
get an opinion for the 754 election.”
(Ex. 1372).

596. On December 14, 2001, Shea

spoke with Haber concerning the
Proskauer legal opinion for the High
Tech transaction. (Ex. 1454). Haber
confirmed that the opinion

will be specific to us, will deal with
our facts and the step-up of outside
basis with the trade in Feb[ruary]
01, as well as the 754 step-up of
inside basis and step-up of individu-
al assets.

(Id.; Shea, 16:89-90).

597. On January 4, 2002, Shea sent an

e-mail to Haber stating in part, “I
assume that you are working on the
legal opinion letters for both transac-
tions and ... you don’t need anything
from me.” (Shea, 24:95-96; Ex.
1525).

598. On January 25, 2002, Orrin Tilev-

itz of DGI/Helios e-mailed Ira Aksel-
rad at Proskauer a draft opinion for
the Fidelity High Tech transaction,
stating:
Attached is my draft of the Egan
opinion. The deal is a variation of
the stock dribble: investors contrib-




ute appreciated stock plus options
to an LLC taxed as partnership,
then the 99% member contributes
her membership interest to a limit-
ed partnership, the better to avoid
the Florida intangibles tax.

Jimmy [Haber] asked that you

please make this opinion your fop

priority so that we can get paid.
(Ex. 68).

599. Between February and April 2002,
drafts of the Fidelity High Tech opin-
ion were circulated for comment and
proposed edits to multiple persons
outside of the Proskauer law firm.
Among others, draft High Tech opin-
ions were reviewed by James Haber,
Mox Tan, and Orrin Tilevitz at Hel-
ios/DGI; Timothy Speiss at KPMG;
Stephanie Denby at Burke, Warren;
and Pat Shea at Carruth. (Exs. 595,
704, 1603, 1612, 1615, 1678).

600. The drafts of the Fidelity High
Tech opinion included proposed “Cer-
tificates of Fact” that were to be exe-
cuted by Richard and Maureen Egan,
and upon which Proskauer would pur-
portedly rely in rendering its opinion.

601. On February 25, 2002, Michael
Swiader at Proskauer sent an e-mail
to Tilevitz stating that “we are revis-
ing the facts in the draft Egan opinion
to conform to the deal binder,” and
that a “couple of minor discrepancies
[had] popped up that we are hoping
you can clarify.,” (Ex. 195). Among
the discrepancies were the reported
“business purposes” for the transac-
tion. (Id.). No one at Carruth was
copied on the e-mail, or asked to clari-
fy any “facts” concerning the opinion.
(d.).

602. On February 26, 2002, Swiader
sent Haber “the draft gan tax opin-
ion for your initial review.” (Ex.
1612). Haber then forwarded the

draft opinion to Speiss, Reiss, Denby,
and Shea, noting that the attached
draft opinion was “as prepared by”
Proskauer, and that “[wle are review-
ing it as you are.” (Ex. 69). Denby
marked up the draft with proposed
edits. (Denby, 28:12-13; Ex. 196).

603. On February 27, 2002, Tilevitz
sent Swiader his initial suggested
changes for the opinion. (Ex. 1613).

604. On February 28, 2002, Swiader e-
mailed Tilevitz and asked whether in
the opinion he should exclude the
amount of fees paid by the Egans
relating to the High Tech transaction
“as we did in the prior transaction.”
(Ex. 1621). Tilevitz replied, “leave
out the actual amount.” (Id.).

605. On March 12, 2002, Speiss e-
mailed Denby with his comments on
the High Tech opinion letter. (Ex.
205). At the same time, and as de-
seribed below, Speiss sent a “detailed
narrative” purportedly “outlining the
business purpose of the investment.”
(Ex. 201).

606. On March 14 and 21, 2002, Denby
and Speiss separately provided fur-
ther comments to the draft opinion.
(Fxs. 1655, 1689). Denby provided
her comments to Haber, not Akselrad
or Swiader. (Ex. 1655).

607. On April 3, 2002, Swiader sent
Haber a revised draft opinion, along
with draft supporting “Certificates of
Fact.,” (Ex. 1736).

608. Between April 3 and April 8, Pros-
kauer again circulated revised drafts,
and Denby again provided comments
to Haber. (Exs. 1738, 1753).

609. On April 5, 2002, Elizabeth Jung
of DGI sent an e-mail to Swiader at
Proskauer asking that he “please re-
lease the final Egan opinion to us.”
(Ex. 1747).




610. On April 10, 2002, Pat Shea sent
the final version of the Fidelity High
Tech “Certificate of Facts” to Richard
and Maureen Egan in Ireland for
their signatures. (Ex. 1766). The
cover memorandum states that the
document was a “representation of
facts you are making for the Helios
trade” and that “[t]he information was
verified by our staff as well as Stepha-
nie Denby.” (Id.).
611. Richard and Maureen Egan both
executed the High Tech “Certificate
of Facts” “effective as of April 5,
2002.” (Id.). It was actually signed
and faxed back on April 11, 2002.
(Ex. 1767).
612. On April 11, 2002, Proskauer gen-
erated a draft engagement letter ad-
dressed to Richard and Maureen
Egan that provided for a fixed fee of
$50,000 for “rendering tax advice in
connection with certain investment
fransactions that Investor conducted
in 2001.” (Ex. 1772). The draft letter
referred to a $50,000 fee, even though
any fees relating to the deal were fo
be paid by DGI/Helios.
613. The draft Proskauer engagement
letter of April 11 contained the follow-
ing language:
We have advised you that we also
represent The Diversified Group
and Helios Finanecial and their affili-
ated entities in connection with vari-
ous matters. You acknowledged
and expressly agreed that we would
be free to eontinue to represent The
Diversified Group and Helios Fi-
nancial, and you waived any conflict
resulting from or attributable to
such representation,
(Id). Richard Egan testified that he
does not recall whether he ever saw a
copy of the draft engagement letter.
(R. Egan, 3:69-70). Both Richard

Egan and Proskauver produced copies
of the draft engagement letter, nei-
ther of which were signed. (Exs.
1772, 1774).

614. On April 12, 2002, Elizabeth Jung
of DGI sent an e-mail to Denby stat-
ing that “we would like to release the
[Proskauer] opinion to her “but are
not able to do so until the signed
Certificate of Facts is received.” (HEx.
1777).

615. On April 15, 2002, Denby e-mailed
Haber and Tan that she had received
the final [Proskauer] opinion on the
High Tech transaction and that it ap-
peared “fine.” (Ex. 215).

616. Michael Egan would not have paid
Helios for the Fidelity High Tech
transaction unless he had received a
satisfactory and favorable legal opin-
ion letter from Proskauer. (M. Egan,
13:47; Shea, 24:85, 103-04; Ex. 1603).

617. The Proskaver legal opinion for
the High Tech transaction was dated
April 5, 2002 and issued to Richard
and Maureen Egan. (Ex. 122). The
opinion was 47 pages long and includ-
ed an Exhibit A listing some of the
documents purportedly relied upon by
Progkaver in rendering its opinion.
(d.).

618. The Proskauver opinion language
regarding Notice 200044 is virtually
identical to the language in the gener-
ic marketing opinion for the FDIS
transaction, “DG Draft 4/25/01,” that
was developed by DGI and Brown &
Wood in April 2001 to market the
FDIS transaction. (Ex. 864).

2. The Sidley Austin Legal Opinion
for the Fidelity International
Transaction

619. On Januvary 7, 2002, Haber for-

warded the closing binder on the Fi-
delity International transaction to Mi-




chael Egan, with copies to Denby,
Speiss, Ruble and Ross. (Ex. 67). Ha-
ber’s letter stated that “[wle will be
forwarding you a tax opinion under
separate cover.” (Id.).

620. By separate letter dated January
9, 2002, Haber also forwarded Ruble a
copy of the closing binder for the Fi-
delity International transaction, in
which Haber wrote:

I am forwarding you Richard
Bgan’s closing binder. His opinion
is a first priority on the new style
transactions because his fee is only
payable upon delivery of this opin-
ion,
(Ex. 1580). Haber referred to the
Fidelity International transaction as a
“new style transaction” because it was
an FDIS transaction, as opposed to an
“old style partnership” opinion.

621. On February 7, 2002, Ruble e-
mailed Haber:

T've been through the Proskauer
draft for the new deal. Ira [Aksel-
rad of Proskauer] has done an ex-
cellent job of paring down a number
of the discussion[s] from what we
have said in the past. In a perfect
world I would probably adopt many
of the changes Ira made, but it’s
hard to get changes to boilerplate
here. Do you have a problem if we
continue to use our form of discus-
sion on most of these issues?

(Ex. 1579).

622. At some point in early February
2002, Haber received a copy of a draft
of Ruble’s “new style” opinion for the
Bgan transaction. (Ex. 1600). On
February 13, 2002, Haber sent an e-
mail to Ruble enclosing a redline of
the changes in Ruble’s initial draft of
the “new style” opinion, compared to
the “generic form of the opinion” that

Ruble had “signed off on during the

summer.” (Id.). Haber wrote:
I think that you will find that the
changes we agreed to over the sum-
mer are substantial and for the
most part a better approach. At
the end of the day it’s your opinion
and your decision.

(d.).

623. By e-mail dated February 17,

2002, Ruble expressed reluctance to
make any editorial changes, because
of the difficulty in obtaining approval
from his firm. (Id.). He added:

... There is one quasi-substantive
issue. Our economic substance and
business purpose discussion regard-
ing the new decisions is locked in
stone. I believe that we come to
the same conclusion, but our analy-
sis seems somewhat different. The
one real substantive issue may be
Notice 2000-44. People here are
not so sure that it doesn’t apply if
the Notice is a wvalid exercise of
authority. I am still arguing the
POINL.
(Id. (emphasis added)).

624. On February 22, 2002, Ruble for-

warded the draft legal opinion to the
Fidelity International transaction to
Haber and Tilevitz. (Ex. 1605). He
agsked them to “[glive it one more
look” and that if they were “happy”
and willing to “sign [off],” his office
would finalize it and “get it out.”
{d.).

625. Haber forwarded a mark-up with

another set of changes to Ruble on
February 25, 2002. (Ex. 1608). Ti-
levitz sent his comments by e-mail the
same day. (Ex. 1610).

626. On February 27, 2002, Haber sent

Speiss, Reiss, Denby, and Shea a
“draft tax opinion” on the Fidelity In-
ternational transaction “as prepared




by Sidley Austin Brown & Wood,” and
stating, “we are reviewing it as you
are” (Ex. 70). Denby marked up
this draft opinion.
627. On March 11, 2002, Denby wrote
Speiss that she had completed her
review of the draft opinion and needed
his comments, and that once she in-
corporated his comments she would
forward the draft to Haber to coordi-
nate with Sidley Austin. (Ex. 1649).
628. On March 12, 2002, Speiss sent to
Denby his detailed comments on the
Sidley Austin opinion. (Ex. 1651).
He also attached a nine-page narra-
tive describing the purported “busi-
ness purpose” of that transaction that
he suggested incorporating into the
opinion. (Id.).
629. On March 14, 2002, Denby sent
her comments on the Sidley Austin
opinion to Haber, which included sug-
gestions for stating the purported
“substantial non-tax business reasons”
for the transaction. (Ex. 1655), She
did not provide those comments to
Ruble. (Id.).
630. On March 15, 2002, Tilevitz e-
mailed Ruble attaching a revised draft
of the opinion, which he copied to both
Denby and Haber. Tilevitz wrote
that he thought “most of the changes”
proposed by Denby were
“nits,” except for some substantive
additions to the [representations]
(and the reasoning based thereon)
and a couple of changes necessitat-
ed by the fact that the LLC’s man-
ager is not Helios [but] the Egan’s
son.
(Ex. 1659).
631. On March 15, 2002, Haber sent
Denby for her review a draft of pro-
posed “fact” representations to be
made by Richard Egan to Sidley
Austin in connection with its opinion

letter. (Ex. 1661). The same day,
Denby forwarded the proposed repre-
sentations to Shea, writing:

Attached are the representations
that Sidley will want Dick to sign in
conjunction with their opinion let-
ter. The investment purpose lan-
guage is picked up from my revi-
sions to the opinion letter. I think
the letter is fine. Let me and Jim-
my [Haber] know if you have any
comments.

(Id.).

632. On March 18, 2002, Haber sent

Shea a letter stating: “Your tax opin-
ion is complete. We will forward it to
you upon receipt of the attached Rep-
resentation letter. Please sign where

indicated, fax a copy to me ... and
return the original to me in the en-
closed Airborne envelope.” (Ex.
1664).

633. On March 19, 2002, Haber e-

mailed Shea and Denby stating, “We
are forwarding to you via overnight
mail the final Sidley Austin Brown &
Wood opinion. Please let us know
when we can expect the executed
[representation] letter, as well as, pay-
ment ($3,375,000) for this transaction.”
(Ex. 1678). Shea replied: “Payment
will be wired after I review the opin-
ion and get blessings from Stephanie.”
(Id.; Shea, 24:97-98).

634. On March 20, 2002, Shea sent the

“representation letter” to Richard
Egan for his signature. (Ex. 1680).
Shea noted the “purpose” of the letter
“is that you as the investor have asked
for a legal opinion from Mr. Ruble for
tax and business purposes.” (Id.).
Richard Egan executed the letter.
(Ex. 78).

635. On March 27, 2002, Haber again

asked Shea when DGI would receive
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1 am planning on wiring [the fees]
this week provided Stephanie gets
all the issues resolved with the opin-

its fee for the Fidelity International
transaction. (Ex. 1706). Shea re-
sponded that:

payment will be made as soon as we
finish reviewing the opinion letters
... I feel a careful review is critical
in light of the changes that were
made on the last final draft—I want
to be sure we are comfortable with
the wording—

ion letters it—appears your law
firm has made several changes af-
ter Stephanie[’ls review—changes
were made that were not brought to
our attention—it seems as though
[Sidley Austin] Brown and Wood
tried to slide things past us—it is a

good thing Stephanie is so astute
because there was a significant
change without our knowledge—

(Id.). In reply, Haber stated:

While I respect your desire for a
thorough review of the opinion, the
opinion has been issued in final (to
the extent you find further changes
I’'m sure the law firm will be coop-
erative) and I feel that payment for
[Fidelity International]l should be
forthcoming at this time. Further
delays at this point I do not believe
to be appropriate.

My consistent position is the fees
will be wired upon satisfactory com-
pletion of the legal opinion letters—
Stephanie is working diligently and
not sitting on them to get them
completed—however, each draft we
get there are more changes—and
no ‘redling’ drafts pointing out the
changes—(wait until I charge you

{Id.). ' . for Stephanie[’]s third or fourth re-
636. On April 2, 2002, Denby e-mailed view of the same does)—
Haber:

I am as anxious as you are to get
this done and to get you paid—
however I must wait for the opin-

It appears in the last version that
the discussion on tax shelter regis-

tration ... is now missing. Why is jons—

that? Are they no longer able to .

opine on this issue? I am also con- (%}éez(mi,)) 24104; Bx. 1733 (eraphasis
added)).

cerned as to why we are not advised
of these changes in a document
which I had carefully reviewed prior
drafts. It makes me uncomforta-
ble. Perhaps they should provide
us with a redline for Irwin’s [Orrin

638. Haber then faxed “replacement
pages to the opinion” to Denby for her
review and approval. (Ex. 209).

639. The Sidley Austin legal opinion
for the High Tech transaction was
Tilevitz’s] version to the current dated March 8, 2002 and issued to
version. Richard Higan at an address for Car-

(Denby, 29:119-20; Ex. 1723). Haber ruth. (Ex. 121). The opinion is 131

responded, “I’'m sure the omission was pages long. (Id.).

inadvertent.” (Ex. 1723).
3. Payment of the Legal Fees of

Proskauer and Sidley Austin

640. The fee paid by the Egans to Hel-
ios for the Fidelity High Tech and
Fidelity International transactions in-

637. On April 3, 2002, Tan inquired as
to when DGI could expect to receive
its $3,375,000 fee for the Fidelity In-
ternational transaction.
sponded, on same day, that:

Shea re-




cluded the fee for a favorable legal
opinion. (M. Egan, 13:47-48).

641. For the Fidelity High Tech trans-
action, DGI paid the fee for the legal
opinion issued to Richard and Mau-
reen Egan directly to Proskauer.
(Ex. 1519). The fee was part of a
lump sum payment for 23 opinions at
$50,000 each, for a total payment to
Proskauer of $1,050,000. (Id.).

642. For the Fidelity International
transaction, DGI paid the fee for the
legal opinion issued to Richard Egan
directly to Sidley Austin. (Id.). The
fee was part of a lump sum payment
for 28 opinions for a total payment to
Sidley Austin of $800,000. (Id.).

643. The relevant invoice from Sidley
Austin to DGI lumped services per-
formed for Richard and Maureen
Egan together with 16 other sets of
taxpayers. (Ex. 2758). The bill for
services on behalf of the 17 sets of
taxpayers was an undifferentiated
amount of $700,000. Id.).

X. Costs and Fees for the Transactions

1. Costs and Fees on the Fidelity
High Tech Transaction

a. Helios and KPMG Fees

644. As originally proposed in the sum-
mer of 2000, the plan for the High
Tech transaction called for a fee to
Helios and KPMG of 1.95% of the
amount of the premium for the long
options, which was expected to be
$230 million. (Shea, 15:118-21; Ex.
514). Helios was to receive 1.3% of
that premium, or $2.99 million, and
KPMG was to receive .65%, or $1.495
million. (Ex. 514).

645. On January 29, 2001, Shea advised
Michael Egan that the proposed fee
agreement had been revised as fol-
lows:

The cost to us will be 1.5 percent to
Helios and something to KPMG—
Helios will pay KPMG up to 100k
from the 1.5% as well as paying for
the opinion letter—

KPMG is looking for an additional
150k from us—

KPMG total 250k—
(Ex. 697).

646. On November 9, 2001, Stephanie

Denby suggested to Jim Reiss that
they should “consider renegotiating
[Helios’s] fees,” because the High
Tech transaction had been changed, in
that the Egans planned to sell the
EMC stock on the open market, which
reduced Heliog’s “transaction costs.”
(Eixs. 3294).

647. On December 6, 2001, Shea e-

mailed Haber asking for a reduction
in the High Tech fee because the
“transaction is now completely differ-
ent [from] what was supposed to hap-
pen.” (Shea, 23:75; Ex. 1415).

648. Haber responded the same day as

follows:

[The High Tech transaction] was for
$160 million. We are proposing
that Helios be paid a fee of 1%
which includes you receiving a tax
opinion from Proskauer Rose. The
transaction will be completed from
our perspective once the member
interests are transferred and a sec-
tion 754 election is triggered.

(Bx. 1415).

649. On December 14, 2001, Shea pre-

pared a memorandum to file detailing
a list of issues to discuss with Haber.
(Shea, 16:89; Ex. 1454). In that
memorandum, Shea noted as to “fees”
for the Fidelity High Tech transaction
that the “deal changed” in that Helios
was no longer “financing the buy out
as well as the costs of the trade,” and




that he thought a lower fee was war-
ranted. (Eix. 1454). That day, Shea
spoke with Haber. Haber would not
lower his fee for the Fidelity High
Tech transaction below 1% of the pre-
mium. (d.; Shea, 23:78). He did
agree, however, to lower the fee for
the Fidelity International transaction.
(Ex. 1454).

650. By mid-December 2001, Shea had
agreed on fees for the High Tech
transaction of $1.6 million to Helios
and $200,000 to KPMG. (Shea, 23:76—
78; Exs. 1415, 1456).

651. In accordance with that agree-
ment, on December 26, 2001, Helios
issued an invoice for the High Tech
transaction to Carruth for $1.6 million.
(Ex. 2566).

652. On December 27, 2001, KPMG is-
sued an invoice for the High Tech
transaction to Carruth for $200,000.
(Ex. 11). The invoice stated that it
was “for 2001 tax services rendered”
on behalf of Fidelity High Tech. (Id.).

653. On January 4, 2002, Shea e-mailed
Haber and advised him that he had
“the cash ready” to pay him, but that
he was “waiting for legal opinions and
closing books.” (Ex. 1525).

654. On April 23, 2002, on instructions
of Michael Egan, Carruth wired Hel-
ios $1.6 million and KPMG $200,000.
(Exxs. 84, 85, 108).

655. Under its fee-sharing arrange-
ment with KPMG, Helios paid an ad-
ditional $50,000 to KPMG in 2002 with
respect to the Fidelity High Tech
transaction. (Ex. 2771). Helios de-
scribed the payment as a “Schrier—
Egan” expense. (Id.). The $50,000
payment to KPMG was treated as a
joint expense of Helios, DGI, and Al-
pha. (Id.).

b. Refco Fees

656. Refco’s bid/ask fees for the four
initial NASDAGQ 100 options entered
into by Option A and Index A totaled
10% of the potential net payout on
each option, or $1 million. That
amount consisted of $990,000 for the
options entered into by Option A and
$10,000 for the options entered into by
Index A. (Exs. 706, 728; Kolbe,
37:124; Dem. Ex. 3009).

657. On January 31, 2001, Carolyn Fid-
dy was told by Ron Buesinger of Al-
pha that the 10% bid-ask fee was an
agreed-upon fee that was being paid
to Refco when the options were pur-
chased, as a cost to enter the con-
tracts. (Ex. 728). Fiddy wrote:

Have bought 2 different options for
tax purposes—but economically [it]
is really 1 item. The required pay-
off nets at $9,900,000 for the Fideli-
ty High Tech Option A Fund
($100,000 for the Fidelity High
Tech Index A Fund). In both cases
it has been agreed that the 10%
bid-ask charge would be taken
when the options were purchased.
Hence the bid-ask minus $990,000
on both the Breakdown schedule
and the Pricing schedule.
(d.).

658. Under the Black-Scholes formula,
the net theoretical value of those op-
tions was $2.4 million, which when
added to Refeo’s $1 million bid/ask
fees, equals $3.4 million of net premi-
um paid for those four options. (Kol-
be, 88:6; Dem. Ex. 3009).

659. Carolyn Fiddy was specifically ad-
vised by Buesinger on January 31,
2001, that the theoretical value of the
options was approximately $2.4 mil-
lion, and that the total cost of the
options was therefore approximately
$3.4 million. (Ex. 728).




¢. Other Fees

660. The total amount of fees paid by
the Egans to Burke, Warren in con-
nection with the Fidelity High Tech
transaction is not possible to ascertain
on the present record. It is more
likely than not, however, that the fees
were greater than $104,000, and there
is substantial evidence that the fees
were $280,000 or more. (Kolbe,
36:65-67, 37:123; Dem. Ex. 3008).

2. Costs and Fees on the Fidelity In-
ternational Transaction

a. KPMG and Helios Fees

661. The fees to be paid by Fidelity
International to Helios and KPMG
were calculated as a percentage of the

premium for the long interest-rate op-
tions. (Shea, 15:32-33; Ex. 1415).

662. The total Helios and KPMG fees
for Fidelity International were origi-
nally set at 8.5% of the $150 million
paid for the premium. (Ex. 1415). Of
that percentage, 2.56% was to be paid
to Helios and 1% was to be paid to
KPMG, or $3.75 million to Helios and
$1.5 million to KPMG. (Id.; Shea,
23:78).

663. As described above, after negotia-
tion with Shea in early December
2001, Haber agreed to reduce Helios’s
fee on Fidelity International to 2.25%,
or $3,375 million. (Ex. 1415).

664. On December 26, 2001, Helios is-
sied an invoice to Carruth for the
PFidelity International transaction for
$3,375 million. (Ex. 1484).

665. On April 10, 2002, Carruth wired
$3.83756 million to Helios. (Ex. 213).

666. On December 11, 2001, KPMG is-
sued an invoice to Carruth for the

Fidelity International transaction for
$1.87 million. (Ex. 1432).

667. Carruth ultimately paid fees to
KPMG as part of the Fidelity Interna-
tional transaction in the amount of
$1,402,000. Carruth paid the Decem-
ber 11 KPMG invoice in two install-
ments:  $685,000 on December 27,
2001 (Ex. 187), and $685,000 on April
15, 2002 (Ex. 214). It also paid
KPMG $32,000 on April 25, 2002, for
tax return preparation. (Ex. 2101).

668. The fees paid to KPMG repre-
sented 0.935% of the $150 million pre-
mium for the long interest rate op-
tions.

b. Refco Fees

669. Refco’s fees for the four interest-
rate options entered into by Fidelity
World totaled $606,373. For the LI-
BOR option pair, Refco received a fee
of $303,283. For the CMS option
pair, Refco received a fee of $303,090,
The fees were calculated at 9% of the
net payout Refeo would be required to
make if both options were “in the
money” on their expiration date.
(Xolbe, 36:60-61, 68-71; Dem. Ex.
2855; Ex. 2).

670. Under the Black—Scholes formula,
the net theoretical value of those four
LIBOR and CMS options was $1.64
million, which, when added to Refeo’s
fees, equals $2.25 million of net premi-
um paid for those four options.

671. Refco’s fees for the two quartets
of foreign-currency options entered
into by Fidelity International on Octo-
ber 22, 2001, totaled $832,947. For
the USD/EUR option quartet, Refco
received a fee of $416,359.: For the
JPY/USD quartet, Refeo received a
fee of $416,588. The fees were calcu-
lated at 9.5% of the net payout Refco
would receive if either of the two pairs
in the quartet were “in the money” on
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their expiration date. (Kolbe, 36:60-
61, 73-75; Dem. Ex. 2857; Ex. 2).

672. Under the Black-Scholes formula,
the net theoretical value of each quar-
tet was $3.2 million. Fidelity Interna-
tional, however, was credited with
only $2.8 million of initial net premium
for each quartet. The difference be-
tween net theoretical value and the
lesser amount credited to Fidelity In-
ternational represented the fee to
Refco. (Kolbe, 86:73-75; Dem. Ex.
28517).

673. Refco’s fees for the replacement
options for the USD/EUR options ter-
minated on October 29, 2001, and the
JPY/USD options terminated on Octo-
ber 80, 2001, were $4,297. (Kolbe,
36:37-38; Dem. Ex. 2844, 2857).

674. In total, Fidelity World and Fidel-
ity International paid $1,443,617 in
fees to Refco.

c. Other Fees

675. The total amount of fees paid by
the Egans to Burke, Warren in con-
nection with the Fidelity International
transaction is not possible to ascertain
on the present record. It is more
likely than not, however, that the fees
were greater than $83,000, and there
is substantial evidence that the fees
were $260,000 or more. (Kolbe,
36:65-67; Dem. Ex. 3036).

676. Carruth paid a $50,000 fee to
Proskauer for a non-disclosure opinion
related to the Fidelity International
transaction. (Shea, 15:35; Ex. 99).

677. The buyout of Mahoney by Rich-
ard HEgan was an out-of-pocket ex-
pense to Richard Egan of $325,500.
(Xolbe 36:63-64; Dem. Ex. 2854; Ex.
1024). Carruth paid a $27,500 fee to
RSM MecGladrey for review of their
2001 individual income tax returns.
(Ex. 2058). Half of that expense,

$18,750, was allocable to the Fidelity
International transaction. (Dem. Ex.
3741B).

Y. The KPMG Engagement Letters

678. At various points during the plan-
ning and implementation of the tax
strategies, KPMG sought to have the
Egans execute engagement letters for
the transactions. As described below,
Pat Shea eventually executed an en-
gagement letter for the Fidelity Inter-
national transaction, but no such let-
ter was ever executed for Fidelity
High Tech.

1. KPMG Engagement Letter Policy
for the Short Option Strategy

679. On July 24, 2000, KPMG imple-
mented various requirements concern-
ing its Short Option Strategy so that
the firm had “the information neces-
sary to maintain an investor list
should it be needed.” (Ex. 487). As
part of that requirement, KPMG re-
quired certain information to be col-
lected on an Electronic Information
Form (“EIF”). (Jd.). Prifti and
Schrier both received an internal
KPMG e-mail dated July 24, 2000,
notifying them of this requirement.
(d.).

680. The information to be collected for
the EIF included the name and ad-
dress of the client, the name or de-
seription of the strategy, the amount
the client invested, the expected tax
benefits from the strategy, and the
“date the engagement letter was
signed by the client.” (Id.).

681. KPMG had a pre-approved stan-
dard engagement letter for the Short
Option Strategy. (Ex. 426). The
standard SOS engagement letter ex-
pressly provided that if modifications
to the letter were desired, the modifi-




cations were to be discussed with, and
approved by, the location’s “business
unit professional practice partner-
tax.” (Id.).
682. KPMG also had pre-approved
“Standard Terms and Conditions for
Tax Engagements” that were part of
the standard engagement letter. (Ex.
947).
683. The Dbackground section of the
standard SOS engagement letter pro-
vided:
KPMG understands that Client in-
tends to engage ... [Helios] to pro-
vide Client with investment adviso-
Ty services and trading strategies
with respect to the foreign currency
and/or other option contracts en-
tered into pursuant to the Invest-
ment Program.

Client has independently deter-
mined that there is a reasonable
opportunity for Client to earn a rea-
sonable pre tax profit from the In-
vestment Program in excess of all
associated fees and costs, and this
determination has been confirmed
by [Helios] and/or other investment
advisors.

(Ex. 426).

684. KPMG screened the engagement
letter approval process to ensure that
all letters conformed with the pre-
approved format, and required that
any modifications from the pre-ap-
proved format be approved and docu-
mented internally. (Ex. 947).

2. The Initial Negotiations Concern-
ing a High Tech Engagement Lel-
ter

685. On July 25, 2000, Schrier pre-
pared a draft KPMG engagement let-
ter for the High Tech transaction.

(Ex. 495). The draft engagement let-
ter tracked the language in KPMG's
standard engagement letter for the
Short Option Strategy. (Exs. 426,
495).

686. The terms of the draft engage-

ment letter were not, however, accept-
able to the Egans.

687. On July 381, 2000, Schrier sent an

e-mail to Jeffrey Hischied, the head of
KPMGs PHFP practice, requesting
permission to modify certain terms in
the standard engagement letter for
the Egans. (Ex. 2774). Schrier wrote:

I've discussed the engagement let-
ter with Carruth Management, the
family office of the Egans. Indem-
nification and fee cap and limitation
of lability to gross negligence and
intentional misconduct stick in their
craw and may lead them to walk
away, although I'm hopeful they’ll
live with it. I'm assuming that
we're not flexible on deleting any of
those items, and I've held open to
them a willingness to discuss any
specific concerns.

One of their specific concerns was
that they want to know that we've
got some skin in the game and will
be around for a challenge. With
this in mind, I would like to see if
you would agree to our undertaking
to provide up to 300 hours of de-
fense time at no further charge.

{d.).

3. The Proposed Modifications to the

High Tech Engagement Letter

688. KPMG agreed to modify its stan-

dard engagement letter by agreeing
to assume some of the costs of audit in
the event the transaction was chal-
lenged by the IRS. (Ex. 495). On
August 1, 2000, Schrier sent an e-mail
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to Shea enclosing a modified draft en-
gagement letter. (Id.).

689. The modified draft engagement
letter provided for the following addi-
tional services:

® Prepare and/or review your income
tax returns reflecting the tax re-
sults from such participation in the
Investment Program, together with
returns of certain entities relating
to such participation.

® Agsist in connection with any tax
audit or administrative proceeding
concerning the Investment Pro-
gram, including providing up to 300
hours of professional time at no ad-
ditional charge.

(d.).

690. By e-mail dated August 1, 2000,
Reiss forwarded the revised draft
High Tech engagement letter to Den-
by for her review, writing:

Please review the attached. See if
there is any way you might be able
to soften the Limitation of Liability
and Indemnification section of the
engagement letter. John Schrier
has stated that the National Office
will not delete this section.

(Reiss, 35:95; Ex. 3241).

691. On August 7, 2000, Schrier sent
Shea a signed KPMG engagement let-
ter for approval and countersignature
by both Richard and Maureen Egan.
(Ex. 508).

692. As of August 16, 2000, when the
IRS issued Notice 200044, the Egans
had not signed any engagement letter
with KPMG. As described below, al-
though the parties resumed discus-
sions concerning a possible engage-
ment letter in early 2002, the Egans
never signed any such letter for Fidel-
ity High Tech.

4. The Fidelity International En-
gagement Letter

693. As described above, as of late Sep-
tember 2001, the Fidelity Internation-
al transaction was on the verge of
implementation.

694. On September 27, 2001, Speiss
sent Shea an executed version of a
KPMG engagement letter for the Fi-
delity International transaction. (Ex.
60).

695. By that point, KPMG’s standard
terms and conditions included the fol-
lowing language:

If this engagement relates to a
strategy offered by KPMG to Client
that is designed to reduce or defer
federal income tax for a direct or
indirect corporate participant, pur-
suant to Temporary Treasury Reg-
ulation  section  301.6111-2T(c)
Client (and each employee, repre-
sentative, or other agent of Client)
is expressly authorized to disclose
the structure and tax aspects of the
strategy to any and all persons,
without limitation of any kind.

{d.).

696. Shea did not countersign the Sep-
tember 27 proposed engagement let-
ter. (Ex. 61).

697. On October 19, 2001, Speiss sent
Shea an e-mail proposing further
modifications to the Fidelity Interna-
tional engagement letter. (Ex. 1251).
The proposed modifications included
deleting the standard terms and con-
ditions that would permit disclosure to
the IRS and providing audit services
at a reduced rate. (Id.).

698. On November 5, 2001, Speiss sent
a modified draft engagement letter to
Shea for his approval. (Ex. 1282).




699. On November 19, 2001, Shea
signed the modified version of the en-
gagement letter. (Ex. 60).

700. The Fidelity International engage-
ment letter broke down the total
agreed-upon fee of $1.5 million into
different amounts: $1,370,000 and
several smaller amounts totaling
$130,000. (Id.). The services for the
fee of $1,870,000 were described as
“tax services,” to be billed after “com-
pletion of the review of the [Fidelity
International] capital and ownership
(membership) structure” and “deter-
mination of Richard Egan’s tax basis
in [Fidelity International] considering
[its] investment activity.” (Id.). The
letter also stated that KPMG would
undertake those services “in connec-
tion with our preparation and signing
of the 2001 [Fidelity International} in-
come tax returns.” (Id.). The re-
maining portions of the fee were for
review and signing of various Fidelity
International tax returns and the re-
view and sigring of the Egans’ 2001
individual tax returns. {d.).

701. The Fidelity International engage-
ment letter did not include the para-
graph of KPMG@’s Standard Terms
and Conditions that “expressly au-
thorized” disclosure of the transaction.
(Id.). In addition, the letter was
amended to “soften” KPMG’s limita-
tions as to lability and indemnity.
{d.).

5. The Egans’ Concerns about Ap-

pearing on a “List”

702. In the meantime, Shea had not
signed any KPMG engagement letter
for the Fidelity High Tech transac-
tion. The Egans also continued to
express concern about the possibility
that their names would appear on a
tax shelter investor list at KPMG.

703. On September 27, 2001, Shea sent

Brian Rivotto and Bob Prifti at
KPMG an article entitled “IRS Disclo-
sure and Registration Rules Hit Tax
Shelter Abuses; Hotline Spurs En-
forcement.,” (Ex. 1057). Shea circled
a portion of the article that read,
“Promoters also must maintain lists of
investors in the shelter,” and wrote
next to it, “Are we on a list[?]” With
the article, Shea wrote a note asking,
“Should I be nervous?” (Id.).

704. On December 28, 2001, Reiss for-

warded a document to Denby and
Shea called “IRS Letters to Promot-
ers,” with a cover e-mail that stated,
“we need to know if any third parties
we know are affected.” (Ex. 3393).
Shea checked with Haber (who re-
sponded that Helios was not affected)
and KPMG. (Id.).

705. On January 2, 2002, Denby e-

mailed Reiss as follows: “Have you
paid KPMG yet? If not, I would add
a provision that they return all fees if
they disclose you on any lists.” (Ex.
3343).

6. Renewed Discussions Concerning

the High Tech Engagement Letter

706. On February 5, 2002, the IRS no-

tified KPMG that it was “conducting
an examination to determine KPMG’s
liability with regard to all tax shelter
activities from January 1, 1994 to the
present.” (Ex. 1574).

T707. On March 1, 2002, Shea sent

Speiss an e-mail, with copies to Den-
by, Haber and Reiss, requesting a
meeting on March 8 to discuss certain
listed items, including “KPMG’s posi-
tion on my engagement letter amend-
ment request.” (Ex. 1625).

708. On March 2, 2002, Prifti sent an e-

mail to Reiss concerning the outstand-
ing unsigned engagement letters, ask-
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ing if he could check with Pat Shea
“as to where we stand ... [wle have
no record those were received.” (Ex.
1681). Reiss forwarded the e-mail to
Shea, noting that KPMG “would like
to know [the] status of [the] 2000 en-
gagement letters.” (Id.).

709. On March 8, 2002, Shea met with
Speiss at KPMG’s offices in New York
to discuss the unpaid invoices, the en-
gagement letters, and the preparation
of the 2001 tax returns. (Ex. 72). At
the meeting, Shea requested that
KPMG amend its draft Fidelity High
Tech engagement letter to describe
the matter as a “tax return” engage-
ment. In his notes, Shea wrote
“KPMG’s position on my engagement
letter amendment request,” next to
which he wrote:

Redefined as a tax return engage-
ment [therefore] there is no KPMG
internal list as this is a tax transac-
tion only and not a listed transac-
tion according to IRS listing rules.

(Ex. 1625).

T710. Speiss had drafted a new engage-
ment letter for the High Tech transac-
tion with a $200,000 fee “payable upon
completion of the tax returns (March,
2002).” (Ex. 72). Shea agreed to re-
view the new draft. (Id.).

711. Shea’s list of discussion items for
the March 8 meeting included the fol-
lowing: “Strategic discussions of
KPMG role in our returns—whether
we want to be on the ‘radar’ screen in
light of Enron scandal and the heat all
the big 5 [accounting] firms will be
taking regarding tax shelters.” (Ex.
1625).

712. Shea’s notes of the March 8 meet-
ing also reflect the fact that KPMG’s
engagement for Fidelity International
had already been redefined as a “tax

return” engagement so that it would
not be listed. Shea wrote:

— Will not maintain on any list

—  Will not be on an engagement
list letter

— We amended the 9/27/01 en-
gagement letter [for Fidelity Inter-
national] to comply with this report-
ing
— Brown & Wood is not being
investigated by IRS as a law firm
promoting transactions—
— KPMG is not being questioned
on these transactions
(Shea, 23:96-99; Ex. 2536). Next to
the first two bullets, Shea wrote
“IKPMG] will put in writing.” (Ex.
2536).

713. In his March 8 notes, Shea further

wrote:

— Letter from Tim stating KPMG
is not keeping a list.

ES £ Eg

Tim [Speiss] to do [a High Tech] En-
gagement letter.
(Id.).

714, Shea’s notes of the March 8 meet-

ing also state: “We will not get an
opinion letter from KPMG—we do not
want one[,] as that is a guide the IRS
uses to get information.” (Id.).

715. On March 8, 2002, Speiss provided

a letter to Shea stating the following:

Our tax services rendered on behalf
of [Fidelity International] as cited
in our engagement letter dated Sep-
tember 27, 2001, are not required to
be disclosed on an KPMG Engage-
ment Information Form (list). No
disclosure is required because we
were engaged to render tax return
preparation services, as described
in the referenced engagement let-
ter. Accordingly, our services and
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engagement with [Fidelity Interna-
tional] as described in the Septem-
ber 27, 2001 engagement letter has
not been disclosed on a KPMG En-
gagement Information Form.

(Ex. 71).

716. On March 25, 2002, Speiss sent an
essentially identical letter to Shea
concerning the draft Fidelity High
Tech engagement letter. (Ex. 1700).
That same day, Speiss also provided
Shea with a proposed conforming re-
draft of the KPMG engagement letter
for High Tech dated December 20,
2001. (Ex. 186).

717. Shea, however, never signed any
engagement letter with KPMG for the
Fidelity High Tech transaction.
(Shea, 14:118, 24:7).

The Preparation and Filing of the
Egans’ 2001 Tax Returns

718. The original plan for both transac-
tions was for KPMG to prepare and
sign all tax returns for the transac-
tions, including the various partner-
ship returns (Forms 1065) and the
Egans’ individual income tax returns
(Forms 1040).

719. On December 11, 2001, Speiss
confirmed that KPMG would be pre-
paring all the tax returns for the Fi-
delity High Tech and Fidelity Interna-
tional entities. (Ex. 1433).

1. The Partnership Tax Returns
(Forms 1065)

720. KPMG prepared draft 2001 part-
nership tax returns (Forms 1065) for
Fidelity International, which it provid-
ed for comment to Pat Shea on Febru-
ary 20, 2002, and to James Haber on
March 7, 2002, (Ex. 72). KPMG pro-
vided draft 2001 partnership tax re-
turns for Fidelity High Tech to Shea,

Stephanie Denby, and Haber for com-
ment on March 25, 2002. (Ex. 79).

721. On April 12, 2002, Speiss signed
the Fidelity High Tech partnership
tax returns for the tax year ended
December 21, 2001, and the tax year
ended December 31, 2001, (Ex. 108).
The same day, he signed the Fidelity
International partnership tax return
for the tax year ended December 31,
2001. (Id.).

722. The Fidelity High Tech and Fidel-
ity International partnership tax re-
turns (Forms 1065) were timely filed
on April 15, 2002. (Id.).

723. Fidelity High Tech filed an elec-
tion under Section 754 with both of its
2001 partnership tax returns. (Id.).

2. The Individual Income Tax Re-
turn (Form 1040)

724. The 2001 individual income tax re-
turn (Form 1040) for Richard and
Maureen Egan was due by April 15,
2002.

725. On April 8, 2002, Denby e-mailed
Shea and Reiss stating that she
“wanted to make sure that we were
planning to get those tax returns all
filed on [April] 15th,” and that she
thought “the sooner the better.” (Ex.
3457). Denby’s concern was based at
least in part on the possibility that the
Treasury Department would soon fi-
nalize revisions to Circular 230 (the
regulation governing the practice of
attorneys before the IRS) that would
make it difficult for law firms to issue
favorable opinions for tax shelters.
(Ex. 3433). The Egan return was not,
however, filed by April 15.

726. The Egans applied for an auto-
matic extension of time (Form 4868)
to August 15, 2002, (Ex. 8). As of
June 14, 2002, the Egan return had
not been filed.
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727. As also noted above, by early

3.

2002, KPMG had been notified that it
was the subject of a federal investiga-
tion with regard to “tax shelter activi-
ties.” (Ex. 1574).

The Impact of the New IRS Regu-
lations in June 2002

728. On June 14, 2002, the IRS issued

temporary and proposed regulations,
including Temp. Treas. Reg. § 1.6011~
4T, that imposed new reporting and
registration requirements for certain
listed tax shelter transactions.
Among other things, the regulations
extended certain reporting require-
ments to individual taxpayers, such as
the Egans.

729. The new regulations required,

among other things, that an individual
taxpayer who participated, directly or
indirectly, in a “reportable transac-
tion” that was a “listed transaction” as
defined had to file a disclosure state-
ment with his or her tax return.
(Temp. Treas. Reg. § 1.6011-
4T(a)(1)). A “listed transaction” was
any transaction that was the same as
or “substantially similar” to a transac-
tion that the IRS had determined to
be a tax avoidance transaction, such
as that set forth in IRS Notice 2000~
44. (Id. at § 1.60114T()). A trans-
action would be treated as being the
same or “substantially similar” to such
a transaction if the transaction was
expected to obtain the “same or simi-
lar” tax benefits and was either factu-
ally similar to such a transaction or
based on the same or a similar tax
strategy. (d. at § 1.6011~
4TOLYD)(D). The term “substantially
similar” was to be construed broadly
in favor of disclosure. (Id.).

730. The preamble to the revised regu-

lations stated that the IRS planned to
issue future regulations extending the

disclosure requirement to other trans-
actions, not simply “listed” transac-
tions. (Temp. Treas. Reg. § 1.6011-
4T).

731. On June 21, 2002, Orrin Tilevitz of

DGI/Helios sent Haber and Denby a
memorandum that he had prepared
concerning the impact of the new re-
porting requirements. (Ex. 1908).
Denby forwarded the memorandum to
Pat Shea. (Id.).

732. On June 24, 2002, Stephanie Den-

by wrote to Michael Egan and Jack
Egan advising them of the issuance of
the new IRS regulations and pointing
out that “the regulations now require
individuals to disclose certain tax shel-
ters.” (Ex. 3416). She also reported
that “Helios, KPMG, and its advisors
are analyzing the new ... require-
ments to make a determination as to
whether [Dick Egan’s] transactions
must now be reported.” (Id.).

733. On dJune 26, 2002, Speiss of

KPMG wrote to Reiss and Prifti that
they should “strive to complete the
[Egans’] 1040 as soon as possible” be-
cause there was a “risk of additional
announcements/initiatives” from the
IRS. (Ex. 218). On June 27, Speiss
sent an e-mail to Prifti stating, “The
risk of disclosure increases the later
the 2001 returns are filed.” (Ex.
2764).

784. On Sunday, July 14, 2002, Reiss

advised the “accounting/tax team” at
Carruth that the Egans’ 2001 tax re-
turns “should be done” by July 19.
(Ex. 1919). He further advised that
“Fach day the return is not filed in-
creases the risk that Disclosure [sic]
becomes a bigger issue than it is
now.” (Id.). He added: “We really
don’t want to put [ourselves] into that
situation—this would not look good at




all for any of us.” (Id.). He urged
that it was “imperative that we do
whatever it takes to be sure this is
completed by the end of the week.”
(d.).

785. The July 19 deadline imposed by
Reiss was not met, in part because
KPMG had not yet provided a final
copy of a tax return signed by Speiss
as preparer.

736. During the same period, and as
discussed below, the Egans were also
negotiating to obtain an opinion letter
from Proskauer that disclosure of the
Fidelity International transaction was
not required.

787. On August 12, 2002, Shea, Reiss,
and Speiss spoke concerning the prep-
aration and filing of the 2001 return.
(Ex. 1959). They agreed that Reiss
would file for a further extension from
the IRS; that they would meet in
New York on August 19 to discuss the
“final legal opinion letter” of Pros-
kauver concerning disclosure; and that
Speiss would travel to Massachusetts
on August 23 to “sign and review” the
final return. (Id.).

738. On August 14, 2002, Reiss filed an
application for an additional extension
of time to file the 2001 tax return, on
the grounds that “all information nec-
essary to file a complete and accurate
return is not available at this time.”
(Ex. 8). The extension was granted to
October 15, 2002. (Id.).

739. As of August 21, 2002, the return
still had not been filed. (Ex. 1979).
Furthermore, KPMG had not yet de-
termined whether it would sign the
Egans’ tax returns without the disclo-
sure required by the new regulations.
(Id.). Reiss advised Denby that he
found the “whole process to be very
frustrating” and that the returns

should have been filed “a few weeks
ago.” (Id.).

4. The Proskauer Non-Disclosure

Letter

740. In the meantime, as noted, the

Egans were negotiating to obtain an
opinion letter from Proskauer stating
that disclosure of the Fidelity Interna-
tional transaction was not required.

741. On June 26, 2002, Tim Speiss of

KPMG e-mailed Stephanie Denby and
advised her that “as of today, me and
certain law firms I spoke with are of
the view that no disclosure is required
and the transaction is distinguishable
from listed tramsactions....” (Ex.
217). He also noted that “as of today,
there are no specific penalty regimes
[with regard to] non-disclosure[,] how-
ever the 26% accuracy related [penal-
tyl most likely would be asserted.”
dd.).

742. Speiss appears to have spoken at

some point with R.J. Ruble at Brown
& Wood, who apparently opined that
disclosure of the transaction (or a sim-
ilar transaction) was not necessary.
(Ex. 96).

743. On July 18, 2002, Speiss spoke

with attorneys at Proskauer, who ad-
vised him that they had concluded
that the Fidelity International trans-
action was not “substantially similar”
to those identified in Temp. Treas.
Reg. § 1.6011-4T, and therefore need
not be disclosed. (Ex. 219). He
passed that information on to Pat
Shea. (Id.). The Proskauer non-dis-
closure opinion was not, however,
completed by that point.

744. Drafts of the non-disclosure opin-

ion prepared by Proskauer were cir-
culated for review and comment to
multiple persons other than the
Bgans, including Tim Speiss at




KPMG, James Haber and Orrin Tilev-
itz at DGI/Helios, and Stephanie Den-
by, between July 81, 2002, and August
14, 2002. (Exs. 86, 88, 90, 94, 1940,
19483).

745. On August 13, 2002, Speiss circu-
lated for comment an internal memo-
randum at KPMG with his “observa-
tions” on the “arguments prepared by
Proskauer Rose” concerning disclo-
sure. (Ex. 93).

746. On August 16, 2002, Ira Akselrad
at Proskauer sent an engagement let-
ter to Richard Egan concerning its
representation for the non-disclosure
opinion. (Ex. 92). The representa-
tion was for a fixed fee of $50,000.
(Id.). Pat Shea forwarded the letter
for signature to Richard Egan in Ire-
land on August 28. (Ex. 1992). In
his cover memorandum, Shea noted
that the purpose of the engagement
was for Proskauer to “provide a legal
opinion that [the Fidelity Internation-
al] transaction ... does not require
separate disclosure on your tax re-
turn.” ({d.). He added that “[wle
wanted this independent opinion to
give another level of assurance that
we showed ‘good faith’ in our due
diligence.” (Id.).

747. On August 16, 2002, Janet Korins
and Matthew Sabloff of Proskauer,
Tim Speiss and Bill Connolly of
KPMG, Pat Shea, and Stephanie Den-
by participated in a telephone confer-
ence concerning the proposed non-dis-
closure opinion. (Exs. 91, 1940).
During that conversation, it was re-
ported that the KPMG Washington
National Tax office had expressed the
view that the draft opinion had done
as “good a job as possible” with re-
gard to the “best case argument,” but
that it needed to “address [the] con-
trolling authorities and dispose of
them,” and that it did “not lay out all

arguments the IRS may have” (Ex.
1940 (emphasis in original)).

748. On August 19, 2002, Shea and

Speiss met with attorneys from Pros-
kauer in New York as scheduled.
(Shea, 15:40-41).

749. During that meeting, or at some

other point in mid-August, 2002, Shea
and Reiss spoke with Tim Speiss and
Matthew Sabloff of Proskauer con-
cerning the disclosure opinion. (Ex.
1419). The parties discussed what
penalties might be imposed if no dis-
closure was made. (Id.). Shea’s
notes state, among other things, that
the recent IRS regulations did not
specifically impose penalties for “not
disclosing,” but rather that “non-dis-
closure [is] considered [a] lack of good
faith if the IRS determines that dis-
closure is required.” (Id.). Shea not-
ed that because the Egans would be
receiving opinion letters, “we have
done everything to protect from pen-
alties.” (Id.).

750. On August 20, 2002, Sabloff sent

Speiss, Shea, and Haber a revised
draft non-disclosure opinion that in-
corporated their comments. (Ex. 94).
On August 31, 2002, Sabloff sent Den-
by, Reiss, and Shea another revised
draft non-disclosure opinion. (Id.).

751. On September 4, 2002, Proskauer

issued its opinion letter concerning
whether Richard Egan would be sub-
ject to disclosure requirements under
Section 6011 and Temp. Treas. Reg.
§ 1-601104T. (Ex. 20). The opinion
letter stated, among other things, that
the Fidelity International transaction
“more likely than not” would not be
considered “substantially similar” to
the transactions described in Notice
200044, and therefore “more likely
than not” would not be considered a




“listed transaction” for the purposes

of the disclosure requirements. (Id.).
752. On September 11, 2002, the Egans

paid Proskauer $50,000. (Ex. 99).

5. KPMG’s Refusal to Sign the
Egans’ 2001 Tax Return

7538. On August 28, 2002, Speiss visited
Carruth’s offices in Magssachusetts
with the Egang’ 2001 tax return as
prepared by KPMG. (Shea, 15:41-42;
Ex. 1959).

754. The tax return brought by Speiss
was signed by him and dated August
23, 2002. (Ex. 97). The return, how-
ever, included a disclosure statement
pursuant to Temp. Treas. Reg.
§ 1.60114T. (Id.; Shea, 15:42). The
disclosure statement indicated, among
other things, that the Egans had par-
ticipated in a tax shelter transaction
involving off-setting options that pro-
duced an “investment loss” of $165.7
million that led to an “expected redue-
tion” in tax liability of $65.5 million in
2001. (Ex. 97).

755. Speiss advised Shea and Reiss on
August 23 that “KPMG had made the
institutional decision that any returns
filed after ... the regulation on June
14th, would have to have the disclo-
sure statement attached to it.” (Shea,
15:42). Speiss also said that “he did
not agree with KPMG’s position” and
that “he did not believe disclosure was
required.” (Id. at 15:42-43).

756. Speiss also suggested to Shea and
Reiss that “once he left the room”
they “should pull the disclosure state-
ment and file the return without the
disclosure.” (Id. at 15:43).

757. On August 26, 2002, Tim Speiss
and Bob Prifti telephoned Reiss “to
see if [Carruth] needed anything from
them and if [they] were all set with
the tax return.” (Ex. 3424). Reiss

asked Speiss to provide him “with a
detailed explanation in writing why he
can’t sign the [tax] return without a
disclosure statement” and “why he is
not required to sign even though the
engagement letter indicates he would
sign.” (Id.).

758. Speiss refused to provide such a
document. (Shea, 15:43; Ex. 1993).

759. On Aungust 28, 2002, Speiss, Shea,
Reiss, and Melissa Seaver participated
in a telephone conversation concern-
ing the disclosure statement. (Shea,
15:44; Ex. 96). Melissa Seaver took
handwritten notes of the conversation,
which she later used to create a typed
memorandum. (Exs. 2785, 96).

760. As described in Seaver’s typed
memorandum, Speigs advised Carruth
on August 28 that

KPMG has taken a consistent, firm-
wide position that it disclose any
transaction which could be consid-
ered similar to those listed in Regu-
lation 2000-44. Despite the fact
that the Egans have a signed en-
gagement letter and legal opinions
that indicate a position to the con-
trary, ... KPMG is requiring dis-
closure. He indicated that he does
not agree with this position and
feels that the Brown & Wood legal
opinion is accurate in its assessment
that no disclosure is necessary.
KPMG does not agree with the
[Proskauer] legal opinion.

Tim stated that KPMG has re-
viewed the June 14, 2002 Regula-
tions and they believe that KPMG
is not at a “realistic possibility” (a
more than 1 and 8 chance) to avoid
disclosure because some basis is-
sues described in the June 14, 2002
Notice are substantially similar to
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761.

those described in the 200044 Reg-
ulations, thus disclosure is required.

He considers disclosing a show of a
“best faith effort” on behalf of the
practitioner and creates an opportu-
nity to remove any penalties that
may [be] charged to the taxpayer.
He stated this despite the fact that
an approved legal letter states that
disclosure is not required and no
penalties should be charged. He
agreed that there is probably a
100% chance of audit if disclosure is
done.
(Ex. 96).
As described in Seaver’s hand-
written notes, Speiss said that if
“KPMG did not sign [the] return,”
then “nothing would be kept in [its]
files.” (Ex. 2785). Speiss said that
“he wants [the] original signed return
sent back” and that he would “destroy
[the] file copy and [the Egan’s] copy.”

(Id.). Kither Reiss or Shea asked
whether, if the “tax engagement
ends,” KPMG would “destroy all

[workpapers]”; the question was “left
unanswered.” (Id.). Speiss stated
that “destroying [the] return” did “not
insulate [against] the risk that the
IRS can find out.” Id.).

762. In her typed memorandum, Seav-

er described that portion of the dis-
cussion as follows:

The option to not have KPMG sign
the returns and to file without dis-
closure was brought up. Tim indi-
cated that if such an option was
utilized that he would request that
his previously signed copy of Rich-
ard & Maureen’s return be re-
turned to him. He would take that
copy, his copy and the associated
workpapers and destroy this infor-
mation, as it represents a return

that was never filed, similar to a
‘draft.

(Ex. 96).

768. Shea also took handwritten notes

of the discussion. (Ex. 1419). Ac-
cording to Shea’s notes, Speiss stated
that after KPMG destroyed the re-
turn, the Egans would “not be on any
list and not be on any disclosure.”
(Id.).

764. Shortly afterward, the Egans de-

cided to terminate its relationship
with KPMG.

765. On August 28, 2002, Shea sent a

handwritten note to Tim Speiss stat-
ing the following: “As discussed,
please destroy this [tax] return” and
“Irlemove any records of Mr. Egan
from [your] files.” (Shea, 15:46; Ex.
98). With that note, Shea sent the
signed copy of the Form 1040 tax
return. (Shea, 15:46).

766. Shea also telephoned James Ha-

ber of Helios for advice. (Id. at
15:49). On August 29, 2002, Haber
told Shea that he “sees no upside in
disclosing” and “disagrees with
KPMG that [the Egans] should dis-
close.” (Id; Ex. 1419). Haber re-
ferred Shea to Ron Wainwright, a
partner at the Raleigh, North Car-
olina office of RSM McGladrey, as
someone who might sign the tax re-
turn without making the disclosure,
Haber told Shea that Wainwright had
“marketed this strategy.” (Shea,
15:49-50; Ex. 1419).

767. At some point thereafter, Haber

called Wainwright. (Wainwright
Dep., 1:45). Haber told Wainwright,
among other things, that the Egans
“had done an FDIS transaction,” and
asked him to call Pat Shea. (Id. at
1:45, 96).




768. Wainwright was not an indepen-
dent source of tax advice. Among
other things, he had participated in
marketing the FDIS strategy to other
clients with Haber, Mox Tan, and Phil
Kampf of Helios/DGI. (Id. at 1:101,
105, 117-18, 2:67-68; Ex. 1419). Fur-
thermore, Wainwright himself had
personally undertaken an FDIS trans-
action in order to reduce his own tax-
es, for which DGI had not charged
him a fee. (Wainwright Dep., 1:124-
28).

769. Wainwright spoke by telephone
with Shea and Reiss at the end of
August or beginning of September
2002. (Id. at 1:109). They explained
the situation, and told Wainwright
that they did not want to discloge the
transaction on the Egans’ tax returns.
{d.).

770. On August 30, 2002, Stephanie
Denby sent Reiss and Shea a pro-
posed draft letter to Tim Speiss at
KPMG. (Ex. 3429). The letter stated
that Denby was “astonished” that
KPMG would not sign the tax return
without a disclosure statement, and
that she found the firm’s position
“shocking” and “untenable,” as well as
“a breach of KPMG’s fiduciary duty
and patently unprofessional.” In her
cover e-mail, she wrote that “it would
make sense to send out [the letter]
after we have confirmation that
[Speiss] has purged his files.” (Id.).
It appears, however, that the letter
was never sent.

T771. On September 2, 2002, Shea in-
formed Denby that “once [Speiss] con-
firms the file is removed we can pro-
ceed.” (Ex. 3834).

772. On September 4, 2002, Denby sent
Reiss an e-mail that stated the follow-

ing:

I talked to Pat [Shea] last week. I
explained that I think it is critical
that we get Dick’s return on file
ASAP. As I have mentioned before,
we are expecting new disclosure
regs in mid September. We should
try to get the return on file prior to
that date since there is a risk that
these new regs would impact Dick’s
disclosure requirements. I told Pat
last week that I would make getting
Megladrey (sp?) on board the first
priority in correcting the KPMG de-
bacle.

(Ex. 3385). Denby went on to com-
plain that KPMG apparently had not
destroyed its copies of the Egan tax
return and workpapers and to com-
plain about their “about-face”:

. it appears that KPMG was not
honest in its document retention
program. Why am I not sur-

dent of the tax returns at this point
since KPMG will not sign the re-
turns without a disclosure and they
are unwilling to provide a written
analysis explaining their sudden
about-face on the disclosure issue.
As you know, I dont Dbelieve
KPMG’s sudden change in position
is supported by law. Instead, I be-
lieve it is connected to their ongoing
negotiations with Justice. I think
they are selling out their clients to
save their hides.

Id.).

778. Wainwright agreed to review and

sign the tax return, notwithstanding
the “very short timetable” involved.
(Wainwright Dep. 1:109).

774. On September 10, 2002, Wain-

wright flew to Massachusetts to meet
Pat Shea, and to review the Egans’
records, for the first time. (Ex. 2003).
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775. Between September 10 and 12,
2002, Wainwright reviewed the draft
tax return and supporting papers.
He initially disagreed with KPMG’s
treatment of the transaction, and told
Reiss that he “would have expected
[any Section] 988 gain or loss to be
reflected by the body of the return,”
as opposed to being buried in support-
ing schedules. (Wainwright Dep.,
1:156). On his own personal tax re-
turn, Wainwright reported his FDIS
transaction on Schedule E. (Id. at
2:175-76,  180-81). Nonetheless,
Wainwright eventually agreed to sign
the return as KPMG had prepared it.
(Id. at 1:155-58).

776, Notwithstanding the complexity of
the transactions, and the general com-
plexity and magnitude of the Egans’
affairs, Wainwright had less than
three days in which to review and
prepare the return. (Id. at 1:106-08).

777. Wainwright did not perform any
investigation or review to see whether
the Egans’ representations as to their
purported “business purpose” for en-
tering into the transactions were cor-
rect. (Id. at 1:165).

778. Wainwright reviewed the Pros-
kauer non-disclosure opinion. He was
aware that Proskauer was one of the
law firms used by Helios/DGI in mar-
keting and selling its FDIS strategy.
(Zd. at 1:114-15, 224-25).

779. On September 12, 2002, Pat Shea
signed an engagement letter with
RSM McGladrey, Inc., to prepare the
2001 tax returns for Richard and
Maureen Egan. (Ex. 223).

780. On September 12, 2002, Ronald
Wainwright signed the 2001 tax re-
turn (Form 1040) for Richard and
Maureen Egan as preparer. (Wain-
wright Dep., 1:74; Ex. 8). Michael
Egan signed the return for his par-

ents under a power of attorney. (Ex.
8). The return was then filed. (Id.).

781. The 2001 tax return (Form 1040)
for the Eigans did not contain a disclo-
sure statement pursuant to Temp.
Treas. Reg. § 1.6011-4T. (Id.).

782. The 2001 tax return for the
Egans, with schedules and attach-
ments, was more than 200 pages long.
(Id.). Other than the omission of the
disclosure statement proposed by
KPMG, it was essentially identical to
the draft return prepared by KPMG.
(d.).

783. On September 18, 2002, Shea pre-
pared a memorandum for Richard
Egan, Michael Egan, and Jack Egan
concerning the “2001 federal tax re-
turn filing.” (Shea, 15:50-51; Ex.
224). Shea wrote as follows:

As you may be aware there [have]
been some issues around the com-
pletion of Richard J and Maureen E
Egan’s 2001 federal tax income re-
turn form 1040—our tax staff with
the help of our outside tax firms
have worked diligently to complete
the return before new IRS Regula-
tions come out regarding certain
“listed transactions”—
(Ex. 224). Shea noted that new IRS
regulations had been enacted that “re-
quired disclosure of certain tax trans-
actions,” but that “Pat Shea [sic] ob-
tained an outside independent opinion
letter from a qualified N.Y. law firm
(Proskauer Rose)” stating that disclo-
sure was not required. (/d.). Shea
also noted that “the IRS may issue
regulations that require disclosure on
future returns” and “one of our out-
side advisors (KPMG, Helios, Pros-
kauer Rose) may be summonsed by
the IRS to provide client names.”
(Id.). He also stated that “KPMG will
not sign the return without the diselo-




sure forcing us to find another firm BB. The Tax Consequences of the Fideli-

(MecGladery) [sic]” and that “personal-
ly, I think not having KPMG sign the
return is in our favor as KPMG is
under tight IRS scrutiny.” (Id.).

784. On December 4, 2002, Shea sent
an e-mail to Speiss and others at
KPMG to “officially inform” them that
he was “terminating the services of
KPMG.” (Ex. 225).

AA. The Preparation and Filing of the
Egans’ 2002 Tax Returns

785. The Fidelity High Tech and Fidel-
ity International partnership tax re-
turns (Forms 1065) for 2002 were
timely filed on April 15, 2003. (Exs.
5 1.

786. Michael Egan signed both 2002
partnership tax returns. (Exs. 5, 7).

787. Both of the 2002 partnership tax
returns were prepared and signed by
Ronald Wainwright of RSM McGla-
drey. (Exs. 5, 7).

788. The 2002 individual tax return
(Form 1040) for Richard and Maureen
Egan was timely filed on October 15,
2003. (Ex. 232). Michael Egan
signed the tax return for his parents
under a power of attorney. (Id.).
Ronald Wainwright signed the return
as preparer. (Id.).

789. No disclosure statement under
Temp. Treas. Reg. § 1.6011-4T was
filed with the 2002 individual tax re-
turn. (Id.).

790. Donald Dwight, an RSM McGla-
drey employee, assisted Wainwright
with the Egans’ 2002 tax returns.
(Dwight Dep., 23-24).

791. Dwight believed that the Fidelity
International fransaction should be
disclosed to the IRS and discussed the
issue with Wainwright. (Id. at 53-54).
Wainwright, however, said that disclo-

sure was not required. (Id.).

ty High Tech Transaction Claimed
by the Egans

792. The purpose of the Fidelity High
Tech transaction was to create an arti-
ficial step-up in basis so that the
Egans could sell EMC stock (and oth-
er stock) without incurring a capital
gain and paying a capital gains tax.

1. The Egans’ Claimed Tax Basis in
Their Partnership Interests in Fi-
delity High Tech

793. As described above, Maureen
Egan claims that her tax basis in Fi-
delity High Tech was increased by the
$158,400,000 premium charged for the
long options acquired by Option A,
but not decreased by the $154,997,563
premium simultaneously credited to
Option A for the short options.

794. Maureen Egan’s actual net eco-
nomie cost of the NASDAQ 100 op-
tions was $3,402,437. The tax basis
increase that she claims to have re-
sulted from the contribution of the
NASDAQ 100 options (through Option
A) to High Tech was more than 45
times greater than her economic cost.
(LaRue, 43:101-02; Dem. Ex. 3104).

795. As also described above, Richard
Egan claims that his tax bagis in Fi-
delity High Tech was increased by the
$1,600,000 premium charged for the
long options acquired by Index A, but
not decreased by the $1,565,632 pre-
mium simultaneously credited to In-
dex A for the short options.

796. Richard Egan’s actual net eco-
nomic cost of the NASDAQ 100 op-
tions was $34,368. The tax basis in-
crease that he claims to have resulted
from the contribution of the NASDAQ

100 options (through Option A) to
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High Tech was more than 45 times
greater than his economie cost. (La-
Rue, 43:101-02; Dem. Ex. 3104).

797. The inflated basis was purportedly
justified, among other things, on the
grounds that the short options were
only contingent liabilities under Sec-
tion 752, and therefore assets (but not
liabilities) had been contributed. (Ex.
122).

2. Fidelity High Tech’s Claimed Tax
Basis in Stock Contributed by
Egans

798. As described above, at various
points in 2000 and 2001, the Egans
contributed high-value, low-tax-basis
stock to Fidelity High Tech. The total
tax basis of that stock as of the dates
of their respective contribution was
$8,760,194. (Dem. Ex. 3102). Under
Section 723, the Kgans’ tax basis in
the contributed stock carried over to
High Tech and became High Tech’s
“inside” tax basis in that stock. (La-
Rue, 43:100--05).

799. As described above, on December
21, 2001, Maureen Egan transferred
her 99% interest in Fidelity High
Tech to MEE Holdings. Under Sec-
tion 721, no gain or loss was recog-
nized by Maureen Egan or MEE
Holdings as a result of that transfer.
Under Section 723, Maureen Egan’s
tax basis in High Tech carried over to
become MEE Holdings’ tax basis in
High Tech, Under Section 722, Mau-
reen Egan’s tax basis in MEE Hold-
ings was increased by the amount of
her tax basis in the 99% of High Tech
she transferred to MEE Holdings.

800. As a result of Maureen Egan’s
contribution of her interest in Fidelity
High Tech to MEE Holdings, the
Egans contend that High Tech techni-
cally terminated under Section

708(b)(1)(B) and that the tax year of
“0Old” High Tech came to a close on
December 21, 2001. (LaRue, 43:105~
08; 44:8-9; Ex. 3).

801. As a result of the technical termi-

nation that the Egans contend oc-
curred on December 21, 2001, both
“Old” High Tech and “New” High
Tech made elections under Section
754. (Exs. 3, 4). The effect of these
elections on High Tech was that, un-
der Section 743(b), High Tech
stepped-up its inside tax basis in the
stock previously contributed by the
Egans in 2000 and 2001 to match the
outside tax basis that MEE Holdings
and Richard Egan had in their respec-
tive High Tech partnership interests.
As previously noted, the tax basis of
MEE Holdings in High Tech was a
carryover of Maureen Egan’s tax ba-
sis in High Tech as of the date she
transferred that interest to MEE
Holdings. (LaRue, 44:9-12).

802. The claimed outside tax basis of

MEE Holdings in High Tech as of
December 21, 2001, was $162,779,418.
(Ex. 8). Its 99% share of High Tech’s
inside tax basis in the previously con-
tributed stock was $8,672,618. (Id.).
High Tech therefore increased its
claimed tax basis in MEE Holdings’
99% proportionate share of stock in
High Tech by $154,106,795. (LaRue,
44:14; Dem. Ex. 3103; Ex. 3).

803. The claimed outside tax basis of

Richard Egan in High Tech as of De-
cember 381, 2001, was $1,644,242. (Ex.
4). His 1% share of High Tech’s in-
side tax basis in the previously con-
tributed stock was $87,602. (Id.).
High Tech therefore increased its
claimed tax basis in Richard Egan’s
1% proportionate share of stock in
High Tech by $1,556,640. (LaRue,
44:15-18; Dem. Ex. 3103; Ex. 4).




804. The previously contributed stock
held by High Tech as of January 1,
2002, was sold throughout 2002. High
Tech used the “stepped-up” tax basis
in that stock to compute its taxable
gains and losses from those sales. As
a result, High Tech reported capital
losses of $87,661,000 on its 2002 Form
1065. (LaRue, 44:21-22; Dem. Ex.
3105; Ex. 5).

805. The actual tax basis in the stock
contributed to High Tech was
$8,760,194. (Dem. Ex. 3102). The ac-
tual sales price when that stock was
sold was $76,194,486. (Dem. Ex.
3105). The actual capital gain was
therefore $67,434,292.

806. The inflated claimed basis as a
result of the High Tech transaction
was $163,855,486. (Id.).

807. The High Tech transaction ac-
cordingly “eliminated” $67,484,292 of
otherwise-taxable capital gain and re-
sulted in additional claimed capital
“losses” of $87,661,000. (LaRue,
44:22-23; Dem. Ex. 3105).

CC. The Reporting of the Fidelity High
Tech Transaction on Partnership
Returns (Form 1065)

808. The consummation of the Fidelity
High Tech transaction involved the
filing of three partnership tax returns:
(1) a partnership return (Form 1065)
for Fidelity High Tech for the short
tax year ending December 21, 2001;
(2) a partnership return (Form 1065)
for Fidelity High Tech for the short
tax year between December 21 and
31, 2001; and (3) a partnership return
(Form 1065) for Fidelity High Tech
for 2002.

809. Ultimately, the effect of the artifi-
cial step-up in basis was reflected on
the Egans’ 2002 individual income tax
return (Form 1040), as the Egans sold

the stock with the inflated basis in
2002.

810. As described above, the Hgans
took the position on those returns that
the Fidelity High Tech transaction
“eliminated” more than $67 million in
capital gain and generated additional
capital “losses” of more than $87 mil-
lion.

811. In order to disguise the true na-
ture of the Fidelity High Tech trans-
action, and to reduce the likelihood of
an IRS audit, the Egans made a vari-
ety of false statements and material
omigsions on their tax returns, as de-
scribed below.

1. Form 1065 for the Short Tax Year
Ending December 21, 2001

812. As described above, the Egans
contend that there was a technical
termination of “Old” High Tech on
December 21, 2001, under Section
708(b)(1)B). As a result, High Tech
closed its tax year on December 21,
2001. (LaRue, 44:9-10; Ex. 3).

813. “0ld” Fidelity High Tech filed a
partnership tax return (Form 1065)
for the short tax year ending Decem-
ber 21, 2001. (Ex. 3).

814. “Old” Fidelity High Tech filed a
Section 754 election with its Form
1065 for the short tax year ending
December 21, 2001. (LaRue, 44:9-10;
Ex. 3).

815. “Old” Fidelity High Tech filed a
Section 743(b) statement with its
Form 1065 for the short tax year end-
ing December 21, 2001. (Ex. 3).
That statement showed how the
$154,106,795 in purported basis step-
up attributable to the 99% partnership
interest transferred by Maureen Egan
to MEE Holdings was calculated and
then allocated among the stock previ-
ously contributed to High Tech by the
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Egans in 2000 and 2001.
44:12-14; Ex. 3).

816. “Old” Fidelity High Tech’s Form
1065 for the short tax year ending
December 21, 2001, did not provide
any indication as to how Maureen
Egan had derived the outside tax ba-
sis that she claims to have had in
High Tech and that was used to make
the basis step-up adjustments to the
contributed stock. There is no indica-
tion on that return (or on any state-
ment filed with that return) that her
outside tax basis in High Tech had
been calculated by increasing her ba-
sis by $158,400,000 in premiums
charged for the long options, and
without regard to the $154,997,563 in
premiums credited for the short op-
tions. There is no indication that the
net premium actually paid by Mau-
reen Egan, through her single-mem-
ber limited liability company (Option
A), was only $3,4024387. (LaRue,
44:14-15; Ex. 3).

(LaRue,

2. Form 1065 for the Short Tax Year
Ending December 31, 2001

817. “New” Fidelity High Tech filed a
partnership tax return (Form 1065)
for the short tax year beginning De-
cember 22, 2001, and ending Decem-
ber 81, 2001. (Ex. 4).

818. “New” Fidelity High Tech filed a
Section 7b4 election with its Form
1065. (LaRue, 44:17-18; Ex. 4).

819. “New” Fidelity High Tech also
filed a Section 743(b) statement with
its Form 1065. That statement
showed how the $1,556,640 in purport-
ed basis step-up attributable to Rich-
ard Egan’s 1% partnership interest in
New High Tech was calculated and
then allocated among the stock previ-
ously contributed to High Tech by the

Egans in 2000 and 2001. (LaRue,
44:18; Ex. 4).

820. “New” Fidelity High Tech’s Form
1065 for 2001 did not provide any
indication as to how Richard Egan
had derived the outside tax basis that
he claims to have had in High Tech
and that was used to make the basis
step-up adjustments to the contribut-
ed stock. There is no indication on
that return (or on any statement filed
with that return) that his outside tax
basis in High Tech had been caleulat-
ed by increasing his basis by
$1,600,000 in premiums charged for
the long options, and without regard
to the premiums credited for the short
options. There is no indieation that
the net premium actually paid by
Richard KEgan, through his single-
member limited liability company (In-
dex A), was only $34,368.

3. Form 1065 for the Tax Year End-
ing December 31, 2002

a. Reporting of Claimed Losses

821. On its 2002 Form 1065, High Tech
reported net short-term capital losses
of $315,389 (on Schedule K, Line 4(d))
and net long-term capital losses of
$87,194,495 (on Schedule X, Line
4(e)(1)). (LaRue, 44:23-24; Ex. 5).

822. Those losses were reported on
Schedule D attached to the 2002 Form
1065. (Ex. 5). The aggregate
amounts reported on Schedule D were
broken out by groups of stock on a
separate statement from Mellon Bank.
The statement showed the number of
units sold, a description of the stock
sold, the date that stock had been
acquired, the date that stock had been
sold, the “Gross Sales Price,” High
Tech’s purported “Cost or Other Ba-
sis,” and the amount of the capital loss
(“Short~Term”/“Long—Term Gain/




Loss”) claimed by High Tech. (LaRue,
44:24; Ex. b).

823. The amount shown on the Mellon
Bank statement in the column labeled
“Cost or Other Basis” was the artifi-
cially stepped-up tax basis that High
Tech claimed to have had in each
group of stock. The amounts shown
as “Cost or Other Basis” were not
explained or otherwise described any-
where on High Tech’s Form 1065.
(LaRue, 44:24-26).

b. Other Required Explanations
and Disclosures

824. The instructions to Schedule D of
Form 1065 required that if a partner-
ship “does not use cash cost” to com-
pute basis, it must “attach an explana-
tion of the basis.” (Ex. 3616).

825. Because Fidelity High Tech did
not use cash cost to compute the
stepped-up basis, it was required to
attach an explanation to Schedule D.
No such explanation was attached.
(LaRue, 44:24-26; Ex. 3616). An ad-
equate explanation, as required by the
instructions, would have included dis-
closure of the underlying transaction
that resulted in the purported
stepped-up tax basis used by Fidelity
High Tech.

826. Because the transaction qualified
as a reportable transaction under
Temp. Treas. Reg. 1.6111-4T, a disclo-
sure statement should have been filed.
(LaRue, 44:29). No such disclosure
statement was filed with any Fidelity
High Tech Form 1065 (or with the
Egans’ individual income tax return).
(Ex. 5).

827. No Form 8275 Disclosure State-
ment was filed with any Fidelity High
Tech 2002 Form 1065. (LaRue,
44:29-31; Ex. 5). According to the
instructions to the form,
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Form 8275 is used by taxpayers and
income tax return preparers to dis-
close items or positions, except
those taken contrary to a regula-
tion, that are not otherwise ade-
quately disclosed on a tax return to
avoid certain penalties. The form is
filed to avoid the portions of the
accuracy-related penalty due to dis-
regard of rules or a substantial un-
derstatement of income tax if the
return position has a reasonable ba-
sis.
(Ex. 3187). For items attributable to
a partnership, disclosure should be
made on the tax return of the partner-
ship. (Id.). If the partnership does
not make the disclosure, the partner
“may make adequate disclosure of
these items.” (d.).

828. The High Tech transaction was
not disclosed on High Tech’s 2002
Form 1065. If the High Tech trans-
action had been disclosed, the likely
effect would have been that the risk of
audit and ultimate detection would
have increased.

DD. Reporting of the Fidelity High Tech
Transaction on the Egans’ 2002 In-
dividual Return (Form 1040)

829. As described above, the inflated
basis created by the Fidelity High
Tech transaction “eliminated” all of
the capital gains resulting from the
sale of EMC and other stock held in
High Tech.

830. As a result, none of those gains
were reported on the Egans’ 2002 in-
dividual tax return, and no taxes were
paid on those gains.

831. The net losses allocated to Mau-
reen Egan (through MEE Holdings)
and to Richard Egan (through MEE
Holdings and Fidelity High Tech)
were reported on statements attached
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to the Egans’ 2002 individual tax re-
turn, and from there (with other
items) to Schedule D.

EE. The Tax Consequences of the Fideli-
ty International Transaction
Claimed by the Egans

832. The purpose of the Fidelity Inter-
national transaction was to create arti-
ficial ordinary losses so that the
Egans could exercise non-qualified
stock options without paying income
tax.

1. Richard Egan’s Claimed Basis'in
His Partnership Interest in Fideli-
ty International

833. As reflected on Richard Egan’s
2001 Schedule X-1 for Fidelity Inter-
national, the amount of capital con-
tributed by Richard Egan during the
year to Fidelity International was
$164,0387,227. (Ex. 6).

834. As described above, under Section
704(d), a partner is permitted to de-
duct his distributive share of the part-
nership’s losses only to the extent of
his outside tax basis in his partnership
interest as of the end of the partner-
ship’s tax year (before consideration
of those losses). (LaRue, 42:111).

835. As also described above, Richard
Egan claims that his tax basis in Fi-
delity International was increased by
the $150,000,000 in premiums charged
for the opening interest rate long op-
tions acquired by Fidelity World, but
not decreased by the $147,750,000 in
premiums simultaneously credited to
Fidelity World for the opening inter-
est rate short options. (Id. at 42:112;
Dem. Ex. 3092).

836. Richard Egan’s actual net eco-
nomic cost of the opening interest rate
options was $2,250,000. The tax basis
that he claims resulted from the con-

tributions of the interest rate options
(through Fidelity World) to Fidelity
International was more than 65 times
greater than his economic cost.

837. Again, the inflated basis was pur-

portedly justified, among other things,
on the grounds that the short options
were only contingent liabilities under
Section 752, and therefore assets (but
not liabilities) were contributed.

838. Richard Egan’s tax basis in his

partnership interest in Fidelity Inter-
national was also increased in 2001 by
the following amounts: (1) his cash
contributions in the amount of
$9,674,500; (2) the contributed shares
of Stockton Holding, with a value of
$4,663,135; (3) the $325,500 he paid to
acquire Mahoney’s purported 88%
common ownership interest in Fidelity
International; and (4) other de minim-
is amounts (in a net amount of $3,184).
(LaRue, 42:112-13; Dem. Ex. 3092).

839. In its December 31, 2001 Alloca-

tion of Expenses for Fidelity Interna-
tional, KPMG allocated one-half of the
$1,870,000 advisory fee owed to
KPMG, and one-half of the $3,875,000
advisory fee owed to Helios, among ali
the options entered into by Fidelity
International and Fidelity World dur-
ing 2001. (Ex. 1502). As of that date,
PFidelity International had paid KPMG
half of its fee, or $685,000, but had not
yet paid any of the fee owed to Helios.
The one-half share of fees to KPMG
and Helios were treated as accrued by
Fidelity International in 2001, and al-
located between and capitalized to the
interest rate long and short options,
the interest rate close-out options, the
foreign currency long and short op-
tions, and the replacement foreign
currency options. (LaRue, 42:69-73,
94; Dem. Ex. 3070).



2. The Claimed Allocation of $163
Million Gain to Mahoney

840. As described above, on October
22, 2001, Fidelity International en-
tered into opening foreign currency
option trades with Refco.

841. On October 29 and 30, Fidelity
International and Refco entered into
the replacement option trades for the
gain legs of the foreign currency op-
tions, as to which Fidelity Internation-
al recorded a bookkeeping “gain” of
$175,603,084. (LaRue, 42:68; Dem.
Ex. 3070; FEx. 1404). Fees in the
amount $1,617,246, consisting of a por-
tion of the Helios and KPMG fees for
the Fidelity International transaction,
were allocated and capitalized to those
trades. (LaRue, 42:68, 102-03; Dem.
Ex. 3070; Ex. 14).

842. The recorded bookkeeping “gains”
of $175,608,084 were allocated to the
purported “partners” of Fidelity In-
ternational (Richard Egan, Mahoney,
Helios, and Alpha) based upon their
ownership interests as of October 29
and 30, 2001. (LaRue, 42:68, 102-03;
Dem. Ex. 3070; Ex. 14).

843. Richard Egan was allocated 5% of
the “gains,” or $8,780,154. (Ex. 1404).
In addition, and as described below,
capitalized fees in the amount of
$1,617,246 were specially allocated en-
tirely to Richard Egan. (LaRue,
42:102-03; Dem. Ex. 3070; Ex. 14).
Both the bookkeeping “gain” of
$8,780,154 and the capitalized fees of
$1,617,246 are components of the
$158,630,922 net ordinary loss report-
ed on Richard Kgan’s 2001 Schedule
K-1. (LaRue, 42:103-04; Dem. Ex.
3071; Ex. 6).

844. Samuel Mahoney was allocated
98% of the “gains,” or $163,310,868.
Mahoney’s 93% interest in the
$1,617,246 of capitalized fees was spe-

cially reallocated to Richard Egan.
(Dem. Ex. 3070; Ex. 14). The book-
keeping “gain” of $163,310,868 is a
component of the $154,503,242 net or-
dinary gain reported on Mahoney’s
2001 Schedule K~1. (Dem. Ex. 3071).

3. The Claimed Allocation of $163

Million Loss to Richard Egan

845. As described above, as part of the
plan to implement the Fidelity Inter-
national transaction, the loss legs
were to be closed out no later than
December 31, 2001, in order to gener-
ate an ordinary loss in the year 2001.

846. As also described above, Richard

Egan executed a Buy-Sell Notice dat-
ed November 5, 2001, to purchase
88% of the common membership in-
terest in Fidelity International from
Mahoney for $325,500. As a result,
Richard Egan now held a 93% com-
mon ownership interest in Fidelity In-
ternational and Mahoney held a 5%
interest.

847. As also described above, on De-

cember 3, 2001, Fidelity International
terminated all remaining foreign cur-
rency options, including the replace-
ment options. After the terminations,
Fidelity International recorded a
bookkeeping “loss” in the amount of
$176,152,349. (Dem. Ex. 3070; Exs.
1404, 14). Fees in the amount of
$1,972,159, consisting of a portion of
the Helios and KPMG fees, were allo-
cated and capitalized to those trades.
(Dem. Ex. 3070; Ex. 14).

848. The “loss” in the amount of

$176,152,349 was allocated to the pur-
ported “partners” of Fidelity Interna-
tional (Richard Egan, Mahoney, Hel-
ios, and Alpha) based upon their
ownership interests as of December
3, 2001. (Dem. Ex. 3070; Ex. 14).
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849. Richard Egan was allocated 93% 4. The Capitalization of Fees
of the “loss,” or $163,821,685. (Ex.

83. F f calculating th
1404). In addition, capitalized fees in Of PHIDOses Of caciaing he

the amount of $1,972,159 were special-
ly allocated entirely to Richard Egan.
(Dem. Ex. 3071; Ex. 14). Both the
bookkeeping “loss” of $163,821,685
and the capitalized fees of $1,972,159
are components of the $158,630,922
net ordinary loss reported on Richard
Egan’s 2001 Schedule K-1. (Dem. Ex.
3071; Ex. 6).

850. Mahoney was allocated 5% of the
“loss,” or $8,807,618. Mahoney's 5%
interest in the $1,972,159 of capital-
ized fees was specially reallocated to
Richard Egan. (Dem. Ex. 3071; Ex.
14). The bookkeeping “loss” of
$8,807,618 is a component of the
$154,508,242 net ordinary gain report-
ed on Mahoney’s 2001 Schedule K-1.
(Dem. Ex. 3071; Ex. 6).

851. The effect of capitalization of fees
to the foreign currency options and
the replacement options was to de-
crease the amounts of the gains, and
increase the amounts of the losses,
recorded by Fidelity International.
(LaRue, 42:94-95; Dem. Ex. 3070).

852. The fees that were initially allo-
cated to Alpha, Helios, and Mahoney
with respect to their allocable owner-
ship interests, were all specially real-
located to Richard Egan. The effect of
the special reallocation to Richard
Egan was to increase his distributive
share of the net loss by $1,673,435
(from a net loss of $156,956,487 to a
net loss of $158,630,922), while in-
creasing Mahoney’s distributive share
of net gain and decreasing Alpha’s
and Helios’ distributive shares of net
loss. (LaRue, 42:99-104; Dem. Ex.
3071; Ex. 14).

amount of the “loss” on the 2001
Form 1065, Fidelity International cap-
italized fees totaling $4,745,000, of
which $1,870,000 was payable to
KPMG and $3,375,000 was payable to
Helios. Those fees were acerued and
capitalized into the tax basis of the
interest rate options (including the
close-out options) and the foreign cur-
rency options (including the replace-
ment options). (LaRue, 42:69-70,
43:80-82; Dem. Ex. 3070; Ex. 14).

854. The capitalization of fees to the

options in the amount of $4,745,000
included 100% of the $8,375,000 fee
payable to Helios and more than 90%
of the $1,500,000 fee payable to
KPMG.

855, The capitalization of fees in that

amount was contrary to the treatment
in KPMGs workpapers. KPMG’s
workpapers reflect that only one-half
of these fees were to be capitalized
and that the remainder could not be
deducted until Fidelity International
was liquidated. (LaRue, 42:72-73;
Exs. 1502, 14).

856. The capitalization of fees in that

amount was also contrary to the con-
clusion of the Sidley Austin opinion
letter. The opinion letter states that
all or a portion of the advisory fees
could be treated as organizational or
syndication fees under Section 709(a).
(Ex. 121). Organizational fees paid by
a partnership are capitalized and, at
the partnership’s election, amortized
over 60 months, Syndication fees are
also capitalized, but are not amortiza-
ble or deductible. The fees therefore
could not have been fully deducted in
2001. (LaRue, 42:73-78; Ex. 121).



5. The Reallocation of Fees to Rich-
ard Egan

857. The fees allocated to the foreign
currency options, including the re-
placement options, were initially allo-
cated between the Fidelity Interna-
tional partners based on their profit
and loss sharing ratios. (Ex. 1502).
KPMG, however, reallocated all the
fees back to Richard Egan. (Id.). Ul-
timately, 100% of the fees allocated to
the foreign currency options were al-
located to Richard Egan. (LaRue,
42:100-03; Dem. Ex. 8071; Ex. 14).

858. That reallocation is inconsistent
with the purported effect of the trans-
action, and there is no attempted jus-
tification or explanation of the alloca-
tion in the record. (LaRue, 42:104;
BEx. 2151).

859. The effect of the reallocation of
the fees to Richard Egan was to in-
crease his reported loss by $1,674,435.
(Dem. Ex. 3071).

860. Fidelity International did not
make a special allocation of the fees
allocated to the interest rate options
and close-out options for 2002. (La-
Rue, 42:107-09).

FF. The Reporting of the Fidelity Inter-
national Transaction on the 2001
Partnership Return (Form 1065)

1. The Netting of Gains and Losses

861. Fidelity International filed a part-
nership return (Form 1065) for the
2001 tax year on April 15, 2002. (Ex.
6).

862. On the 2001 Form 1065, the gains
and losses from the transaction were
netted on Schedule K and reported as
a net loss in the amount of $4,138,665.
(LaRue, 42:95-96; Dem. Ex. 3070;
Ex. 6).

863. Richard Egan’s distributive share
of the net gains and losses recorded
by Fidelity International in 2001 was
a loss of $158,630,921. (Ex. 6). That
amount included 5% of the gain from
the close-out of the gain legs of the
foreign currency trades ($8,699,291),
93% of the loss from the close-out of
the loss legs of the foreign currency
options (<$165,655,778>), and a spe-
cial reallocation of capitalized fees in
the amount of $1,674,435, producing a
net loss of $158,630,921. (LaRue,
42:110; Dem. Ex. 3071; Ex. 6).

864. Mahoney'’s distributive share of
the net gains and losses recorded by
Fidelity International in 2001 was a
gain of $154,508,242. (Ex. 6). That
amount included 93% of the gain
($161,806,820), 5% of the loss
(<$8,906,225>), and a special realloca-
tion of capitalized fees from him to
Richard Egan, which increased his net
gain by $1,602,647 to $154,508,242.
(LaRue, 42:110; Dem. Ex. 3071; Ex.
6).

865. Fidelity International allocated a
net loss of $158,630,921 to Richard
Egan on Richard Egan’s Schedule K-
1. (Dem. Ex. 3071; Ex. 6).

866. Fidelity International allocated a
net gain of $154,503,242 to Mahoney
on Mahoney’s Schedule K-1. (Dem.
Ex. 3071; Ex. 6).

2. The Reporting of the Loss as “Oth-
er Income”

867. Schedule K of the Form 1065 is a
summary schedule that is used to re-
port all of the partners’ shares of vari-
ous items of income, gain, loss, deduc-
tion and credit. (LaRue, 42:114-15).
Lines 1 through 21 on the first page
of Form 1065 detail the income, gains,
deductions, and losses from the part-
nership’s trade or business activities.




The net income or loss from the part-
nership’s trade or business activities is
computed by totaling these amounts
on Line 22. (Id. at 42:113-15).

868. Line 1 of Schedule K is used to

report the partnership’s net income or
loss from its trade or business activi-
ties and is a ecarryover amount from
Line 22 on the first page of the Form
1065. (Id. at 43:7-8; Ex. 2719).
Lines 2 through 6 of Schedule K are
used to report several different types
of income. Generally, any income
that is not otherwise required to be
reported on lines 1 through 6 of
Schedule K is reported on Line 7
(“Other income (loss)”) of Schedule K.
(LaRue, 42:115; Ex. 2719).

869. The $4,138,665 net loss from the
Fidelity International transaction was
reported on the Schedule K of Fideli-
ty International on Line 7 as “Other
Income (loss).” (Ex. 6).

3. The Treatment of the Currency Op-
tion “Loss” as a Section 988 Loss

870. A Section 988 gain or loss is a
gain or loss resulting from a taxable
disposition of certain foreign-curren-
cy-denominated instruments. Section
988 gains and losses are generally
treated as ordinary income and ordi-
nary losses, rather than as capital
gains and capital losses. (LaRue,
42:117). Currency option trades are
treated as Section 988 transactions.
871. The gains and losses from the ter-
minations of the foreign currency op-
tions and the replacement options
were treated by Fidelity International
as Section 988 gaing and losses. (/d.
at 42:117; Ex. 6).

categories of transactions. (LaRue,
43:10-11; Ex. 2735). The instructions
for Form 4797 state, among other
things, that it should be used to report
(1) “The sale or exchange of ...
[pJroperty used in your trade or busi-
ness ...”; (2) “The disposition of non-
capital assets (other than inventory or
properly held primarily for sale to
customers in the ordinary course of
your trade or business)”; and (3) “The
disposition of capital assets not re-
ported on Schedule D.” (LaRue,
43:10-11; Ex. 2735).

873. The disposition of foreign curren-

cy options is required to be reported
on Form 4797 by a partnership, unless
the options were inventory or proper-
ty held primarily for sale to customers
in the ordinary course of business or
the dispositions were reported on
Schedule D. (LaRue, 43:10-12; 44:42—
47, 89-90; Ex. 2735). Because nei-
ther of these exceptions are applica-
ble, any Fidelity International foreign
currency gains or losses should have
been reported on Form 4797. (La-
Rue, 48:11-12).

874. Fidelity International did not re-

port any foreign currency gains or
losses on a Form 4797.

875. KPMG’s workpapers for the 2001

Form 1065 of Fidelity International
show that KPMG originally planned to
report the net loss of $4,138,665 from
the foreign currency trades on a Form
4797. (LaRue, 43:8-9; Ex. 14).
KPMG prepared a draft schedule enti-
tled “Form 4797-Attachment.” (Ex.
14).

876. The schedule actually filed as an

attachment to the 2001 Form 1065
was identical to the draft schedule,

4. The Failure to File a Form 4797

872. Form 4797, entitled “Sale of Busi-
ness Property,” is used to report six

except that “Form 4797-Attachment”
in the title was replaced with “Form
1065, Page 8, Line 7—Other In-




come/(Loss)—Attachment—Section
988 Foreign Currency Gain/(Loss).”
(LaRue, 43:9-10; Ex. 6).

5. The Failure to Report the Net Loss
as a “Trade or Business” Loss

877. On the “Schedule of Activities” on
each Schedule K-1 for each partner,
Fidelity International reported the
partner’s distributed share of gains
and losses from the foreign currency
options under a column labeled “GEN.
T/B.” (Ex. 6). The reference “GEN.
T/B” meant that the foreign currency
gains and losses arose from “General
Trade or Business” activities.

878. Fidelity International did not re-
port the net loss of $4,188,665 from
the foreign currency options on the
face of the partnership return. That
failure was inconsistent with the de-
scription of that loss as a “GEN. T/B.”
(d.).

879. If the $4,138,665 net loss had been
reported as a trade or business loss,
the loss should have been reported on
Line 6 of the first page of the Form
1065. The net loss would then have
carried over to Line 1 of Schedule K,
with each partner then reporting their
distributive share of the gains and
losses reflected in the net loss on Line
1 of each partner’s Schedule K-1. (La-
Rue, 43:7-8).

880. If Richard Egan’s $158,630,922
distributive share of the $4,138,665 net
loss had been reported on Line 1 of
his Schedule K-1, that loss would
have been reported on Part II of
Schedule E of the Egans’ 2001 individ-
ual income tax return (Form 1040). If
that loss had been reported on Part II
of Schedule E, the net amount would
have carried over and been reported
on line 17 on the face of the Form
1040. (Id. at 43:22).

881. If Richard Egan’s allocated loss

had been properly reported on Line 1
of his Schedule K-1, and on Part II of
Schedule E of the 2001 Form 1040,
that loss could not have been netted
against the ordinary income recog-
nized by the Egans from the exercise
of the EMC stock options on State-
ment 1 of the Egang’ joint 2001 Form
1040 or on Line 21 on the face of their
2001 Form 1040. (Id. at 43:22-28).

6. The False Entries on Schedules L

and M-2
a. The Purpose of Schedule L

882. Schedule L of Form 1065 (“Bal-

ance Sheets per Books”) is used to
report the partnership’s balance
sheets as of the beginning and the end
of the tax year. The partnership is
required to report the beginning and
ending balances of the partnership’s
assets and liabilities and the partners’
capital accounts. The “partners’ capi-
tal accounts” is analogous to the cor-
porate concept of “owners’ equity.”
(Id. at 43:32-33).

883. Schedule L is an informational

schedule. None of the numbers re-
ported on the schedule earry through
directly to the partners’ individual tax
returns. Schedule L provides infor-
mation that may be useful to the IRS
in testing the completeness and the
accuracy of other amounts of income,
gain, loss, deduction, and credit that
may be reported elsewhere on the
Form 1065. (Id. at 43:33).

b. The 2001 Fidelity International

Schedule L

884. Line 8 of Schedule L for the 2001

Fidelity International Form 1065 re-
ports an asset of “Other investments”
totaling $294,800,575.
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885, Statement 3 of the Schedule L in
the 2001 Form 1065 of Fidelity Inter-
national includes a description of how
that amount was determined. ({d. at
43:33-34; Ex. 6). Statement 3 shows
an “ending” balance for “Investment
in Fidelity World” in the amount of
$150,304,982 and an “ending” balance
for “Foreign Exchange Options” in
the amount of $184,832,153. (Ex. 6).

(1) “Investment in Fidelity
World” of $150,304,982

886. The listing of “Investment in Fi-
delity World” as an asset with an
“ending” balance in the amount of
$150,304,982 appears to represent the
$150,000,000 premium to acquire the
opening interest rate long options,
plus $304,982 in capitalized advisory
fees. (LaRue, 43:34-35).

887. The reference on Statement 3 to
an “ending” balance for Fidelity
World of $150,304,982 was false.

888. The value of Fidelity World as of
December 31, 2001, was zero. Fideli-
ty World owned no assets on that date
other than the offsetting interest rate
options, and those had no value. The
10-year CMS options and LIBOR op-
tions had been closed out on Novem-
ber 6, 2001, with Refco making a net
payment to Fidelity International of
$1,498,641, representing the then-ex-
isting value of those trades. Thus,
while the interest rate options re-
mained on the books of Fidelity
World, they had no remaining value.
(Id. at 43:35-37, 389; Dem. Ex. 3075).

889. The Kgans and their advisors
knew or reasonably should have
known that the value of Fidelity
World as of December 31, 2001, was
zero. (Shea, 23:49-50; M. Egan,
12:31-33; Ex. 1275).

890. Even if the interest rate options

had not been closed out, the reference
to “Investment in Fidelity World” as
an asset with a value of $150,304,982
would still be false. The net premium
paid for the interest rate options was
only $2,250,000. (LaRue, 43:36; Dem.
Ex. 8075). Furthermore, the interest
rate options when acquired had a val-
ue of even less than the net premium,
because a significant portion of the
net premium was attributable to Ref-
co’s fees.

891. Furthermore, and in any event,

the reference to an investment in Fi-
delity World in Statement 3 of Sched-
ule L is inconsistent with Fidelity
World’s treatment as a disregarded
entity. (LaRue, 43:35).

(2) Investment in “Foreign Exchange

Options” of $134,832,153

892. The reference on Statement 3 to

“Foreign Exchange Options” with an
“ending” balance in the amount of
$184,882,158 is false.

893. The listed asset was not the for-

eign currency options, but relates to

“the interest rate options. The foreign

currency options had been terminated
prior to December 81, 2001, and were
no longer on the books of Fidelity
International as of the end of its 2001
tax year. (Id. at 43:37-39; Dem. Ex.
3070).

894. The purported “Foreign Ex-

change Options” with an “ending” bal-
ance in the amount of $134,832,153,
represents the amount of the premi-
ums charged to Fidelity World by
Refco for the close-out interest rate
long options, plus allocated fees, with-
out regard to the premiums credited
for the close-out interest rate short
options, and without regard to the
$1,498,641 net premium credited and




paid to Fidelity World by Refco in
2001. (LaRue, 43:37-39; Dem. Ex.
3075).

895. The interest rate options had no
value as of December 31, 2001. (La-
Rue, 43:39; Dem. Ex. 3075).

896. On November 6, 2001, Refco paid
Fidelity International cash in the
amount of $1,498,641 from the offset
of these trades. Those funds were
transferred out of Fidelity Interna-
tional's Refco account on December
10, 2001, with interest in the amount
of $2,807. (Exs. 14, 2095).

897. The Egans and their advisors
knew or reasonably should have
known that the reference to “Foreign
Exchange Options” with an “ending”
balance in the amount of $184,832,153
was false. Michael Egan and Pat
Shea knew that the interest rate op-
tions had a net value of zero after the
offset trades on November 6, 2001.
(M. Egan, 12:31-32; Shea, 23:49-50).
Calkins recorded in her notes that the
“yalue” of the interest rate options
after November 6 was “$0.” (Ex.
1275). The Summary of Transaction
reported to the Egans that as a result
of entering into these offset trades,
Fidelity World “eliminated its eco-
nomic risk of gain or loss on its Octo-
ber 9, 2001 trades and realized” an
aggregate net economic loss of
$756,359. (Bx. 2).

(8) The Effect of the False Reporting
on Schedule L

898. The false amounts of $150,304,982
and $134,832,153 that were described
in Statement 3 to Schedule L. were
included in the ending balance of
“Other Investments” on Line 8(d) of
Schedule L of Fidelity International’s
2001 Form 1065. (Ex. 6). The inclu-
sion of these amounts overstated the

ending balances reported on Schedule
L for “Other investments” (Line 8(d)),
“Total assets” (Line 14(d)), “Partners’
capital accounts” (Line 21(d)), and
“Total liabilities and capital” (Line
22(d)). (Id.).

899. Each of those balances was over-
stated by the aggregate sum of $ 150,-
304,982 and  $134,832,153, or
$285,137,135. (LaRue, 43:39-41).
The amount shown in answer to
“Question F” on the face of Fidelity
International’s 2001 Form 1065, where
Fidelity International listed “Total as-
sets” of $300,408,052, was also over-
stated by $285,137,185. (Id. at 43:40-
41; Ex. 6).

7. The Purpose of Schedule M-2

900. Schedule L to the Form 1065
shows the beginning and ending ag-
gregate balances of the partners’
capital accounts. Schedule M-2 rec-
onciles those beginning and ending
balances by providing a summary de-
scription of the events that increased
and decreased that account during
the year.

901. Schedule M-2 is an informational
schedule. None of the amounts
shown on the Schedule M-2 directly
carry through to the partners’ individ-
ual Forms 1040. Schedule M-2 pro-
vides information that may be useful
to the IRS in testing the completeness
and the accuracy of other amounts of
income, gain, loss, deduction, and
credit that may be reported elsewhere
on the Form 1065. (LaRue, 43:41-
42).

902. The amount shown on Line 1 of
Schedule M-2 is the same amount
shown on Line 21(b) of Schedule L.
The amount shown on Line 9 of
Schedule M-2 is the same amount
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shown on Line 21(d) of Schedule L.
dd.).

8. The 2001 Fidelity International
Schedule M-2

903. The amounts shown on lines 4, 7,
and 9 of Fidelity International’'s M-2
were false. (Id. at 43:43-44; Dem.
Ex. 3084).

904. The amount shown on Line 4
(“Other increases”) was overstated by
$134,832,158. (LaRue, 43:53-54;
Dem. Ex. 3084).

905. The amount show on Line 7 (“Oth-
er decreases”) was understated by
$150,304,982. (LaRue,  43:53-54;
Dem. Ex. 3084).

906. The net effect of the overstate-
ment on Line 4 and the understate-
ment on Line 7 was that the net
amount shown on Line 9 (“Balance at
end of year”) was overstated by
$285,187,185.

907. The correct ending balance of the
partners’ capital accounts was
$11,205,917. The amount shown on
Schedule M~2 of Fidelity Internation-
al’'s 2001 Form 1065 was therefore
overstated by 2,645%. (LaRue, 43:58—
54; Dem. Ex. 8084).

908. Richard Egan and his advisors
knew or reasonably should have
known that the ending balance of the
partners’ capital accounts was dramat-
ically overstated.

9. The Effect of the False Schedule
M-2 on the Schedule K-1

909. The aggregate amounts shown on
Schedule M-2 are broken out and allo-
cated among the various partners, and
reported separately on Item J, Col-
umns (a) through (e), of their respec-
tive Schedule K-1s. (LaRue, 43:54—
55).

910. The amount shown as Richard
Egan’s “Capital account at end of
year” in Column (e) of Item J of his
Schedule K-1 was $286,827,488. (Id.
at 43:55; Ex. 6).

911. Based on that reported amount,
Richard Egan’s total partnership capi-
tal, before consideration of the
$158,626,538 net loss allocated to him,
was purportedly $445454,026. As re-
ported, Richard Egan’s $158,626,538
allocated loss was 36% of the total
amount of his capital. (LaRue, 43:58-
59; Dem. Ex. 3086).

912. The correct amount of Richard
Egan’s “Capital account at end of
year” was $12,806,195, (LaRue,
43:59-60; Dem. Ex. 3087).

913. Based on that corrected amount,
Richard Egan’s total partnership capi-
tal, before consideration of the
$158,626,538 net loss allocated to him,
was therefore $171,432,733. Richard
Egan’s $158,626,538 allocated loss was
therefore 93% of his partnership capi-
tal. (LaRue, 43:59-60; Dem. Ex.
3087).

914. On its 2001 Form 1065, Schedule
L, Line 8(d), Fidelity International re-
ported an ending balance for “Other
investments” in the amount of
$294,800,575. (Ex. 6). The correct
amount was $9,663,440. The total was
therefore overstated by $285,137,135,
or 3,061%. (LaRue, 43:52-53; Dem.
Ex. 3083).

915. On its 2001 Form 1065, Schedules
L and M-2, Fidelity International re-
ported an ending balance for “Part-
ners’ capital accounts” in the amount
of $296,343,052. (Ex. 6). The correct
amount was $11,205,917. The total
was  therefore  overstated by
$285,187,185, or 2,645%. (LaRue,
43:53; Dem. Exs. 3083, 3084).




916. For its “Analysis of partner’s capi-
tal account,” Schedule K-1, Item J,
Column (e), Fidelity International re-
ported that Richard Egan had a “Cap-
ital account at end of year” in the
amount of $286,827,488. (Ex. 6). The
correct amount was $12,806,195. The
total was therefore overstated by
$274,021,293, or 2,240%. (LaRue,
43:55, 59-60; Dem. Ex. 3087; Ex. 6).

917. Richard Egan and his advisors
knew, or reasonably should have
known, that the amount stated on his
Schedule K-1 for “Capital Account at
End of Year” was dramatically over-
stated.

10. The Ultimate Effect of the False
Schedules L and M-2

918. The effect of the false statements
in Schedules L and M-2, and on Rich-
ard Egan’s Schedule K-1, was to ob-
scure the magnitude of the loss allo-
cated to Richard Egan as compared to
his actual investment in Fidelity In-
ternational. (LaRue, 43:60-61).

919. If the correct amount had been
reported on Richard Egan’s “Capital
Account at End of Year” on the
Schedule K-1, Item J, in Column (e),
it would have increased the risk of
audit and detection by the Internal
Revenue Service.

920. The false entries were made delib-
erately in order to conceal the Fidelity
International transaction from IRS
serutiny.

11. The Failure to Disclose the
Transaction Otherwise

a. Schedule K-1, Line 25

921. The 2001 Instructions for Form
1065 require a partnership to disclose
on Line 25 of the Schedule K~1 any
information or statements a partner
needs to comply with the registration

and disclosure requirements found in
Sections 6111 and 6662(d)(2)(B):

Any information or statements a
partner needs to comply with sec-
tion 6111 (registration of tax shel-
ters) or section 6662(d)(2)(B)(i) (re-
garding adequate disclosure of
Items that may cause an under-
statement of income tax).

(Id. at 43:63-64; Ex. 2719).

922. For purposes of the reduction of
the substantial-understatement accu-
racy-related penalty, Section
6662(d)(2)(B)(i) requires that a part-
nership adequately disclose the rele-
vant facts affecting the item’s tax
treatment in the return or in a state-
ment attached to the return and that
there be a reasonable basis for the
tax treatment of such item by the tax-
payer. While Section 6662(d)2)(B)
further generally provides for a re-
duction of penalties if an item is ade-
quately disclosed, Section
6662(d)2)(c) provides that Section
6662(d)(2)(B) does not apply to “tax
shelters,” which are defined to include
partnerships the principal purpose of
which is the avoidance or evasion of
federal income tax.

923. Line 25 of Richard Egan’s Sched-
ule K-1s for 2001 and 2002 were left
blank and therefore did not disclose
any information regarding the items
that caused the understatement of
Richard Egan’s income tax. (LaRue,
43:65; Exs. 6, 7).

b. Form 8275

924. Form 8275 is used by taxpayers
and income tax return preparers to
disclose items or positions, except
those taken contrary to a regulation,
that are not otherwise adequately dis-
closed on a tax return. Disclosure on
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Form 8275 allows a taxpayer to avoid
certain penalties. (LaRue, 43:65-66;
Bxs. 3135, 3137). As set forth in the
Instructions for Form 8275, the form
may be filed to avoid the portions of
the accuracy-related penalty due to
disregard of rules or a substantial un-
derstatement of income tax if the re-
turn position has a reasonable basis.
(LaRue, 43:66-67; Exs. 3135, 3137).
For items attributable to a partner-
ship, disclosure should be made on the
tax return of the partnership. If the
partnership does not make the disclo-
sure, the partner may make adequate
disclosure of these items. (LaRue,
43:66-67; Exs. 3135, 3137).

925. A Form 8275 was not filed with
Fidelity International’s 2001 or 2002
partnership returns or with the
Egans’ 2001 or 2002 Form 1040s.
(LaRue, 43:68-69; Exs. 6, 7, 8, 232).

¢. Schedule K-1, Line G

926. The instructions to Form 1065 re-
quire a partnership to show its tax
registration number if the partnership
is required to be registered as a tax
shelter. (LaRue, 43:69; Ex. 3139A).
Item G (“Tax shelter registration
number”) was left blank on the 2001
and 2002 Schedule K~1s of Richard
Egan and the other partners of Fideli-
ty International. (Exs. 6, 7).

GG. The Reporting of the Fidelity Inter-
national Transaction on the 2002
Partnership Return (Form 1065)

1. The Reporting of the Capital Loss
as an Ordinary Loss

927. For 2002, Fidelity International
reported a loss of $1,911,959 on Line 7
of Schedule K of its Form 1065. (Ex.
7). Of that amount, $1,155,600 was
attributable to the allocation of the
KPMG and Helios fees to the interest-

-

rate options. (LaRue, 43:74; Dem.

Ex. 3075).

928. Richard Egan was allocated
$1,778,122 of the $1,911,959 loss.
That amount was reported as an “oth-
er” loss on Line 7 of his 2002 Schedule
K~1. (BEx. 7).

a. The Purported “Section 988 Loss”

929. This loss was described in the
supporting Statement 2 to Line 7 of
Fidelity International’s 2002 Schedule
K as a “Section 988 Foreign Currency
Gain/(Loss).” (Id.).

930. Richard Egan’s 2002 Schedule K-
1 similarly described his allocable
share of this loss as a “Section 988
Foreign Currency Gain/(Loss).” (Id.).

931. The description of the loss as a
Section 988 foreign currency loss oc-
curring in 2002 was false. (LaRue,
43:74-75).

932. First, the foreign currency options
had all been terminated in 2001. No
such loss occurred in 2002.

933. Second, the interest-rate options
had nothing to do with foreign curren-
cy. (Id. at 43:82).

934. Third, the interest-rate options
(that is, the LIBOR options and the
CMS options) were short-term capital
agsets for federal income tax pur-
poses. (Id. at 43;76-78). The claimed
loss was attributable to the close-out
of the interest-rate options in 2002;
that event, however, actually occurred
in 2001.

b. The Failure to Report the
Loss on Schedule D

935. Schedule D to Form 1065 (“Capi-
tal Gains and Losses”) is used by a
partnership to report short-term and
long-term capital gains and losses.
(Id. at 43:76). Because the $1,911,959




loss was a short-term capital loss, it
should have been initially reported on
Schedule D and then carried over to
Line 4(d) of Fidelity International’s
2002 Schedule K. It should not have
been reported on line 7 of the Sched-
ule K as a Section 988 ordinary loss.
(Id. at 43:76-78).

986. If the $1,911,959 loss had been
correctly reported on Line 4(d) of Fi-
delity International’s Schedule X,
each partner’s distributive share of
that loss would have been reported on
Line 4(d) of their respective 2002
Schedule K-1s. (Id. at 43:79).

937. Richard Egan’s distributive share
of the loss, which was $1,778,122,
should have been reported on Line
4(d) of his 2002 Schedule K-~1 as a
short-term capital loss, not on Line 7
as an ordinary loss. (Id. at 43:82).

¢. The Resulting Tax Benefit

938. The Hgans claimed Richard
Egan’s $1,778,122 distributive share of
the 2002 Fidelity International loss on
their joint 2002 Form 1040 as an ordi-
nary loss. It was reported (with oth-
er losses) on Line 21 (“Other income”)
of the Form 1040. (Ex. 232). The
loss was described in the supporting
Statement 1 to Line 21 as “Fidelity
Int’l. Currency Advisor—Sect. 988
Gain/Loss.” ({Id.).

939. The claimed loss thus reduced
Richard Egan’s 2002 adjusted gross
income by $1,778,122. (LaRue, 43:92—
93). Although Richard Egan had oth-
erwise already reduced his taxable in-
come to zero, he was still subject to
the  Alternative  Minimum  Tax
(“AMT”) at a rate of 28%. (Ex. 232).
The claimed ordinary loss of
$1,778,122 reduced his AMT liability
by $497,874. (LaRue, 43:89-92).

940. As noted above, individuals are

permitted to deduct capital losses
against ordinary income only to the
extent of $3,000 per year. (Id. at
43:90-91).

941. Richard and Maureen Egan were

already subject to this $3,000 capital
loss limitation with respect to the cap-
ital losses that they were claiming on
their 2002 Form 1040 from the Fideli-
ty High Tech transaction. (Id. at
43:91; Ex. 232). They would there-
fore not have been able to deduct any
portion of the loss that they were
claiming from the Fidelity Interna-
tional transaction if that loss had been
properly reported as a short-term
capital loss, rather than as an ordi-
nary loss.

d. A Capital Loss

942. The Egans’ advisors were aware

of the fact that any loss from the
interest rate options was a capital loss
and not an ordinary loss. For exam-
ple, on December 11, 2001, James Ha-
ber sent an e-mail to Speiss and Reiss
describing the loss from the interest
rate options as “STCL from Initial
Rate Trades.” (Ex. 1584). “STCL”
is an acronym for “short-term capital
loss.” On June 13, 2002, Reiss sent
an email to Shea referring to the loss
as a “STCL.” (Ex. 1883). On Febru-
ary 14, 2003, Reiss sent an e-mail to
Seaver referring to the loss from the
interest rate options as a “STCL.”
(Ex. 2138).

2. The Use of the Accrual Method of

Accounting

948. TUnder the accrual method of ac-

counting, income is recognized in the
year in which all events have occurred
to fix the taxpayer’s right to receive
that income and the amount can be
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determined with reasonable certainty.
Expenditures are considered as hav-
ing been made in the year in which all
events have occurred to fix the tax-
payer’s liability for the expenditure,
the amount can be determined with
reasonable certainty, and economic
performance has occurred. (LaRue,
42:82-83; Treas. Reg. § 1.461-
1(2)@2).

944, Under the cash method of ae-

counting, income is recognized in the
year in which cash or property having
an ascertainable fair market value is
actually or constructively received by
the taxpayer, and expenditures are
generally recognized in the year that
cash is paid. (LaRue, 42:83; Treas.
Reg. § 1.461-1(a)(1)).

945. Fidelity International’s Operating

Agreement stated that “For income
tax and financial accounting purposes,
the company shall use the cash meth-
od of accounting.” (Ex. 2).

946. Fidelity International adopted the

accrual method of accounting on its
2001 Form 1065 and used that method
in determining its income, gains, loss-
es, and deductions for its 2001 and
2002 tax years. (LaRue, 42:86; Exs.
6, 7.

947. The effect of adopting the accrual

method of accounting, rather than the
cash method, was to shift the tax rec-
ognition of approximately $2.7 million
of KPMG and Helios fees from 2002
back to 2001. (LaRue, 42:91).

948. According to Reiss, the fees were

“shifted back from 2002 to 2001 to
keep the total loss below $2 mil for
2002.” (Ex. 2138). If those fees had
been reported under the cash method,
Fidelity International’s 2002 reported
loss would have increased by approxi-
mately $2.7 million (from $1,911,959 to
approximately $4.5 million). (LaRue,
42:91-92). The amount of the net loss

]

reported on Line 21 on the first page
of the Bgans’ 2002 Form 1040 would
have increased from a loss of
$2,309,970 to a loss of approximately
$5 million. (Id.).

949. The gross income shown on the
face of the Egans’ 2002 Form 1040,
before consideration of Richard
Egan’s distributive share of the 2002
Fidelity International loss, was ap-
proximately $15 million. (Ex. 232).
A $5 million loss would have been
about one-third of the total amount of
the income, before consideration of
the loss, shown on the face of the
Egang’ 2002 Form 1040. (LaRue,
42:92-93).

950. The income shown on the face

- of the Egang’ 2001 Form 1040 was
approximately $280 million, before
consideration of Richard. Egan’s dis-
tributive share of the 2001 Fidelity
International loss. (Ex. 8). The
$2.7 million in fees shifted back
from 2002 to 2001 under the acerual
method is a relatively small amount
when compared with the $230 mil-
lion of 2001 income, whereas that
same amount, had it been recog-
nized in 2002 under the cash meth-
od of accounting, would have been 2
relatively large amount compared
with the $15 million of income re-
ported by the Egans in 2002. It
would have been considerably more
conspicuous to report the same dol-
lar amount in 2002, when income
was low, than to report it in 2001,
when income was high. (LaRue,
42:92-93).

3. The False Statements on Sched-
ules L and M-2 and on Richard
Egan’s Schedule K-1

951. The misstated ending balances on

the Schedules L and M-2 of the 2001
Form 1065 of Fidelity International
(and on Richard Egan’s Schedule K-




1) were carried over to the 2002 Form
1065 as beginning balances. (Ex. 7).
As a result, Fidelity International’s
2002 beginning balances for “Other
investments” (Sehedule L, Line 8(b)),
“Total assets” (Schedule L, Line
14(b)), “Partners’ capital accounts”
(Schedule L, Line 21(b)), and “Bal-
ance at beginning of year” (Schedule
M-2, Line 1) were each overstated by
$285,137,185. (LaRue, 43:39-40; Ex.
7). Item J, column (a) (“Capital ac-
count at beginning of year”) on Rich-
ard Egan’s 2001 Schedule K-1 was
overstated by $274,021,293. (LaRue,
43:59-60; Ex. 7).

952. The value listed for Fidelity Inter-
national’s “Investment in Fidelity
World,” which was incorrectly report-
ed on the 2001 Form 1065, was again
incorrectly reported on its 2002 Form
1065. (LaRue, 43:83-85; Ex. 7).

953. The $150,304,982 amount reported
as Fidelity International’s “Invest-
ment in Fidelity World” as of the end
of 2001 and the beginning of 2002 was
the total amount of the premiums
charged to Fidelity World for the
opening interest rate long options
(plus $304,982 of the fees allocated to
those options by KPMG), without re-
gard to the premiums credited to Fi-
delity World for the opening interest
rate short options. (LaRue, 43:34-35;
Exs. 6, 7).

954. As described above, the actual val-
ue of Fidelity World at the end of
2001 was zero. The value of Fidelity
World at the end of 2002 was also
zero. Furthermore, the interest rate
options, which had an economic value
of zero as of the end of 2001, had been
formally terminated in May 2002, and
thus the interest rate options did not
even exist as of the end of 2002. (La-
Rue, 43:84-85).

955. Nonetheless, Fidelity Internation-
al incorrectly reported a value of

$147,444,792 as its ending balance in
Fidelity World as of the end of 2002.
That amount was included in the total
amount of “other investments” on its
2002 Schedule L (Line 8(d) (“Other
investments™)). (Id. at 43:84; Ex. 7).
As a result, the amounts reported for
“Total assets” (Schedule L, Line 14(d)
and Question F), “Partners’ capital ac-
counts” (Schedule L, Line 21(d)), and
“Balance at end of year” (Schedule
M-2, Line 9) were all overstated by
$147,444,792. (LaRue, 43:84; Ex. 7).

956. Richard Egan and his advisors

knew or reasonably should have
known that the value of Fidelity
World as of the end of 2002 was zero.

957. Item J, column (e) (“Capital ac-

count at end of year”) on Richard
Egan’s 2002 Schedule K-1 was also
substantially overstated. (LaRue,
43:85-86; Ex. 7). Richard Egan’s
$1,778,122 distributive share of the
loss reported by Fidelity International
in 2002 from the terminations of the
interest-rate options was relatively
small compared to the $158,998,038
amount reported as his ending capital
account balance, but relatively large
when compared to the correct ending
capital account balance of approxi-
mately $12 million to $14 million.
(LaRue, 43:86; Ex. 7).

958. If the correct amounts had been

properly reported, the likely effect
would have been that the risk of de-
tection and audit by the Internal Rev-
enue Service would have increased.

HH. The Reporting Of The Fidelity In-

ternational Transaction on the
Egans’ 2001 1040 Return

1. The Reporting of the “Loss” as a

“White~Paper Nelling Transac-
tion”

959. The Egans reported both the in-

come from the exercise of the EMC




Options (totaling $162,974,496) and
Richard Egan’s distributive share of
the Fidelity International loss ($158,-
630,921) as “Miscellaneous Income” on
a “white paper” labeled Statement 1
attached to the 2001 Form 1040. (Ex.
8).

960. The net amount of all of the items

listed on Statement 1 (income of
$6,053,457) was carried over to Line
21 (“Other income”) on the face of the
Bgans’ 2001 joint Form 1040. (Id.).

961. If the income from the exercise of

the EMC stock options had been re-
ported on Line 12 (“Business Income
or (Loss)”) on the face of the Egang’
2001 Form 1040, then the amount
shown on Line 12 would have in-
creased from $0 to $162,974,496, and
the amount reported on Line 21
(“Other Income”) would have de-
creased by that amount from a report-
ed $6,058,457 of ordinary income to a
$156,921,089 ordinary loss. (LaRue,
43:30-31; Ex. 8).

962. If Richard Egan’s $158,630,921
distributive share of the Fidelity In-
ternational “loss” had been reported
by Fidelity International on Line 1 of
its 2001 Schedule K and on Line 1 of
Richard Egan’s 2001 Schedule K-1,
that amount would have carried over
to Line 27 of Part II of Schedule E of
the Egans’ 2001 Form 1040. The to-
tal of all of the amounts reported on
Schedule E (Line 40) would have de-
creased by $158,630,921 and carried
over to Line 17 on the face of that
return. Thus, the $6,980,856 loss re-
ported on Line 17 would have in-
creased to a loss of $165,611,777, while
the amount of ordinary income report-
ed on Line 21 would have increased
from $6,053,457 to $164,684,378. (La-
Rue, 43:26-27; Ex. 8).

963. If the amounts of both the ordi-

nary income from the exercise of the
options and Richard Egan’s distribu-
tive share of the claimed Fidelity In-
ternational “loss” had been properly
reported, the $6,980,856 loss reported
on Line 17 would have increased to a
loss of $165,611,777, the amount
shown on Line 12 would have in-
creased from $0 to $162,974,496, and
the amount reported on Line 21 would
have decreased from a reported
$6,058,457 of ordinary income to ordi-
nary income of $1,709,882. (LaRue,
43:31-32; Ex. 8).

2. The Reporting of the “Loss’ under

“Miscellaneous Income”
a. The Reporting on Statement 1

964. Statement 1 was the “white pa-

per” attached to the Egans’ 2001 joint
Form 1040 on which the Egans re-
ported both the income from the exer-
cise of the EMC options ($162,974,-
496) and Richard Egan’s distributive
share of the Fidelity International loss
($158,630,921).  Neither of these
amounts was disclosed on the face of
the Egang’ 2001 Form 1040. (Ex. 8).

965. Statement 1 was titled “Miscella-

neous Income.” It was the 75th page
of Richard and Maureen Egan’s 2001
Form 1040. (Id.). Statement 1 also
listed 27 other items of ordinary in-
come and loss, totaling $1,709,882.
(Id.). The net amount of all of the
items listed on Statement 1 (income of
$6,058,457) were carried over to Line
21 on the face of the Egans’ 2001 joint
Form 1040. (Id.).

966. Richard Egan’s distributive share

of the Fidelity International loss was
described on Statement 1 as “Fidelity
Int'l. Currency Advisor—Sect. 988
Gain/Loss.” (Id.). There was no indi-
cation that this loss was being allocat-




ed to Richard Egan from a Schedule
K-1. There was no indication that Fi-
delity International was a multi-mem-
ber LLC. (LaRue, 43:21-22; Ex. 8).

b. The Reporting of the “Loss”
on Schedule E

967. The instructions for the Form K-1
require that a partner’s distributive
share of trade or business income
(loss) be reported on Part IT of Sched-
ule B of Form 1040. (LaRue, 43:23-
24; Ex. 3139A). Richard and Mau-
reen Egan did not report Richard
Bgan’s distributive share of the Fidel-
ity International loss on Schedule E.
Fidelity International was listed as
one of more than 100 entities on
Statement 32 (“Schedule E: Income
or (Loss) From Partnerships and S
Corps”). (Ex. 8). However, no dollar
amounts were associated with Fidelity
International on Statement 32. (La-
Rue, 43:27-28; Ex. 8).

968. If Richard Egan's $158,630,921
distributive share of the claimed Fi-
delity International “loss” had been
properly reported on Part II of
Schedule E of the Egans’ joint 2001
Form 1040, the $6,980,856 loss report-
ed on Line 17 would have increased to
a loss of $165,611,777, while the
amount of ordinary income reported
on Line 21 would have increased from
$6,058,457 to $164,684,378. (LaRue,
43:22-27; Ex. 8).

3. The Reporting of the Options In-
come as “Other Income”

969. The income from the exercise of
the EMC options should have been
reported on Schedule C, and carried
over to Line 12 on page 1 of the
Figang’ 2001 joint Form 1040. (Ex.
2732). The Egans, however, improp-
erly reported the income on Line 21

I

as “Other income.” (LaRue, 43:29-31;
Ex. 8).

970. If the option income had been re-

ported on Line 12 on the face of the
Egang’ joint 2001 Form 1040, then the
amount shown on Line 12 would have
increased from $0 to $162,974,496, and
the amount reported on Line 21 would
have decreased by that amount from a
reported $6,053,457 of ordinary in-
come to a $156,921,089 ordinary loss.
(LaRue, 43:31; Ex. ).

The Reporting of the Fidelity Inter~
national Transaction on the Egans’
2002 1040 Return

1. The Reporting of the Claimed Loss
971. Richard Egan’s $1,778,122 distrib-

utive share of the loss from Fidelity
International’s early termination of
the interest rate options was reported
on Statement 1 to Line 21 (“Other
Income”) of the Egans’ joint 2002
Form 1040 as a “Sect. 988” loss. (Ex.
232).

972. The description of the loss from

Fidelity International as a “Section
988” logs was false. All of the foreign
exchange options had been terminated
by Fidelity International in 2001.
The loss reported on Statement 1 at-
tached to the 2002 Form 1040 was
Richard Egan’s distributive share of
the loss that was recognized by Fideli-
ty International upon the early con-
sensual terminations of the interest
rate options. (LaRue, 43:89).

973. The interest rate options (that is,

the LIBOR options and the CMS op-
tions) were short-term capital assets.
(Id. at 43:76, 89; Reiss, 35:108-09).
Accordingly, the loss recognized by
Fidelity International on the consen-
sual early terminations of these op-
tions was a short-term capital loss
that should have been reported on
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Line 5 of the Egans’ 2002 Schedule D
(“Capital Gains and Losses”). (La-
Rue, 43:89-90).

974. The Egans and their  advisors
knew or vreasonably should have
known that the interest rate options
generated a short-term capital loss
and not an ordinary loss.

975. Nevertheless, the $1,778,122 loss
was treated by Richard and Maureen
Egan as an ordinary loss on State-
ment 1 and deducted as an ordinary
loss on Line 21 of page 1 of their 2002
Form 1040.

2. The Resulting Tax Benefits

976. In any given tax year, individual
taxpayers are only permitted to de-
duct capital losses against ordinary
income to the extent of $3,000. (La-
Rue, 43:90-91).

977. In 2002, Richard and Maureen
Egan already had net capital losses
far in excess of the $3,000 limit as a
result of the High Tech transaction,
which generated a purported long
term capital loss in excess of $87 mil-
Hon in 2002. (Id. at 43:91-92; Ex.
232). That loss flowed through to
Richard and Maureen Egan’s 2002
Form 1040, Schedule D, from their
partnership interests in High Tech
and MEE Holdings. (Ex. 232). Ac-
cordingly, if the $1,778,122 loss had
been properly classified and reported,
no amount of that loss would have
been deductible in 2002 and Richard
and Maureen Egan would have re-
ceived no immediate tax benefit from
that loss. However, by improperly
reporting the loss as an ordinary loss,
the amount deducted on Line 21 of
Richard and Maureen Egan’s joint
2002 Form 1040 was overstated by
$1,778,122, and the amounts reported
as their total income (Line 22) and

adjusted gross income (Lines 35 and
86) were understated by the same
amount.

JJ. The Egans Sought to Conceal the

Transactions from the IRS

978. TFrom the outset, the Egans were
aware that, at a minimum, the IRS
was likely to view the tax shelter
strategy with great disfavor, and that
disallowance of the tax treatment and
the imposition of penalties was a very
real possibility if the transactions
were discovered. The KEgans and
their advisors sought to ensure that
the transactions would be difficult for
the IRS to detect. They also re-
peatedly discussed the risk of audit
and detection, and at several points
contemplated actions that would trig-
ger the running of the statutory limi-
tation period. Finally, and as dis-
cussed below, they filed tax returns
with multiple false and misleading
statements in a further effort to mini-
mize the risk of audit and avoid detec-
tion.

1. Denby’s Discussions with Reiss in
April 2000

979. As described above, Stephanie
Denby advised Richard Egan in April
2000 that the “IRS is certainly aware
that these [types of tax shelter] trans-
actions are out there” and has “imple-
mented new reporting requirements
to try and stop these transactions.”
(Ex. 8566).

980. She also advised that there was “a
very low chance” that these basis-gen-
erating and loss-generating transac-
tions “would ever be picked up by the
IRS.” (Id.). Even so, she advised of
“further steps that we could take to
limit these risks.” (Id.). One of those
steps was to choose transactions that




would be “used [only] in large situa-
tions,” meaning that the promoters
“would pick and choose” very wealthy
clients in order to limit the use of the
transactions. (Denby, 28:78-79; Ex.
3566). She also advised that “gener-
ating basis as opposed to capital loss”
was deemed to be “more [discreet]
and less likely ... to cross the IRS
radar sereen.” (Ex. 3566).

981. As described above, Denby and
Reiss also considered obtaining insur-
ance to guard against the imposition
of tax penalties, but rejected the idea
80 as not to create “a bad frail” if they
were to “get rejected.” (Ex. 3600).

2. Denby’s May 2000 Analysis

982. As described above, in May 2000,
Denby prepared charts for Reiss ana-
lyzing the relative advantages and dis-
advantages of the various available tax
shelter strategies. (Ix. 3555).

983. Denby considered it a positive
characteristic that the Helios transac-
tion had “limited marketing (expect no
more than 20ish [customers]).” Ud.).
She also considered it a positive that
the transactions would be “structured
as basis offset so [they would be]
harder for [the] IRS to find.” (Id.).
However, she expressed concern that
the Helios transaction had a “[slim-
plicity of structure” which “may make
it easier for IRS to trace.” (Id.).

3. Discussions in July 2000

984. As described above, in July 2000,
Shea asked Helios and KPMG as to
whether, on the Egans’ tax returns,
the flow-through items could be “run
through Schedule E to avoid a large
loss on the face of the 1040....” (Ex.
26). Shea also noted that he “would
like to bury [the large loss] with other
entities on Schledule] E,” so that only

a net amount would be shown on the
face of the Egang’ Form 1040. (Id.).

985. From the perspective of the
Egans, one of the major advantages of
the proposed capital gains elimination
strategy (that was eventually adopted
in the Fidelity High Tech transaction)
was the fact that it involved a step-up
in basis, which would not be apparent
from the face of the tax return.

986. Thus, in July 2000, Denby noted
that the Helios “Capital Gains Elimi-
nation Strategy” had “very clean re-
porting on [the] tax return” so it
would be “hard for [the] IRS to find.”
(Ex. 3549). As to the then-proposed
“Helios Strategy to Offset Ordinary
Income,” however, Denby observed
that although the Egans could try to
“minimize [the] reporting landscape”
of this transaction, this “will not be
low profile.” (Id.).

987. On July 13, 2000, with respect to
the Helios ordinary income strategy,
Shea noted that it was “risky that we
have [a] reporting entity”—that is,
EMC, which would report the option
income—and therefore it would be
“hard to bury on the [Egans’ tax]
return.” (Ex. 496).

988. In July 2000, Shea noted that the
High Tech transaction would be a
“[ellean transaction” that would “not
[be] easily discovered” by the IRS but
would be “easily reported.” (Ex.
2569).

4. Discussions of Increased Risk af-
ter Notice 2000-44

989. As described above, the Egans
and their advisors discussed the in-
crease of risk of audit after the issu-
ance of Notice 2000-44.

990. After the issuance of Notice 2000-
44 on August 11, 2000, Shea noted
that “[t]he beauty of the transaction
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was [that it was] so hidden but now it

* is not hidden.” (Ex. 519).
991. Five days later, on August 16,

2000, Denby and Shea discussed the
fact that Brown & Wood would not
give an opinion letter to a KPMG
client because “KPMG might keep an
investor list,” making KPMG clients a
“bigger andit risk.” (Ex. 533).

992. One week later, Shea asked if

5.

there were “benefits to entering” the
“transaction with or without KPMG
[because] it appears we will have less
chance of being audited if not under
their radar screen,” (Ex. 542).

Later Discussions Concerning Re-
porting and Audit Risk

993. As described above, the Hgans

and their advisors continued to dis-
cuss audit risk and concealment of the
transactions in 2001 and 2002.

994. In a memorandum to Michael

Egan on January 24, 2001, Shea wrote
that “We intentionally want the [High
Tech] transaction [to be] between
Dick and Maureen so that the trade
gets reported on one 1040 return—
elegance in reporting—not exposing
other family entities to IRS scrutiny.”
(Ex. 141).

995. On March 19, 2001, Shea asked

KPMG to “look at a solution that
could offset the ordinary income hit
from the spread on the exercise of the
NQ options,” and that “the ideal offset
would be a ‘Line 21’ white-paper net-
ting transaction.” (Ex. 791).

996. In November 2001, in an e-mail
discussion with Shea concerning the
754 election, Denby wrote, “I do not
think that there is much increase in
risk with the 754 election. This is a
form that I think would never be au-
dited.” (Ex. 8294).

1001.

997, On November 28, 2001, Reiss not-

ed that the “754 election steps up the
basis of EMC in the Fidelity Fund so
the sale of EMC in the fund would
show gross proceeds and stepped up
cost basis on Schedule D for the
Fund’s tax return-—a pretty decent
obscured event.” (Ex. 3303).

998. Also on November 28, 2001, Reiss

asked Denby whether they “should
sell/liquidate in 2001 to either start
the statute [of limitations] running
sooner or whether there is concern

« that IRS will require unwinding the

transaction before we sell.” (Id.).

999. On December 6, 2001, Shea in-

formed Denby that Michael Egan was
considering selling all the stock before
the end of the year and then buying it
back, to start the statute of limitations
for an audit running “and to protect
the transaction from IRS unwinding.”
(Ex. 3310).

1000. At multiple points (including

September 27 and December 28, 2001,
and January 2 and March 8, 2002),

‘Shea, Reiss, and Denby expressed

concern about the possibility that
KPMG might be maintaining a “list”
of investors in the tax shelter strategy
that might be turned over to the IRS.
(Exs. 1057, 3393, 3343, 2536).

On March 1, 2002, Shea sent an
e-mail with proposed discussion items,

including “[sltrategic discussions of
KPMG role in [the Egans’] returns”

and whether the Egans “wantled] to

be on the ‘radar’ screen in light of the
Enron scandal and the heat all the big
5 firms will be taking regarding tax
shelters.” (Ex. 1625).

1002. On March 8, 2002, Shea noted

that the Egans would not be getting
an option letter from KPMG, and add-
ed that “we do not want one[,] as that




is a guide the IRS uses to get infor-
mation.” (Ex. 2536).

1003. On May 10, 2002, Denby asked
Tilevitz whether they would be “better
off waiting and hoping [the stock] will
go up in value or selling it” at that
time, “taking the loss and starting the
statute [of limitations] running,” (Ex.
1851).

1004. During the period between April
and August 2002, Denby, Speiss, and
Reiss expressed concern that the
Egang’ 2001 individual income tax re-
turn had not been filed, and that the
risk of disclosure to the IRS increased
each day. (Exs. 3457, 2764, 1919,
1979). On July 14, 2002, Reiss ad-
vised the “accounting/tax team” of
Carruth that “this would not look
good at all for any of us” if disclosure
were required. (Ex, 1919).

1005. In August 2002, the Egans fired
KPMG rather than follow its advice to
make the required disclosure to the
IRS under the new Treasury regula-
tion, and demanded that KPMG de-
stroy the draft tax return and remove
“any records of Mr. Egan from [your]
files.” (Exs. 2785, 96, 1419, 98).

KK. From a Subjective Standpoint, the
Transactions Had No Business
Purpose

1006. From a subjective standpoint,
the Fidelity High Tech and Fidelity
International transactions had no
business purpose of any kind. The
Egans did not enter into the transac-
tions for profit or to provide a hedge
or other protection against financial or
economic risk; the only reason they
entered into the transactions was to
shelter capital gains and ordinary in-
come from taxation.

1007. From the outset, however, the
Egans and their advisors were also
aware that the capital gaing and ordi-

nary income tax strategies had to
have a legitimate business purpose or
their tax treatment of the transactions
would not be upheld. The Egans and
their advisors therefore created false
“business purposes” for the transac-
tion.

1008. The purported purpose of the Fi-
delity High Tech transaction was to
serve was a hedge against a down-
ward movement in the price of EMC
stock. (F.g, Exs. 752, 2768, 3555,
2569, 3237, 3240.1, 147). The Egans
did not, however, actually have any
such purpose in entering into the
transaction.

1009. The purported purpose of the Fi-
delity International transaction was to
serve was a hedge against fluctuating
interest rates and foreign currency
exchange rates. (H.g., Exs. 1088,
1159, 1151, 1165, 1463, 3382). The
Egans did not, however, actually have
any such purpose in entering into the
transaction.

1010. The Egans had no subjective in-
tent to profit from either the Fidelity
High Tech or Fidelity International
transaction, and did not believe that
there was a reasonable possibility of
profit from either transaction.

1011. To the extent that any “business
purpose” was discussed by the Egans
or their advisors during the planning
and implementation of the transac-
tions, it was in the context of prepar-
ing for a possible IRS audit or chal-
lenge; the parties sought to structure
the transactions, and to create a false
paper trail, to make it appear as if the
transactions in fact had a legitimate
business purpose.

. From an Objective Standpoint, the
Transactions Had No Economic
Substance

1012. From an objective standpoint,
the Fidelity High Tech and Fidelity
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International transactions had no eco-
nomic substance.

1018. For a transaction to have eco-
nomic substance, it must either (1) be
reasonably designed and implemented
to serve a hedging or other risk-shift-
ing function or (2) have a reasonable
possibility of profit.

1014. The Egans claim that both trans-
actions had economic substance be-
cause they were reasonably designed
and implemented to serve a hedging
function. In fact, and for the reasons
set forth below, they were not so de-
signed or implemented.

1015. The Egans also appear to claim
that the transactions also had econom-
ic substance because there was a rea-
sonable possibility that they could
profit on the transactions. In fact,
and for the reasons set forth below,
there was no such reasonable possibil-
ity.

1. Reasonable Hedging or Risk-
Shifting Function

1016. Hedging is an activity in which
investors make investments that offset
their risk exposure for other assets.
The goal of hedging is to preserve
capital or other assets and reduce
risk. (Rausser, 40:70; Ex. 3755).

1017. A perfect hedge matches each
dollar of loss with a dollar of offset-
ting gain. An effective hedge gener-
ally matches each dollar of loss with
$0.80 to $1.20 of offsetting gain.
(Rausser, 40:70-71; Ex. 3755).

1018, A rational investor, in consider-
ing whether to enter into a hedging
transaction, would consider the likely
effectiveness of the hedge as well as
the overall expenses of entering into
the hedge.

2. Reasonable Possibility of Profit

1019. A rational investor seeking a
profit would consider the expected

rate of return as to any potential in-
vestment. (Kolbe, 37:27-29; Dem.
Ex. 2883). Ignoring tax effects, a ra-
tional investor would not make an in-
vestment with a negative expected
rate of return, or an expected rate of
return materially below the rate they
could earn elsewhere with the same
risk.

1020. A rational investor would consid-
er, among other things, all fees and
costs associated with a proposed busi-
ness or investment transaction in or-
der to determine whether there was a
reasonable possibility of profit.

MM. The Fidelity High Tech Transac-

tion Lacked FEconomic Substance

1. The Transaction Served No Rea-
sonable Hedging Function

a. The NASDAQ 100 Option Trans-
actions Were Not a Rational
Economic Hedge

1021. The NASDAQ 100 option trades
entered into in the Fidelity High Tech
transaction were not a reasonable or
rational means of hedging against a
downward movement in the price of
EMC stock. (Rausser, 41:57-65; Kol-
be, 38:50-58; Dem. Exs. 3779, 3780,
3786).

1022. Digital options are a poor tool to
hedge continuous price risks, such as
stock-price fluctuations, because of
their fixed all-or-nothing payout char-
acteristics. (Rausser, 41:57-58).

1023. The purported benefit of using
NASDAQ 100 options was that the
index correlated closely with the price
of EMC stock. But as Dr. Kolbe, a
government expert, pointed out, “once
[the options are] deep in the money,
they stop being correlated with any-
thing.... They just sit there....”
(Kolbe, 88:52).




1024. The very large notional amounts
of the options were unnecessary to
accomplish the claimed hedging pur-
pose, because any potential recovery
would be in the amount of the net
position, not that of each individual
option.

1025. Furthermore, the very large fees
paid to Refeo, Helios, KPMG and oth-
ers would have consumed any hedging
benefits. (Rausser, 41:58-60).

1026. The actual performance of the
options after their purchase demon-
strates their relative ineffectiveness as
a hedge against a decline in EMC
stock.

1027. The value of both EMC stock
and the NASDAQ 100 fell materially
following the contribution of the EMC
stock to Fidelity High Tech on Sep-
tember 8, 2000, and continued to fall
after the January 81, 2001, purchase
of the options. (Xolbe, 38:50-51, 66—
67; Dem. Exs. 3024, 3025). The op-
tions were closed out early on Febru-
ary 12, 2001, twelve days into their
44-day life and five days after they
had been contributed to High Tech.

1028. The digital options would not
have served as effective hedges
against the actual decline in value of
EMC stock even if they had not been
closed out early. The options would
have been continuously in the money
after February 20, 2001, and they
would have finished in the money
(that is, would have paid off) on March
16, 2001. The value of High Tech’s
EMC stock fell materially throughout
the period, but once in the money, the
value of the digital options hardly
changed at all. (Kolbe, 38:51-52;
Dem. Exs. 3025, 3026).

1029. The early termination was en-
tirely inconsistent with the purported
hedging purpose. (Kolbe, 38:65-67).

1030. The early close-out of the High
Tech options limited any further
hedging ability of the options. (Id. at
38:65). At the time the High Tech
options were closed out, they were
still out of the money. As a result,
their value was below their ultimate
potential as a hedge. "(Id.).

1031. Publicly traded “vanilla” puts on
the NASDAQ 100 were readily avail-
able that the Egans could have pur-
chased for the same outlay in option
costs and fees. (Id. at 38:53-54). A
“vanilla” put on the NASDAQ 100 al-
lows the holder to sell the index at the
strike price, which is profitable if the
index can be purchased at a lower
market price at the same time. (Id
at 38:55).

1082. A “vanilla” put portfolio would
have stabilized the value of High
Tech’s EMC portfolio and served as
an effective hedge. (Id. at 38:54;
Dem. Ex. 3025).

1033. Furthermore, the options trans-
action as structured, even if rationally
designed as a hedge, would only
hedge a small portion of the Egans’
portfolio of EMC stock. As Dr. Raus-
ser testified:

... the largest possible profit could
only offset a very, very small part
of the underlying exposure with re-
gard to the concentrated holdings

. it represented only two-tenths
of 1 percent of the loss in the tax-
payer’s concentrated holdings of
EMC stock.

(Rausser, 41:58; Dem. Ex, 3786).

b. Various Components of the
Transaction Served No
Hedging Function

1034. The formation of Index A and
Option A and their contribution to



Fidelity High Tech consumed re-
sources with no benefit to the purport-
ed hedging purpose. (Kolbe, 38:59-
60, 62-64; Dem. Exs. 3023, 3028).

1085. Neither Index A nor Option A
engaged in any business activity other
than the NASDAQ 100 trades. (Kol-
be, 38:64-65).

1036. The “stuffing” of additional stock
into High Tech to take full advantage
of the $160 million inflated tax basis,
and the calculations performed to de-
termine how much stock to “stuff)”
consumed resources with no benefit to
the purported hedging purpose. (Id.
at 88:61-62; Dem. Ex. 3027).

1037. The contribution of Maureen
Egan’s interest in Fidelity High Tech
to MEE Holdings, and the subsequent
Section 754 elections, consumed re-
sources with no benefit to the purport-
ed hedging purpose. (Dem. Ex.
3028).

2. There Was No Reasonable Possi-
bility of Profit on the Fidelity
High Tech Transaction

a. The Costs and Fees for
the Transaction Were
Extremely High

1038. The fees associated with the Fi-
delity High Tech transaction were so
high that they eliminated any reason-
able possibility of profit on the trans-
action.

1039. As described above, Refco’s bid/
ask fees for the four initial NASDAQ
100 options entered into by Option A
and Index A totaled 10% of the poten-
tial net payout on each option, or $1
million.

1040. As described above, Pat Shea
and Carolyn Fiddy of Carruth were
specifically advised as to the size of
the Refco fee and how it was caleulat-
ed. Fiddy was also advised as to the

relationship of the size of the fee to
the value of the options.

1041. The NASDAQ 100 options that
were traded in the High Tech transac-
tion are commonly traded instruments
that are available from multiple deal-
ers. (DeRosa, 39:120). The fee for
options is usually charged as a bid/ask
spread. ([d. at 39:118).

1042. Refco, however, calculated its
bid/ask fee of $1 miilion on the High
Tech transaction as 10% of the net
payout on each option. (Id. at 89:123,
180). Such a fee arrangement is not
typical in the industry for options
trades. (Id. at 39:123-24).

1043. Refeo’s $1 million fee was highly
excessive from a market perspective.
(d. at 89:118-21). The fee was more
than 40% of the theoretical value of
the options. (Id. at 38:6).

1044. The Egans easily could have ob-
tained substantially better pricing for
the options trades. (DeRosa, 39:119-
20). They did not, however, attempt
to do so.

1045. Refco’s fees alone had a material-
ly negative impact on the expected
rate of return on the options. Be-
cause Refco’s fees were -effectively
40% of the net premium paid, the fees
built in an expected loss on the option
under any reasonable or economically
rational scenario. (Kolbe, 38:6-7).
The expected rate of return was, from
an economic perspective, a large nega-
tive number. (DeRosa, 39:117-18).

1046. As described above, the Helios
and KPMG fees for the Fidelity High
Tech transaction totaled $1.8 million.

1047. The Egans and their advisors
were aware of the size of the Helios
and KPMG fees; indeed, Shea negoti-
ated the fees over an extended period
of time.




1048. When the Egans entered into the
Fidelity High Tech transaction, the
expected Helios and KPMG fees to-
taled $2.4 million. (Shea, 16:46-48;
Exs. 678, 1415). They were reduced
by negotiation afterward to $1.8 mil-
lion. (Ex. 1415).

1049. The Helios and KPMG fees, both
standing alone and in conjunction with
the Refco fees, had a materially nega-
tive impact on the expected rate of
return on the Fidelity High Tech
transaction.

1050. As described above, the Egans
incurred legal fees to Burke Warren
in connection with the Fidelity High
Tech transaction; those fees were a
cost expected and incurred in connec-
tion with the transaction.

1051. As described above, it is not pos-
sible to ascertain from the record the
precise amount of Burke Warren fees
ineurred in connection with the Fideli-
ty High Tech transaction, but it is
probable that they were at least
$104,000.

1052. Any Burke Warren fees attribut-
able to the High Tech transaction
would have further reduced the ex-
pected rate of return on the transac-
tions.

1053. The combined fees and costs in-
curred by the Egans in connection
with the Fidelity High Tech transac-
tion were, at a minimum, $2.9 million.

b. The Expected Return on the
Transaction Was Materially
Negative

1054. As Dr. Kolbe testified, the Fideli-
ty High Tech trades did not provide a
reasonable possibility of profit “by any
economically sensible definition of the
phrase ‘reasonable possibility.’ ”

... [T]hey had hugely negative ex-
pected rates of return, They had a

hugely negative net present value
relative to the size of the invest-
ment. They were simply terrible
investments.

(Kolbe, 38:47).

1055. The aggregate net cost of the
Fidelity High Tech options was
$3,436,805 ($3,402,437 plus 34,368) and
the maximum gross payoff was
$10,000,000 ($9,900,000 plus $100,000).
(Exs. 711, 712, 1). Net of the cost of
the options, the High Tech transaction
provided a maximum net payoff of
about $6,5668 million ($10,000,000 less
$3,436,306).

1056. Net of the cost of the options and
the Helios and KPMG fees, the High
Tech transaction provided a maximum
net payoff of about $4,763 million
($10,000,000 less $3,436,806 less
$1,600,000 less $200,000).

1057. The expected return on the op-
tions is the probability the option will
finish in the money times the potential
payoff if it does, less the costs associ-
ated with the transaction. (Kolbe,
38:34-35).

1058. The probability that the NAS-
DAQ 100 options would finish in the
money was 25%, and thus there was a
75% probability that the options would
expire worthless. (Id. at 38:35; Dem.
Ex. 3018).

1059. Due to the magnitude of the fees
to Refeo, the expected rate of return
on the High Tech options was a nega-
tive 28%. (Dem. Ex. 3019). Taking
into account the Helios, KPMG, and
minimum Burke Warren fees, the ex-
pected rate of return on the High
Tech options was a negative 78%.
(Kolbe, 38:38-40, 39:64; Dem. Exs.
3018, 3019).
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¢. The Net Present Value of the
Options Was Materially
Negative

1060. The net present value of the
High Tech options was at most a neg-
ative $2.7 million on a $3.4 million
investment. (Kolbe, 38:43—44).

d. The One-Option Payout Was
Not a Real Possibility

1061. As described above, under the
terms of the NASDAQ 100 option
pairs, there was a theoretical possibili-
ty for each pair that the long option in
the pair would be in the money while
the offsetting short option would not.
(Dem. Ex. 3013), Had that occurred, it
would have resulted in a large one-
sided payout to the Egans. (Id.).

1062. As also described above, there
was no realistic possibility of a one-
sided payout on the Fidelity High
Tech transaction, because the options
would have to hit specific price targets
in a very narrow window, and because
Refco had the contractual ability to
manipulate the price during the win-
dow.

1063. Refco did not take into aecount
in its pricing of the options the possi-
bility of a one-sided payout. (Kolbe,
36:88-91; Dem. Ex. 3087). Rather,
Refco priced the options on the as-
sumption that either both parts of the
pair would pay off or neither would
pay off. (Kolbe, 38:13-14, 22-28;
Dem. Ex. 3014; Ex. 729).

1064. Refco hedged its own risk for
each pair of options as if the one-
option payout possibility did not exist.
(Kolbe, 38:13-19; Ex. 729).

1065. Refco Capital Markets hedged
the options with Refco Overseas Ltd.
with a single strike price, thus indicat-
ing that Refeo did not believe it had

any exposure to a single-option pay-
out. (Kolbe, 88:14-17; Ex. 729).

1066. The promoters designed the Fi-
delity High Tech transaction to ap-
pear as if a one-sided payout were
possible in order to help disguise its
true purpose, which was solely to
avoid taxes.

e. The Options Were Not
in Fact Profitable

1067. The Fidelity High Tech transac-
tion was not, in fact, profitable. The
Index A and Option A options were
closed out early at a purported com-
bined gross profit of $1,464,195. (Ex.
1; Kolbe 37:118-19; Dem. Ex. 8004).
Taking into account the fees paid to
advisors, the transaction resulted in a
significant net loss.

NN. The Fidelity International Transac-
tion Lacked Economic Substance

1. The Transaction Served No Rea-
sonable Hedging Function

a. The Interest Rate and Currency
Option Transactions Were Not
Rational Economic Hedges

1068. 'The option trades entered into in
the Fidelity International transaction
were not a reasonable or rational
means of hedging against fluctuations
in currencies or interest rates. (Kol-
be, 37:60).

1069. Again, digital options are a poor
tool to hedge continuous price risks,
whether from currency or interest-
rate fluctuations. (Id. at 87:57).

1070. Again, the very large notional
amounts of the options were unneces-
sary to accomplish the claimed hedg-
ing purpose, because any potential re-
covery would be a function of the net
payout. (Id. at 87:57-58).




1071. Again, the very large fees paid to
Refeo, Helios, KPMG and others
would have consumed any gains other-
wise accruing to the Egans. (Id. at
37:58).

1072. The change in ownership posi-
tions taken by Richard Egan over the
course of the Fidelity International
transaction dramatically undercut the
claimed hedging rationale; by contrib-
uting his interest in Fidelity World to
Fidelity International, Richard Egan
went from being entitled to 100% of
any hedging benefits from the interest
rate options to being entitled to only
5% of any such benefits. As a result,
he also would have shared only 5% of
any potential hedging benefits avail-
able from the currency options. (Id.
at 37:58-59; Carron, 11:35-36). Thus,
95% of any hedging benefit was pro-
vided to someone other than Richard
Egan. (Kolbe, 37:64-65).

1073. There is no evidence that Samuel
Mahoney—the purported foreign
partner who held a 98% common in-
terest in Fidelity International on Oc-
tober 22, 2001, the date the currency
options were entered into—owned any
EMC stock or had a need to hedge
fixed or fluctuating currency rates.

1074. There were multiple readily
available alternatives to address the
risks the Egans claimed to hedge that
would have provided superior hedging
qualities with greater liquidity and
dramatically lower cost. (Rausser,
41:33-34; Dem. Ex. 3775). Through
exchange-traded options, Richard
Egan could have offset the claimed
risks at a lower cost, with proportional
payouts over time instead of the fixed
all-or-nothing payout of digital op-
tions. (Rausser, 41:33-34; Dem. Ex.
3775).

(1) The Interest Rate Options

1075. The purported hedging purpose

for the CMS options was to offset
interest-rate risk associated with long-
term debt on Richard Egan’s commer-
cial real estate properties. (Rausser,
40:83-91; Dem. Ex. 3761; Exs. 1088,
1468, 1652). However, and as noted
above, Richard Egan did not have any
interest-rate risk from commercial
real estate; his only commercial real
estate holding was an office building
in Hopkinton, Massachusetts, that was
not encumbered by debt. The HEgan
family commercial real estate proper-
ties were largely owned by Michael
Egan and his siblings through various
ownership vehicles. (C. Egan Dep. at
22-23; M. Egan, 12:51-52; Ex. 160;
Dem. Ex. 3761). These properties
were managed by Carruth Capital,
under the leadership of Christopher
Egan. (C. Egan Dep. at 20-21).
Christopher Egan had no knowledge
of any hedging of interest-rate risk
associated with these properties. (C.
Egan Dep. at 20-21).

1076. In any event, the CMS options

entered into by Fidelity World were
not a rational hedge against such
risks. (Rausser, 40:1056-08; Dem.
Bxs. 3764-3767). The digital nature
of the options, the use of largely off-
setting pairs, the level at which the
strike prices were set, and the large
fees involved meant that the options
would not rationally have been con-
structed for such a hedging purpose
by a knowledgeable investor. (Kolbe,
37:56-61; Dem. Ex. 2889).

1077. Furthermore, the CMS options

could only have provided a hedge
against falling, rather than rising, in-
terest rates. (Rausser, 40:78-79, 106).

1078. The purported hedging purpose

for the LIBOR options was to offset



interest-rate risk associated with
short-term debt of two Egan family
investments, Cape Clear LLC and
Westship World Yachts LLC. (Exs.
1088, 1463, 1652).

1079. The LIBOR options as struc-
tured were not a rational hedge for
Richard Egan’s variable interest-rate
exposure. (Rausser, 40:97-105; Dem.
Exs. 3764, 3765). The digital strue-
ture of the options, the use of largely
offsetting pairs, the level at which the
strike prices were set, and the size of
the potential net payout when com-
pared with possible increases to Cape
Clear and Westship debt service
meant that the options would not ra-
tionally have been constructed for
such a hedging purpose by a knowl-
edgeable investor. (Rausser, 40:82-
83, 97-105; Dem. Exs. 3764, 3765).

1080. Moreover, the LIBOR options
were closed out and effectively termi-
nated on November 6, 2001, after only
29 days. (Ex. 2). Once the LIBOR
options had been closed out, they had
no value and could no longer have any
hedging effect. (Kolbe, 37:59-60; Ex.
1275).

1081. Furthermore, and as noted, any
hedging benefit that Richard Egan
might have received as a result of the
LIBOR option pair was largely elimi-
nated when he contributed his 100%
interest in Fidelity World to Fidelity
International, in which he then owned
only a 5% common interest. (Kolbe,
37:58-59).

1082. The two claimed interest-rate
risks sought to be hedged—that is,
the long-term fixed commercial mort-
gage indebtedness and the short-term
variable debt of Westship and Cape
Clear—served as natural hedges to
one another. (Rausser, 40:92-94;
Dem. Ex. 3762). If interest rates

went up, Westship and Cape Clear
would have to pay more on their
loans, but the real estate subject to
fixed mortgages would simultaneously
increase in net value. If interest
rates fell, that same real estate would
decline in net value but would be off-
set by lower debt service payments
for Cape Clear and Westship.

1083. Similarly, the CMS and LIBOR

interest rate options actually provided
a natural hedge against each other,
and thus had the effect of offsetting
any potential hedging benefits that ei-
ther option pair might theoretically
have provided. (Kolbe, 87:59; Raus-
ser, 40:94-97; Dem. Ex. 3763).

(2) The Currency Options

1084. The purported hedging purpose

for the currency options was to offset
declines in EMC stock values that
might occur if the dollar strengthened,
affecting BMC’s ability to make ex-
port sales. (Exs. 1088, 1463, 1652).
However, for each foreign currency
quartet, only one-half of the quartet
represented a Dbet that the dollar
would strengthen relative to the yen
and euro.

1085. Two of the options in each quar-

tet were structured to require a pay-
ment from Fidelity International to
Refeo if the dollar experienced a sig-
nificant strengthening, and thus
worked at cross-purposes with the
stated hedging objectives. (Kolbe,
37:66-67; Dem. Exs. 2892, 2891).

1086. Moreover, the options were

structured in such a way that the only
purported hedging benefit would be if
there was only a modest increase in
the value of the dollar. (Kolbe, 37:67—
68; Dem. Exs. 2891, 2892). As struc-
tured, if there was a significant in-
crease in the dollar, Fidelity Interna-




tional would have to make a payout of
approximately $3 million. (Kolbe,
37:67-68).

1087. Viewed as a whole, the quartet
structure in which the USD/EUR and
JPY/USD options were acquired by
Fidelity International provided no real
hedging benefit. (Rausser, 40:114).

1088. The currency options were not
consistent with the claimed hedging
purpose. (Id. at 40:108-14; Dem. Ex.
8769). Neither the USD/EUR nor
the JPY/USD rates had any historical
correlation with EMC stock prices.
(Rausser, 40:114-15; Dem. Ex. 3770).

1089. The currency options were fur-
ther inconsistent with the claimed
hedging purpose becanse EMC was
already hedging its currency risk,
thus minimizing any impact on its
stock price. (Rausser, 40:115-18;
Dem. Ex. 3771; Exs. 1697, 788).
There would be no benefit to a share-
holder to enter into a hedge against
specific risks that might affect stock
value if the corporation was already
adequately hedging those same risks.
(Rausser, 41:26). Finally, the amount
of EMC stock price risk faced by
Richard Egan was dramatically out of
proportion to the potential recovery
from the alleged hedge instruments.
(Id. at 41:80-31; Dem. Ex. 3772).

b. Various Components of the
Transaction Served No
Hedging Function

1090. The formation of Fidelity World
and its contribution to Fidelity Inter-
national consumed resources with no
benefits to the purported hedging pur-
pose. (Kolbe, 37:88-89).

1091. Fidelity World did not engage in
any business activity other than the
interest rate option trades and, under
the terms of the proposed trades, it
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had no economic exposure with re-
spect to these trades beyond the ini-
tial net premium paid. Fidelity World
did not enter into any contracts with
any entity other than Refco on these
trades. (Id. at 87:88-89).

2. There Was No Reasonable Possi-
bility of Profit on the Fidelity In-
ternational Transaction

1092. The interest rate and foreign
currency options as structured in the
Fidelity International transaction did
not provide a “reasonable possibility
of profit by any economically sensible
definition of [the] phrase.” (Id. at
37:63-64).

a. The Capital Structure
Was Not Rational

1093. As described above, at the outset
of the Fidelity International transac-
tion, Richard Egan only had the right
to a 5% share of the profits, despite
having put up an overwhelmingly
large portion of the capital and paying
all of the expenses. Mahoney, who
had the right to a 93% share, contrib-
uted essentially nothing.

1094. The subsequent changes to the
capital structure made even less
sense, if Richard Egan had any kind
of reasonable profit motive. Richard
Egan paid an additional amount of
$325,500 to acquire most of Mahoney’s
common interests, even though they
were worthless at the time. (Kolbe,
87:59). And at the end of the day,
Richard Egan (who contributed nearly
all the capital and paid all the ex-
penses) received 93% of the losses,
whereas Mahoney received 93% of the
gains.

1095. No rational investor seeking a
reasonable profit would agree to such
a capital structure.
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b. The Costs and Fees for
the Transaction Were
Extremely High

1096. The fees associated with the Fi-

delity International transaction were
so high that there was no reasonable
possibility of profit on the transaction.

1097. As described above, Refco was

paid fees of $1,448,617 in connection
with the Fidelity International trans-
action.

1098. The fees paid to Refco in connec-

tion with the Fidelity International
transaction were exorbitant, as com-
pared to market fees normally
charged by an options broker for simi-
lar transactions. (Rausser, 40:37-38,
40-43).

1099. The Egans did not obtain com-

petitive quotes for the options or un-
dertake the type of financial analysis
normally accompanying the execution
of such complex instruments. (M
Egan, 9:127-28).

1100. As described above, the Helios

and KPMG fees for the Fidelity Inter-
national transaction totaled $4.77 mil-
lion.

1101. The Helios and KPMG fees, both

standing alone and in conjunction with
the Refco fees, had a materially nega-
tive impact on the expected rate of
return on the Fidelity International
transaction.

1102. The Egans incurred legal fees to

Burke Warren in connection with the
Fidelity International transaction;
those fees were a cost expected and
incurred in connection with the trans-
action.

1103. As described above, it is not pos-
sible to ascertain from the record the
precise amount of Burke Warren fees
incurred in connection with the Fideli-
ty International transaction, but it is

1104. As described

more probable than not that they
were at least $83,000.

above, Richard
Egan purchased an 88% common in-
terest in Fidelity International from
Samuel Mahoney on November 6,
2001, for $325,500. That purchase
was contemplated by the parties prior
to the implementation of the Fidelity
International transaction.

1105. The transfer of Mahoney’s own-

ership interest was essential to achiev-
ing the planned tax outcome, was
specified in planning documents, and
was an expected cost that any rational
investor would have considered in
evaluating the profit potential of the
Fidelity International transaction.
(Kolbe, 36:61-62; Dem. Ex. 2853).

1106. The combined fees and costs in-

curred by the Egans in connection
with the Fidelity International trans-
action were alone at least $6.68 mil-
lion.

The Expected Rate of Return of the
Transaction Was Materially
Negative

1107. Possible financial outcomes for

investments such as digital options
can be evaluated using a probability-
weighted expected return analysis.
Using this approach, each possible
outcome is multiplied by the percent-
age probability that it will occur. (Kol-
be, 36:82-83). The sum of these
weighted outcomes represents the
probability-weighted expected return
of the investment. (Dem. Exs. 2884,
3033).

1108. As described below, the Fidelity

International options did not provide a
reasonable possibility of profit, taxes
aside, because the expected rates of
return were “hugely negative.” (Kol-
be, 87:53).




(1) The Expected Return Before Fees

1109. The aggregate premium paid by
Fidelity World for the interest rate
options was $2,250,000: $1,125,000 for
the LIBOR option pair and $1,125,000
for the CMS option pair. (Ex. 167, 2).
The maximum possible gross payout
for both pairs of options—assuming
that both pairs could simultaneously
pay off—would have been $6,737,472:
$3,369,809 for the LIBOR pair and
$3,367,663 for the CMS pair. (Exs.
167, 2). Each of the interest rate
options therefore provided a maxi-
mum possible net payoff of approxi-
mately $2.24 million, for a total of
$4.48 million for both sets of options,
before accounting for other fees and
costs.

1110. However, the likelihood of both
the LIBOR option pair and the CMS
option pair being in the money at the
same time was equivalent to zero.
(Rausser, 40:47-56). As a result, the
maximum net payout would have been
either $1,119,809 on the LIBOR pair
(the $3,369,809 LIBOR payout minus
the $2,250,000 premium for both sets
of interest rate options), or $1,117,663
on the CMS pair (the $3,367,663 CMS
payout minus the $2,250,000 premium
for both sets of interest rate options),
before accounting for other fees and
costs. (Dem. Ex. 3746, 3747).

1111. Fidelity International’s gross
premium for the foreign currency
trades was positive. Fidelity Interna-
tional was credited with a net premi-
um from Refeo of $2,832,828 on the
USD/EUR options and $2,835,212 on
the JPY/USD options, for a total net

positive premium of $5,668,040. (Ex.
2). Refeo required Fidelity Interna-
tional to leave those funds on deposit
and to post an additional $3 million of
cash collateral in case Fidelity Inter-
national lost money on these options.
(Kolbe, 37:37-38; Rausser, 40:39-40;
Dem. Ex. 2885; Ex. 2).

1112, At inception, each pair of Fideli-

ty World’s interest rate options had
only a 25% chance of being in the
money and producing a positive pay-
out at expiration.

1118. There was a 25% probability that

both the purchased and sold LIBOR
options entered into on October 9,
2001 would be in the money at expira-
tion. (Exs. 2, 49, 1024, 1056, 1140). In
that event, the investor’s return would
be the positive payout on the long
option, less the negative payout on the
short option, less the initial net premi-
um paid for the pair. The October 9
LIBOR option pair entered had a
maximum possible gross payout of
$3,369,809 and an initial net premium
of $1,125,000. (Hx. 2). As a result, the
maximum positive gross payout was
$3,869,809 minus  $1,125,000, or
$2,244.809. That payout would be
substantially reduced by any allocable
share of fees and costs, such as the
fees of Helios and KPMG.

1114. Applying the 25% stated proba-

bility of payout and the 75% implied
probability of no payout on the LI-
BOR option pair results in a proba-
bility-weighted expected return of
negative $282,548. That calculation is
illustrated in the following chart:

Amount of
Amount of Initial Percentage Probability-Weighted
Payout Premium _ Probability Quticome
A B C (A+B)xC
LIBOR pair “in the money” $3,369,809  ($1,125,000) 25% $561,202
LIBOR pair not in the money $ 0 ($1,125,000) 5% ($843,750)

Probability-Weighted Expected Return = ($282,548)
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(d.).

1115. The same calculation method ap-
plies to the CMS option pair, and with
the same results. There was a 26%
probability that both the long and
short. CMS options entered into on
October 9, 2001, would be in the mon-
ey at expiration. (Exs. 2, 49, 1024,
1056, 1140). In that event, the inves-
tor’s return would be the net payout
for the option pair, less the initial net
premium paid for the pair. The Octo-
ber 9 CMS option pair had a maxi-
mum net potential payout of
$3,367,663 and an initial net premium

of $1,125,000. (Ex. 2). As a result,
the maximum positive gross payout
for the CMS option pair was
$3,367,6683 minus $1,125,000, or
$2,242,663. Again, that payout would
be substantially reduced by any allo-
cable share of fees and costs.

1116. Applying the 25% stated proba-
bility of a positive payout and the 75%
implied probability of no payout for
the CMS option pair results in a prob-
ability-weighted expected return of
negative $283,084. That calculation is
llustrated in the following chart:

Amount of :
Amount of Initial Percentage Probability-Weighted
Payout Premium _ Probability Outcome
A B C (A +B)xC
CMS pair “in the money” $3,367,663  ($1,125,000) 25% $560,666
CMS pair not in the money $ 0 ($1,125,000) 5% ($848,750)
Probability-Weighted Expected Return = ($283,084)
dd.). 3749). The following chart illustrates

1117. As noted, the likelihood of both
the LIBOR option pair and the CMS
option pair being in the money at the

. same time was essentially zero.
(Rausser, 40:47-63; Dem. Exs. 3746~

the three possible scenarios resulting
from that fact, and adjusts the calcula-
tion of probability-weighted expected
return accordingly:

Amount of
Amount of Initial Percentage Probability~Weighted
Payout Premium__ Probability Outcome
A B C (A+B)xC
LIBOR pays, CMS does not $3,369,809  ($2,250,000) 12.5% $ 139,976
CMS pays, LIBOR does not $3,367,663  ($2,250,000) 12.5% $ 139,708
Neither pair pays $ 0 ($2,250,000) 5% ($1,687,500)

Probability-Weighted Expected Return = ($1,407,816)

(Rausser, 40:47-56; Dem. Exs. 3746-3749).
Again, that negative expected payout
would be further decreased by the
allocable share of fees and costs.

1118. The same probabilities were re-
ported in connection with the currency
options.

1119. The Egang’ advisors estimated a
25% yprobability that both USD/EUR

option pairs in the quartet entered
into on October 22, 2001, would be out
of the money at expiration, and Fideli-
ty International would therefore be
able to keep the initial net premium of
$2,832,828 with which it had been
credited. (Exs. 2, 49, 1024, 1056,
1140). However, if either pair of op-
tions in the USD/EUR option quartet




was in the money at expiration, Fideli-
ty would forfeit that positive initial net
premium and would have to forfeit an
additional $1,549,895 to satisfy the
payout of $4,382,728 that would be
owed to Refeco. That amount consist-
ed of the $1.5 million additional mar-
gin required by Refco on the trades
plus $49,855 of acerued interest on the
positive premium retained by Refeo.
(Ex. 2).

1120. Thus, the possible outcomes for
the quartet were either (1) a 75%
chance of one pair being in the money,
resulting in a payout due to Refco of
$4,882,723 minus the $2,882,170 of
positive premium Fidelity Internation-
al had on deposit at Refco for those
options (net $1,550,553 due to Refco),
or (2) a 256% chance of neither USD/
EUR option pair being in the money,
and Fidelity International retaining
its  $2,832,170 positive premium.
Again, any positive outcome would be
substantially reduced by any allocable
fees and costs.

1121. The Egans’ advisors estimated a
25% probability that both JPY/USD
option pairs in the quartet entered
into on October 22, 2001, would be out
of the money at expiration. (Exs. 2,
49, 1024, 1056, 1140). If either pair of
options in the JPY/USD option quar-
tet was in the money at expiration,
Fidelity International would forfeit its
positive initial net premium of
$2,8385,212 and would have to forfeit
$1,549,923 to make the $4,385,135 net
payout due to Refco. That amount
consisted of the $1.5 million additional
margin required by Refco on the
trades plus $49,855 of acerued interest
on the positive premium retained by
Refco. (Ex. 2). That outcome was
assigned a 75% probability. Con-
versely, there was a 25% probability
that one JPY/USD option pair would

be out of the money at expiration, in
which case Fidelity International
would retain its $2,885,212 of initial
positive net premium. Again, any
positive outcome would be substantial-
ly reduced by any allocable fees and
costs.

1122. Thus, the best possible outcome

for Fidelity International on the for-
eign currency options would have
been to retain its positive premiums,
for a total of $5,668,040, before ac-
counting for other fees and costs.

(2) The Expected Returns on the
Transaction Was Materially
Negative

1123. Even before taking fees into ac-

count, and even assuming the interest
rate options could pay off simulta-
neously, the expected rate of return
on the interest rate options was a
negative 25.1%. (Kolbe, 87:30-32;
Dem. Ex. 2884).

1124. Taking into account the fees paid

to Helios and KPMG, the expected
rate of return on the Fidelity World
interest rate options was a negative
T1.9%—even assuming that both sets
of options could pay out at the same
time. (Kolbe, 37:29-35; Dem. Ex.
2884). That calculation takes into ac-
count the portions of the advisory fees
Fidelity International paid to Helios
and KPMG that were allocated by
KPMG to those options. (Kolbe,
37:29-35; Dem. Ex. 2883; Ex. 1502).
The calculation does not include any
other fees applicable to the transac-
tion, such as those charged by Burke
Warren. (Kolbe, 37:35).

1125. The likelihood of both the LI-

BOR option pair and the CMS option
pair being in the money at the same
time was virtually zero. (Rausser,
40:47-63; Dem. Exs. 3748-3749). As




a result, the expected rate of return
on the interest rate options was even
more deeply negative than the esti-
mated negative 77.9%. (Rausser,
40:68-70).

1126. Even before taking fees into ac-
count, the expected rate of return on
the currency options was a negative
26.9%. (Kolbe, 37:38-40; Dem. Ex.
2886).

1127. Taking into account the fees paid
to Helios and KPMG, the expected
rate of return was a negative 149.9%.
(Kolbe, 37:42; Dem, Ex. 2886). That
calculation takes into account the por-
tions of the advisory fees Fidelity In-
ternational paid to Helios and KPMG
that were allocated by KPMG to those
options. (Dem. Ex. 2883). The calcu-
lation does not include any other fees
applicable to the transaction, such as
those charged by Burke Warren.
(Kolbe, 37:42).

1128. The twelve initial options execut-
ed in the Fidelity International trans-
action (the four options entered into
by Fidelity World as of October 9,
2001, and the eight options entered
into by Fidelity International as of
October 22, 2001), had a negative ex-
pected return of 26.2% on the options
alone (again assuming that both inter-
est rate options could pay off at the
same time). (Kolbe, 37:46-47; Dem.
Ex. 2887). The twelve initial options
had a negative rate of return of
119.0% after taking into acecount all
fees paid to Helios and KPMG. (Kol-
be, 87:46-47; Dem. Ex. 2887). The
resulting negative expected rate of re-
turn of 119% does not take into ac-
count the cost of buying 88% of the
common shares of Fidelity Interna-
tional from Mahoney, or the fees paid
to Burke Warren for the Fidelity In-
ternational  transaction. (Kolbe,
37:47-48; Dem. Exs. 2887). Including

any of those costs would result in an
even more deeply negative expected
return. (Kolbe, 37:47-48; Dem. Exs.
2887).

1129. Taxes aside, the net present val-

ue of the $5.25 million investment in
the Fidelity International interest rate
and foreign currency options, after
congsidering fees only to Helios and
KPMG, was a negative $3.4 million,
(Kolbe, 387:50-52, 388:46; Dem. Ex.
2887).

d. The One-Option Payout Was
Not a Real Possibility

1180. As described above, there was a

theoretical possibility with the inter-
est-rate and currency option pairs
that the long option might be in the
money at expiration while the offset-
ting short option would not. Had that
oceurred, it would have resulted in a
large one-sided payout to the Egans.

1131. As also described above, there

was no realistic possibility of a one-
sided payout on the Fidelity Interna-
tional transaction, because the options
would have to hit specific targets in a
very narrow window, and because
Refco had the contractual ability to
manipulate the price during that win-
dow.

1132. Refco did not take into account

in its pricing of the options the possi-
bility of a one-sided payout. (Kolbe,
36:88-91; Dem. Ex. 3037). Rather,
Refco priced the options on the as-
sumption that either both parts of any
pair would pay off or neither would
pay off. (Kolbe, 36:97-98).

1183. Refco hedged its own risk for

each pair of options as if the one-
option payout possibility did not exist.
(Id. at 88:13-19; Ex. 729).




1134. Refco Capital Markets hedged
the options with Refeo Overseas Ltd.,
with a single strike price, thus indicat-
ing that Refco did not believe it had
any exposure to a single-option pay-
out. (Kolbe, 38:14-17; Ex. 729).

1135. According to David Donora of
Refeo, Refeo had “discretion” as the
calculation agent to select the refer-
ence price in a manner that would
ensure both options in a pair were
either in or out of the money and that
there was no one-sided payout risk.
(Ex. 746).

1136. The promoters designed the Fi-
delity International transaction to ap-
pear as if a one-sided payout were
possible in order to help disguise its
true purpose, which was solely to
avoid taxes.

e. The Court Does Not Credit the
Conclusion of Plaintiff’s
Expert

1187. The Court does not credit the
analysis performed by Dr. Carron,
plaintiff’s expert, of the potential prof-
itability of the Fidelity International
transaction.

1138. Among other things, Dr. Carron
did not include the fees paid to Helios,
the fees paid to KPMG, or the pay-
ment to Mahoney. (Carron, 8:4348).

1139. Dr. Carron characterized these
fees and costs as “sunk costs.” He
reasoned that such costs should not be
taken into account in evaluating the
profitability of the Fidelity Interna-
tional transaction because they would
have been expended even if the trans-
action had not oceurred. ({Id. at
10:14).

1140. Dr. Carron’s position ignores the
reality that a rational investor would
consider all fees and costs in deter-

mining the potential profitability of an
investment.

1141. TFurthermore, the payment of the
advisory fees to Helios and KPMG
was conditioned upon Richard Egan
implementing the Fidelity Interna-
tional transaction, which itself was
conditioned on the receipt of a favor-
able legal opinion regarding tax treat-
ment issued by Sidley Austin. (M.
Egan, 11:100-01). The payment to
Mahoney was anticipated at the outset
of the transaction. Those costs were
therefore not “sunk” at the time the
transaction was implemented.

f. The Fidelity International
Transaction Was Intended
to be Profitless

1142. All 47 FDIS transactions that oc-
curred in 2001 incorporated the same
major transaction steps. (Kolbe,
36:51; Dem. Ex. 2852).

1143. All 47 FDIS transactions that oc-
curred in 2001 had essentially similar
outcomes.  (Kolbe, 386:51, 71-76;
Dem. Ex. 2852). All 47 transactions
produced large losses.

1144, In all 47 transactions, the fees
charged by Refco for the SMLLC’s
initial option pairs were calculated as
a fixed percentage of the net potential
payout on the SMLLC’s initial option
pairs, ranging from 7.5% to 10%.
(Kolbe, 36:71-74; Dem. Ex. 2856).
The result of the large fees charged
by Refeo for the SMLLC option pairs
was that the foreign partners’ capital
interest initially would be wiped out
virtually simultaneously with the for-
eign partner’s alleged capital contribu-
tion, as the options were marked down
to their market value. This oceurred
in all 47 transactions. (Kolbe, 86:71-
T74; Dem. Ex. 2856). In addition, in
all 47 ftransactions, Refco charged
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large fees for the MMLLC option
pairs, calculated as a fixed percentage
of the net potential payout on the
MMULLC’s options, ranging from 8.5%
to 10%. (Kolbe, 36:76; Dem. Ex.
2858).

1145. In short, the Fidelity Interna-
tional transactions, like the other
FDIS transactions, was not intended
to produce a profit.

00. Mahoney Was Not a Real Partner
in Fidelity International

1146. Samuel Mahoney was not a real
or genuine partner of Richard Egan in
Fidelity International. He did not
join with Richard Egan, Alpha, and
Helios as a partner for the purpose of
carrying on a business. Rather, he
was a mere nominee or strawman who
was paid for his services.

1147. As described above, the FDIS
strategy required a tax-indifferent
person to play the “role of foreign
partner.”

1148. As also described above, Maho-
ney and Hawkes agreed to play the
“role of foreign partner” in the FDIS
strategy.

1149. As also described above, the role
of Mahoney and Hawkes as a “foreign
partner” “was primarily that of an
implementing party,” and to follow
steps described in the “Outline of Pro-
posed Transaction” for each transac-
tion.

1150. Both Mahoney and Hawkes testi-
fied that “[tThe economics we adhered
to with respect to the capital contribu-
tions were formulaic.” (Mahoney
Dep. at 9; Hawkes Dep. at 60).

1151. Neither Mahoney nor Hawkes
were involved in the structuring or

negotiating of any of the steps of the
FDIS transactions in which they took

part. (Mahoney Dep. at 9; Hawkes
Dep. at 60).

1. Mahoney Participated in 47 Iden-
tical Transactions in 2001

1162. A total of 47 FDIS transactions
(including the Fidelity International
transaction) were implemented in
2001 in which Mahoney and Hawkes
agreed with Haber to serve in the role
of foreign investor. (Mahoney Dep. at
6; Hawkes Dep. at 57; Ex. 2060). An
additional eight FDIS transactions in-
volving Mahoney and Hawkes were
implemented in 2002, one of which
was carried over from 2001 to 2002.
(Mahoney Dep. at 6-7; Hawkes Dep.
at 58; Ex. 2100).

1158. In each of the 47 2001 FDIS
transactions, the following occurred:

a. the taxpayer purchased one or
more option pairs of offsetting op-
tions through a single-member LLC
(“SMLLC”)

b. the taxpayer contributed his/her
interest in the SMLLC to a multi-
ple-member LLC (“MMLLC”) or
partnership to step-up the basis in
the MMLLC;

¢. Mahoney or Hawkes made pur-
ported capital contributions to ac-
quire a 93% or 95% common inter-
est in the MMLLC;

d. the MMLLC bought one or more
quartets of options;

e. the partnership terminated the
gain-leg options and simultaneously
purchased replacement options;

f. the taxpayer then bought most of
the foreign party’s common interest
in the MMLLC;

g. the remaining legs and the re-
placement options were then termi-
nated; and




h. the termination of the remaining
legs and the replacement options
generated a large reported loss that
primarily accrued to the U.S. tax-
payer and a large gain that primari-
ly accrued to the foreign person.

(Kolbe, 86:50-58; 87:25-26; Ex. 2852).

1154. Kach tax-shelter transaction re-

sulted in the nearly immediate loss of
50% of the “foreign partner’s” capital
investment within the span of a few
weeks from their initial capital invest-
ment. Without a behind-the-scenes
agreement to compensate him, Samuel
Mahoney would have lost $991,815 of
initial contributions into these tax
shelters. He would have lost $325,500
in Fidelity International alone. Simi-
larly, without more, Martin Hawkes
would have lost $979,754 of initial con-
tributions.

2. Mahoney’s Capital Contributions
Were Treated as Costs of the Pro-
moters

1155. The funding for the “foreign con-
tributions” for the 2001 FDIS transac-
tions was made by DGI and a Wyo-
ming partnership called Ailesbury.
(Mahoney Dep. at 22-23; Hawkes
Dep. at 71-73; Ex. 1917).

1156. Over the course of 2001, DGI
funded a total amount of capital con-
tributions of $1,505,000. (Ex. 1917).
None of these funds were used for
anything other than FDIS transac-
tions. (Mahoney Dep. at 23; Hawkes
Dep. at 73). As additional funding
was required, it was supplied by DGI.
(Ex. 1917).

1157. For the year 2002 FDIS transac-
tions, Mahoney and Hawkes used for
their capital contributions the money
left over from the prior year’s FDIS
transactions. (Mahoney Dep. at 31;
Hawkes Dep. at 80).

1158. All funds provided by Ailesbury

were repaid in January 2002. (Maho-
ney Dep. at 23; Hawkes Dep. at 73;
Exs. 1512, 1917). As of that date,
only DGI and DGI-controlled entities
had money at risk—money that had
been provided by the taxpayer-inves-
tors—in the F'DIS transactions.

1159. On December 31, 2001, Ron

Buesinger of Alpha prepared a sum-
mary that listed the purported “In-
vestments” by the “Co-Investor,” Al-
pha, DGI, and Helios in each of the 47
2001 FDIS transactions, including Fi-
delity International. (Exs. 2060,
1497).

1160. For Fidelity International, the

spreadsheet listed the $651,000 contri-
bution to Fidelity International on
Mahoney’s behalf as “Co-Investor
Orig Cost basis”; the $325,500 sale of
Mahoney’s common interest in Fideli-
ty International to Richard Egan as
“Sale of Common”; and the net
amount as “Co-Inve[stlor Adj[usted]
Cost basis.” (Exs. 2060, 1497).

1161. The aggregate balance of the

“Co-Investor Adj Cost basis” for all
47 2001 FDIS transactions, after ap-
proximately $2.4 million in buy-out
payments, was computed to be
$1,302,978. (Eixs. 2060, 1497).

1162. The aggrepate funding expense

of $1,302,978 for the “Co-Investor Adj
Cost basis” was recorded by Buesing-
er as a joint expense of DGI, Helios,
and Alpha in a series of spreadsheets
that he prepared calculating the net
profit from these transactions to be
split among DGI, Helios, and Alpha.
In each spreadsheet, the amount of
$1,302,978 was listed as “SM-MH
Cost Basis.” (Hxs. 1641, 1642, 1644,
1657, 1660, 1845, 2771, 2772).

1163. Buesinger prepared the profit

analysis spreadsheet based upon reve-
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nue and expense information that Ha-
ber dictated to him over the phone.
(Buesinger Dep. Oct. 11, 2007, at 243-
47).

1164. On March 8, 2002, Ivan Ross of
Alpha sent one of these profit analysis
spreadsheets to Haber. (Ex. 1641).
In his cover e-mail, Ross stated that
the attached profit analysis “is based
on each of us getting fully reimbursed
on our investments in these funds out
of the fees.” (Id.). The “investments
in these funds” consisted of the capital
contributions for the transactions
made by DGI, Helios, and Alpha, as
well as the contributions by the “Co-
Investor,” which was Mahoney or
Hawkes. (Ross Dep. Nov. 7, 2007 at
104-06).

3. Any Value of the Remaining Inter-
ests of Mahoney Was Split Among
the Promoters

1165. On May 1, 2002, Buesinger sent
DGI a spreadsheet listing the 2001
FDIS customers and related informa-
tion. (Ex. 1848). That spreadsheet in-
cluded a breakdown of the cost bases
and values of the “Irish value” and the
DGI, Helios, and Alpha “investments.”
{d.). The “Irish value,” as of that
date, was $138,384. (Id.). The “Irish
value” was the total of the values of

© the Mahoney/Hawkes remaining inter-
ests, after the buyouts, in each of the
2001 FDIS transactions. (Kolbe,
37:85-86; HEx. 1843).

1166. The total value of the DGI, Hel-
ios, and Alpha investments and the
“Irish values” was $1,560,709. (Ex.
1843). All of those values, including
the “Irish Value,” were allocated to
DGI, Helios, and Alpha; none of the
value was allocated to Mahoney or
Hawkes. (Kolbe, 37:86-87; Ex. 1843).
In other words, DGI, Helios, and Al-
pha treated the remaining interests of

Mahoney and Hawkes in the 2001
FDIS partnerships as their own as-
sets, as they had already reimbursed
Mahoney and Hawkes for their capital
contributions. (Kolbe, 37:87).

4. Mahoney Was Reimbursed for His
Expenses and Paid a Fee for His
Participation

1167. Before the first FDIS transac-
tion, Haber promised to pay Mahoney
and Hawkes an amount that was “fair
and commensurate” with their roles as
foreign partners. (Mahoney Dep. at
13-14; Hawkes Dep. at 63-64).

1168. Mahoney and Hawkes were ulti-
mately paid an aggregate fee of $2
million for playing the role of a for-
eign partner. (Mahoney Dep. at 3, 4,
15-16; Hawkes Dep. at 55, 65-66).

1169. Mahoney and Hawkes under-
stood that the fees paid them were

determined after the fact, [and]
were a function of the aggregate
suceess of the FDIS program| ] and
in significant part a function of the
gross amount of the fees paid by
the U.S. participants.

(Mahoney Dep. at 16; Hawkes Dep. at
66).

1170. Each of the profit analysis
spreadsheets for the 2001 transactions
listed a $2,000,000 joint expense that
was described as “SM-MH.” (Exs.
1641, 1642, 1644, 1657, 1660, 1845,
2771, 2772).

5. Mahoney Could Not Realize a
Profit on the FDIS Transactions,
Absent Fees

1171. The Outline of Proposed Trans-
action for the Fidelity International
transaction dated September 20, 2001,
stated that Samuel Mahoney, “an In-
dividual Investor,” will -contribute



$651,000. (Fx. 1028). The outline also
indicated that the aggregate amount
of the contributions allocated to com-
mon interests was $700,000, and that
for his $651,000 Mahoney would re-
ceive a 93% common interest in Fidel-
ity International. (Id.).

1172. The common interests in Fidelity
International had a value of $700,000
upon contributions on October 22,
2001. (Ex. 1188). Mahoney’s com-
mon interest was valued at $651,000.
(Id.). By the next day, the common
interests, including Mahoney’s, had a
value of zero. The common interests
were “wiped out” by the large Refeo
fees before the foreign participant was
bought out. (Kolbe, 36:61). Refco’s
fees on the foreign currency options
were $300,000, more than the value of
the common interests. (Id. at 36:40).
Nonetheless, the operating agreement
stated that the buyout could not be for
less than the greater of half of the
selling partner’s initial capital contri-
bution or fair market value (here,
$325,500). (Id. at 386:40; Ex. 1177).

1173. Mahoney and Hawkes were
aware that the partial buyout of their
common interests was a planned step
in each ¥FDIS transaction. (Mahoney
Dep. at 13; Hawkes Dep. at 63).
They understood from the outset that
they could be required to effectuate a
buy-sell agreement after the contribu-
tion of capital to the FDIS partner-
ships, including Fidelity International.
(Mahoney Dep. at 13; Hawkes Dep. at
63).

1174. The Outline of Proposed Trans-
action for the Fidelity International
transaction stated that “[a]fter ap-
proximately 30 days, [Samuel Maho-
ney] will sell [856%] ... of his common
interest” to Richard Egan for “[fair
market value] with a minimum of
$325,500.” (Ex. 1028). This $325,500

expense was listed as an “out of pock-
et” cost. (Id.).

1175. The $3825,500 out-of-pocket cost

for the buyout of Mahoney was the
same amount whether Richard Egan
purchased 85% of the common inter-
est (as shown on the Outline of Pro-
posed Transaction dated September
20, 2001) or 88% of the common inter-
est (as shown in the revised Outline of
Transaction dated October 25,2001).
(Exs. 1028, 1202).

1176. The buyout of the foreign partici-

pant’s common interest was a planned
step in each of the 47 2001 FDIS
transactions. In each case, it was also
planned that within 30 days the inter-
ests of Mahoney and Hawkes would
be bought out for 50% of the amount
that they purportedly had contributed.
(Kolbe, 36:54; Ex. 2852).

1177. Even though the 50% buy-out

was a purported minimum amount,
Mahoney and Hawkes could not ex-
pect a higher figure, because Refco’s
fee immediately erased the value of
their common interests and reduced
them to zero. (Kolbe, 36:61). In 35
of the 47 cases, the buyout was for
exactly half of the initial contribution
credited to the foreign party, while in
12 cases the buyout was for more than
half of the credited -contribution.
(Kolbe, 36:54-55; Ex. 2852).

1178, In light of the magnitude of Ref-

co’s fee, it would have been economi-
cally irrational for Mahoney and
Hawkes to have engaged in these
transactions knowing they likely
would immediately incur a loss. (Kol-
be, 37:71).

1179. The implied losses of Mahoney

and Hawkes on the 47 2001 FDIS
transactions, calculated by subtracting
the buyout amounts from the foreign
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parties’ initial contributions, was
$1,802,978. (Kolbe, 37:77-78). That
is the same amount shown on the
Alpha and DGI spreadsheets as the
“SM-MH Cost Basis.” (Exs. 1641,
1642, 1660, 1845, 2771). It is also the
same amount of the “Co-Investor
Adjlusted] Cost basis” that was not
recovered by the foreign party upon
the sale of his common interest for all
47 2001 FDIS transactions. (Kolbe,
37:77-18; Ex. 1497).

1180. Any payment to Mahoney and
Hawkes by DGI, Alpha, and Helios of
the “SM-MH” expense would only
cause Mahoney and Hawkes to break
even. (Kolbe, 37:82).

1181. As noted, however, Mahoney and
Hawkes were paid a flat fee of $2
million for their participation.

PP. Fidelity High Tech Was a Sham
Partnership for Federal Income
Tax Purposes

1182. As described above, there was no
non-tax business purpose for the cre-
ation of Fidelity High Tech. It was
created solely for the purpose of
avoiding taxes, and did not engage in
activities that either served a reason-
able hedging purpose or provided a
reasonable possibility of profit.

1183. The members of Fidelity High
Tech did not join together in good
faith for the purpose of conducting a
business activity through that entity.

QQ. Fidelity International was a Sham
Partnership for Federal Income
Tax Purposes

1184. As described above, there was no
non-tax business purpose for the cre-
ation of Fidelity International. It was
created solely for the purpose of
avoiding taxes, and did not engage in
activities that either served a reason-

able hedging purpose or provided a
reasonable possibility of profit.

1185. The members of Fidelity Inter-
national did not join together in good
faith for the purpose of conducting a
business activity through that entity.

1186. As described above, Samuel Ma-
honey did not join Fidelity Interna-
tional for the purpose of realizing a
profit from its option trading activi-
ties. Mahoney invested no capital in,
bore no risk as to, and contributed no
value to, Fidelity International. Ma-
honey had no reasonable expectation
of profit from the activities of Fidelity
International. His expenses were
paid by DGI/Helios and Alpha, and his
compensation was paid by those enti-
ties under an arrangement that had
no connection to the trading activities
of Fidelity International.

1187. Likewise, and as described
above, Helios and Alpha did not join
Fidelity International for the purpose
of realizing a profit from its option
trading activities.

RR. The Step Transaction Doctrine Ap-
plies to Collapse Steps of the Fideli-
ty High Tech Transaction

1. The Steps of the Fidelity High
Tech Transaction Should Be Col-
lapsed under the “Interdepen-
dence” Test

a. None of the Individual Steps Had

an Independent Business
Purpose

1188. The Fidelity High Tech transac-
tion was the product of a carefully
planned and orchestrated series of
steps that had been designed in ad-
vance by the promoters of the tax
shelter strategy. The steps were set
out in memoranda or outlines pre-
pared by the promoters, and in notes
or documents prepared by the Egang’




advisors to help them understand and
implement the transaction. Several of
those documents even used the word
“steps” to describe the process. (.g.,
Exs. 3240.1, 550, 698).

1189. The steps of the Fidelity High
Tech transaction conformed closely to
the sequential steps set forth in the
DGI/Helios memorandum dated Sep-
tember 5, 2000, titled “Implementa-
tion Steps for Purchasing Options—
Capital Gain Strategy.” (Ex. 550).

1190. The only significant difference
was that by November 2001, the pro-
moters had developed the “stock drib-
ble” strategy to replace the final step
of the transaction as originally
planned. The “stock dribble” strate-
gy itself involved a series of planned,
choreographed steps.

1191, Although the final step of the
transaction was changed to provide
the Egang with more flexibility on the
sale of the stock held by Fidelity High
Tech, even as restructured, the trans-
action still had as its ultimate objec-
tive the elimination of any capital gain
on the Egang’ sale of their stock.

1192. The steps of the Fidelity High
Tech transaction were undertaken
solely for the purpose of stepping up
the basis of the stock held by High
Tech so as to eliminate any built-in
capital gain that would result on the
sale of the stock.

1198. The steps of the transaction were
completely interdependent; each indi-
vidual step would have been fruitless,
and indeed pointless, without the com-
pletion of the entire preplanned ser-
vice of steps. None of the steps had
any independent business purpose.

b. Certain Intermediate Steps
Had No Business Purpose

1194. As described above, there was no
non-tax business purpose for the en-

tire Fidelity High Tech transaction.
In addition, several of the intermedi-
ate steps had no non tax business
purpose, regardless of the overall pur-
pose.

(1) There Was No Business Purpose to
the Formation and Use of the Index A
and Option A to Acquire the Options

1195. There was no non-tax business

purpose to the formation and use of
Index A and Option A to acquire the
options.

1196. As described above, rather than

having Fidelity High Tech enter into
the offsetting options trades, Option A
and Index A each entered into the
trades. Maureen Egan then contrib-
uted Option A, and Richard Egan con-
tributed Index A, to Fidelity High
Tech. The option positions entered
into by Option A and Index A were
then closed out.

1197. The use of Option A and Index A

to enter into options that would be
nltimately transferred to High Tech
had no business purpose other than
tax reduction. (Kolbe, 38:62-64). Be-
cause High Tech already owned the
EMC stock, there was no non-tax rea-
son to incur the costs in forming sin-
gle-member LLCs and seven days la-
ter to cause those same entities to be
transferred to a multi-member LLC,
The formation and use of Option A
and Index A simply consumed re-
sources and added unnecessary costs
to the transaction. (Id.).

(2) There Was No Business Purpose to

the Transfer of Maureen Egan’s
Interest to MEE Holdings

1198. There was no non-tax business

purpose for the transfer or Maureen
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Egan’s interest in Fidelity High Tech
to MEE Holdings.

1199. As described above, Stephanie
Denby caused MEE Holdings to be
formed as a limited liability partner-
ship. Maureen Egan then contribut-
ed her interests in High Tech to MEE
Holdings, which caused a technical
termination of High Tech.

1200. The transfer of Maureen Egan’s
interest in High Tech to MEE Hold-
ings had no non-tax business purpose.
The sole purpose of Maureen Egan's
transfer of her interests in High Tech
to MEE Holdings was to allow High
Tech to make a Section 754 election in
order to step up the basis of the stock
in High Tech, thereby allowing the
Egans greater flexibility in disposing
of the stock.

2. The Steps of the Fidelity High
Tech Transaction Should Be Col-
lapsed Under the ‘‘Component”
Test

1201. From the outset, the individual
steps of the Fidelity High Tech trans-
action were planned and implemented
to accomplish a single objective-—to
create an artificial step-up in the
Egans’ basis in their ownership inter-
ests in High Tech, and thereby allow
them to eliminate any capital gain on
the sale of the stock held by High
Tech.

1202. As a result, the steps of the
transaction—in particular, the steps
where Index A and Option A acquired
NASDAQ 100 options, and where
those entities were then contributed
to Fidelity High Tech—should be col-
lapsed, and the options should be
treated as having been acquired in the
first instance by High Tech.

SS. The Step Transaction Doctrine Ap-
plies to Collapse Steps of the Fideli-
ty International Transaction

1. The Steps of the Fidelity Interna-
tional Transaction Should Be Col-
lapsed Under the “Interdepen-
dence” Test

a. None of the Individual Steps Had
an Independent Business
Purpose

1203. The Fidelity International Trans-
action was likewise the product of a
carefully planned and orchestrated
series of steps that had been designed
in advance by the promoters of the
tax shelter strategy. The steps were
set out in memoranda or outlines pre-
pared by the promoters and in notes
or documents prepared by the Egans’
advisors to help them understand and
implement the transaction. (E.g,
Exs. 1017, 1034, 1056, 1140, 1202).

1204. Helios sent Outlines of Proposed
Transaction to Shea and Denby, which
were circulated to Michael Egan and
other Carruth employees. Those out-
lines were dated September 20, 2001,
September 27, 2001, October 16, 2001
and October 25, 2001. (Exs. 1034,
1056, 1140, 1202). The outlines detail
most of the steps of the transaction.

1205. As described above, the two
steps not discussed in the outlines
were orally communicated to Carruth
in various meetings and telephone
conversations and were memorialized
in notes taken by various Carruth em-
ployees. (&.g., Exs. 1024, 1028, 1036,
1045).

1206. The description of the planned
steps in these outlines corresponds
with the final implementation of the
Fidelity International transaction.

1207. The steps of the actual Fidelity
International transaction conformed




to the steps on the Outlines of Pro-
posed Transaction.

1208. On at least two occasions in the
course of planning and implementing
the Fidelity International transaction,
the parties specifically took into ac-
count the possibility that the IRS
might invoke the step transaction doe-
trine.

1209. In a meeting on October 18,
2001, with Haber and Speiss, Pat Shea
noted: “... for business purposes, the
longer we keep it alive, the better we
are for presentation—we don’t want
to look as a step fransactions in the
IRS eyes.” (Ex. 1151).

1210. At around the same time, Reiss
wrote that the interest-rate trades
would not be terminated “now” be-
cause of concerns about the “step
transaction” doctrine. (Ex. 1384).

1211. The sequential steps of the Fidel-
ity International transaction were un-
dertaken solely for the purpose of
generating a tax loss that could be
used to offset the ordinary income
realized by Richard Egan on the exer-
cise of his EMC stock options.

1212. The steps of the transaction were
completely interdependent; each indi-
vidual step would have been fruitless,
and indeed pointless, without the com-
pletion of the entire preplanned ser-
vice of steps. None of the steps had
any independent business purpose.

b. Certain Intermediate Steps
Had No Business Purpose

1218. As described above, there was no
non-tax business purpose for the en-
tire Fidelity International transaction.
In addition, several of the intermedi-
ate steps had no non-tax business pur-
pose, regardless of the overall pur-
pose.

(1) There Was No Non-Tax Business
Purpose for the Use of Fidelity
World to Purchase the Options

1214. There was no non-tax business
purpose for the use of Fidelity World
to purchase the options or the trans-
fer of that entity within days to Fideli-
ty International.

1215. Fidelity World did not engage in
any business activity other than the
interest rate option trades. Further-
more, under the terms of the pro-
posed trades, it had no economic ex-
posure with respect to those trades
beyond the initial net premium paid.

1216. No economic change would have
resulted if Fidelity International and
not Fidelity World had acquired the
interest rate options directly. (Raus-
ser, 41:46).

1217. The formation and use of Fideli-
ty World simply consumed resources
and added unnecessary costs to the
Fidelity International transaction.

(2) None of the Other Intermediate
Steps of the Transaction, Standing
Alone, Had Any Independent Busi-
ness Purpose

1218. None of the following intermedi-
ate steps of the Fidelity International
transaction had a non-tax business
purpose:

(a) the October 22, 2001 contribution
by Richard Egan of his interest in
Fidelity World (which included the
options purchased by Fidelity
World on October 9, 2001) and cash
to Fidelity International in ex-
change for a 5% common interest in
Fidelity International;

(b) the October 29, 2001 termination
of the gain legs of the USD/EUR
options and the use of those pro-
ceeds, plus an additional out-of-
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pocket cost of $14,491, to purchase
new replacement options for the op-
tions that were just terminated;

(¢) the October 30, 2001 termination
of gain legs of the JPY/USD options
and the use of those proceeds, plus
an additional out-of-pocket cost of
$14,050, to purchase replacement
options for the options that were
just terminated; and

(d) the November 5, 2001 purchase by
Richard Egan of 88% of Fidelity
International’s common interest
from Mahoney for $325,500.

1219. The termination of the gain legs
of the foreign currency options when
Richard Egan owned 5% of the com-
mon interests and Mahoney owned
93% of the common interests, and the
termination of the loss legs of the
foreign currency options when Rich-
ard Egan owned 93% of the common
interests and Mahoney owned 5% of
the common interests, were simply
preplanned steps of the transaction
from the beginning. The objective of
the transaction from the outset was to
structure the termination of the cur-
rency trades such that a majority of
the gain would be allocated to the
foreign partner and a majority of the
loss would be allocated to Richard
Egan.

2. The Steps of the Fidelity Interna-
tional Transaction Should Be Col-
lapsed Under the ‘“Component”
Test

1220. From the outset, the individual
steps of the Fidelity International
transaction were planned and imple-
mented to accomplish a single objec-
tive—to create an artificial tax loss
that could be used to offset ordinary
income from the exercise of nonquali-
fied options by the Egans.

1221. As a result, the steps of the
transaction—in particular, the steps
where Fidelity World acquired inter-
est rate options, and where Fidelity
World was then contributed to Fideli-
ty International-—should be collapsed,
and the interest rate options should
be treated as having been aequired in
the first instance by Fidelity Interna-
tional. .

1222. Alternatively, Richard Egan
should be treated as realizing both the
gain and the loss on the Fidelity In-
ternational transaction.

TT. The Fidelity High Tech and Fidelity
International Paired Options Were,
Economically, Single Positions

1223. The various paired offsetting op-
tions in the Fidelity High Tech and
Fidelity International transactions
were, economically, single positions,

1. The Parties Treated the Option
Pairs as a Single Position

1224. The option pairs were designed
jointly and not as separate options.
(Kolbe, 38:75~76).

1225. Refco treated the options as a
single position. Thomas Yorke of
Refeo advised others at Refeo that the
risk from the option transactions was
“identifiable at inception,” because the
transactions were effectively a “paired
trade.” (Berhmann Dep. at 30-31).
From Refeco’s perspective, “it was im-
portant that [they] be able to link” the
long and short options “together and
look at the net risk of the two trades
as opposed to [as] separate transac-
tions.” (Id. at 32).

1226. Alpha also treated the options as
a single position, as shown in its “Pric-
ing Matrix” for High Tech. (Ex. 747).
In preparing the matrix, Buesinger
was only “pricing a net position, the




net economics.” (Buesinger Dep. July
31, 2008 at 237).

1227. On January 31, 2001, Carolyn
Fiddy took notes of a conversation
with Ron Buesinger of Alpha in which
she wrote that the Egans “have
bought 2 different options for [flax
purposes—but economically [it] is
really 1 item.” (Ex. 728).

2. Separating the Paired Options
Would Have Required Huge
Amounts of Collateral or Margin

1228. As to the Fidelity High Tech
paired options, Option A and Index A
had to pay a net premium of $3.4
million. If the High Tech options in
each pair had been written with sepa-
rate counterparties, Option A and In-
dex A would have had to pay $160
million to the counterparty from
whom they bought the long options,
and would have had to supply $485
million in margin (in addition to with-
held premiums) to the counterparty to
whom they sold the short options.
(Kolbe, 38:69-71). The resulting total
capital required, $645 million, would
have been nearly 190 times larger
than the $3.4 million actually required.
(Kolbe, 38:69-72; Dem. Exs. 3029,
3030).

1229. Moreover, because of the options’
provisions for determining the “refer-
ence price” (that is, the 15-minute
window and the use of multiple index-
es to measure the value of the NAS-
DAQ 100 within that window), there
would be a risk at the end that the
counterparty from whom the long op-
tions had been purchased would con-
clude they had not paid off, while the
counterparty to whom the short op-
tions had been sold would conclude
they had paid off. (Kolbe, 88:72). If
that had happened, the Egans would

have lost their entire $645 million.
Id.).

1230. As to the Fidelity International

transaction, the numbers were even
larger. As Dr. Kolbe, a government
expert, explained,

Had [the options] been written sep-
arately with separate counterparties

.. the out-of-pocket costs would
have gone up dramatically. It
would have cost [$]994 million to
buy all the long options. And the
short options would have their pay-
ments withheld and there would
have had to be another $3.1 billion
supplied in margin to be held
against the risks that the short op-
tion would finish in the money. So
the total cash outlay would be more
than $4 billion.

(Id. at 37:92).

1231. The risk to a counterparty from

such a trade—that is, where the op-
tions were separate and not one posi-
tion—would be enormous. (Id. at
37:93). Accordingly, it would have
been economically “irrational in the
extreme for someone not to require a
margin ... enough to pay it off”
(d.).

1232. Refco did not, however, require

such margin or other collateral and
therefore treated the option pairs as if
they were economically single posi-
tions.

1283. In summary, as Dr. Kolbe ex-

plained, “the end result of this is that
separated, the options are much more
costly. They are more risky. And
economically ... they are two prod-
ucts separated and a single product
combined.” (Id. at 38:72). “[TJogeth-
er there’s a single investment; apart,
they're two investments.” (Id. at
38:73).
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UU. The Egans Did Not Receive Inde-
pendent Legal Advice from Pros-
kauer and Sidley Austin

1. Proskauer and Sidley Austin Did
Not Provide Independent Legal
Advice

1234. Both Proskauer and Sidley Aus-
tin had an inherent conflict of interest
in purporting to render legal advice to
the Egans.

1285. As described above, R.J. Ruble
of Sidley Austin and Ira Akselrad of
Proskauer Rose actively assisted
DGI/Helios in the design, develop-
ment, marketing, and implementation
of the tax shelter strategy and its
variants. (Exs. 797, 798, 809, 814).

1286. Among other things, Ruble and
Akselrad provided input on the strate-
gies, commented on the marketing
materials, and provided or commented
on model legal opinions to use in the
promoting tax shelter strategy.

1237. Ruble and Akselrad knew, or
reasonably should have known, that
DGI/Helios used the names and repu-
tations of their law firms and their
model opinions in marketing the strat-
egy to prospective clients.

1238. As part of the strategy, Ruble
and Akselrad agreed in advance to
provide favorable legal opinions in or-
der to induce taxpayer-investors to
utilize the strategy.

1239. Ruble and Akselrad knew, or
reasonably should have known, that
the issuance of favorable legal opin-
ions from prominent law firms was a
central feature of the successful pro-
motion of the strategy.

1240. As also described above, in the
FDIS marketing materials, DGI/Hel-
ios had stated that one of its “most
valuable” contributions to its clients
was in “ability to firmly manage and

control the process of getting ... at-
torneys ... to expeditiously reach the
desired conclusions.” (Ex. 809 (em-
phasis added)).

1241. Ruble and Akselrad knew, or
reasonably should have known, that
DGI/Helios was marketing the strate-
gy in that fashion.

1242. Proskauer provided at least 28
favorable opinions, and Sidley Austin
provided at least 30 favorable opin-
ions, in support of the tax shelter
strategy. (Ex. 1519).

1243, Proskauer and Sidley Austin pro-
vided legal advice both to DGI/Helios
and to the individual taxpayer/inves-
tors who invested in the tax shelter
strategy.

1244. Proskauver specifically acknowl-
edged to the Egans, in a draft repre-
sentation letter dated April 11, 2002,
that it represented DGI/Helios and
therefore had a conflict of interest if it
also represented the Egans. (Ex.
1772).

1245. 1In addition, Ira Akselrad of Pros-
kauer personally participated in a
DGI tax shelter transaction in 2000.
(Exs. 669, 2759). The favorable opinion
letter concerning his personal transac-
tion was issued by Brown & Wood on
December 31, 2000. (Ex. 669).

1246. As described above, DGI/Helios
played a substantial role in the draft-
ing and delivery of the legal opinions
by Proskauver and Sidley Austin.

1247. As described above, in nearly all
instances, the legal fees of Proskauer
and Sidley Austin were paid by
DGI/Helios rather than the taxpay-
er/investors. Ruble and Akselrad
were aware of that arrangement.

1248. DGI/Helios paid the fees of Pros-
kaver and Sidley Austin in order to
assert firmer management and great-




er control over the opinions rendered
by the law firms. (Ex. 809).

1249. Proskauer and Sidley Austin de-
rived substantial profit from the pro-
motion and sale of the tax shelter
strategy, and therefore had a finanecial
interest in upholding the strategy.

2. The Egans Knew That the Legal
Advice from Proskauer and Sidley
Austin Was Not Independent

1250. The Egans knew, or reasonably
should have known, that the legal ad-
vice they received from Proskauver and
Sidley Austin was not independent,
and that the firms had an inherent
conflict of interest.

1251. The Egans were highly sophisti-
cated taxpayers with considerable
business experience.

1252. The Egans and their advisors
knew that DGI/Helios marketed its
ability to “manage and control the
process” of getting attorneys “to expe-
ditiously reach the desired conclu-
sions.” (Id.).

1253. The Egans and their advisors
knew, or reasonably should have
known, that DGI/Helios had arranged
in advance for four law firms, includ-
ing Proskauer and Sidley Austin, to
render favorable opinions to taxpay-
er/investors.

1254. The Egans and their advisors
knew, or reasonably should have
known, that Proskauer and Sidley
Austin had developed model opinions,
and that they had rendered favorable
opinions for other taxpayer/investors
who had used the same or similar
strategies.

1255. The Fgans and their advisors
knew, or reasonably should have
known, that Proskauer and Sidley
Austin intended to render favorable
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opinions from the onset of the trans-
actions.

1256. The Egans and their advisors
knew that their communications with
Proskauer and Sidley Austin were fre-
quently shared with DGI/Helios and
KPMG.

1257. The Egans and their advisors
knew that none of their communica-
tions with Proskauer and Sidley Aus-
tin were privileged, or marked “privi-
leged.”

1258. The Egans and their advisors
provided their comments on the draft
opinions to James Haber or Tim
Speiss, and not exclusively (or even
always directly) to the law firms.

1259. The Egans received a draft en-
gagement letter from Proskauer that
specifically noted a conflict of interest
based on the fact that Proskauer also
represented DGI/Helios.

1260. The Egans and their advisors
knew, or reasonably should have
known, that Proskauer had a conflict
of interest, because it also represent-
ed DGI one of the principal promoters
of the tax shelter strategy.

1261. The Egans and their advisors
knew that the fees of Proskauer and
Sidley Austin (other than the fee for
the non-disclosure letter by Pros-
kauer) were paid by DGI/Helios.

1262. The Egans would not have paid
Helios for the transactions until Hel-
ios provided satisfactory and favorable
legal opinion letters.

VV. The Proskauer Opinion for Fideli-
ty High Tech Was Based on Un-
reasonable Factual Assumptions

1263. The Proskauer opinion letter dat-
ed April 5, 2002, on the Fidelity High
Tech transaction was based on unrea~
sonable factual assumptions, including
assumptions that the Egans knew, or
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reasonably should have known, were
untrue.

1264. The Egans did not reasonably
rely on the April 5, 2002, Proskauer
opinion letter for tax reporting pur-
poses.

1. The Opinion Contained False and
Misleading Factual Assumptions

1265. The Proskauer opinion letter was
purportedly based on factual repre-
sentations that were false and mis-
leading.

a. Investor Representation
No. 1 Was False

1266. Paragraph 1 of the Investor Rep-
resentations in the Proskauer opinion
letter stated:

Investors entered into the options
trades to hedge against market vo-
latility in a large concentrated hold-
ing of technology stock so as to
produce an overall economie profit.
Investors believed that the options
were correlated to this concentrated
position so that the options would
produce an effective hedge.
(Ex. 122 at 8-9). This representation
was also made verbatim in the Certifi-
cate of Facts executed by Richard and
Maureen Egan. (Ex. 1766).

1267. That representation was false
from both a subjective and objective
standpoint.

1268. From a subjective standpoint,
the Egans did not enter into the op-
tion trades “to hedge against market
volatility.” Moreover, the Egans did
not believe that the options “would
produce an effective hedge.”

1269. From an objective standpoint, as
described above, the transaction was
not reasonably designed to create an
effective hedge.

b. Investor Representation
No. 2 Was False

1270. Paragraph 2 of the Investor Rep-
resentations in the Proskauer opinion
letter stated:

Based on advice of the Investment
Advisor as to the probability of the
referenced property reaching cer-
tain price levels at which the Option
would be profitable and on Inves-
tors own independent evaluation,
Investors believed they had a rea-
sonable opportunity to earn a profit
from the option trades in excess of
all fees and transaction costs with-
out regard to tax benefits.

(Ex. 122 at 9 (emphasis added)). That
representation was also made verba-
tim in the Certificate of Facts execut-
ed by Richard and Maureen Egan.
(Ex. 1766).

1271. That paragraph is template lan-
guage, and is also contained in the
Sidley Austin opinion letter. (Ex. 121
at 12).

1272. That representation was false
from both a subjective and objective
standpoint.

1278. From a subjective standpoint,
the Egans did not believe that they
had “a reasonable opportunity to earn
a profit from the option trades in ex-
cess of all fees and transaction costs
without regard to tax benefits.”
Moreover, the Egans did not rely on
the advice of the “Investment Advisor
[that is, Alpha] as to the probability of
the referenced property reaching cer-
tain price levels at which the Option
would be profitable,” nor did they con-
duct an “independent evaluation.”

1274. From an objective standpoint, as
described above, there was no reason-
able possibility of profit on the option
trades in excess of all fees and trans-




action costs and without regard to tax
benefits.

¢. Investor Representation
No. 3 Was False

1275. Paragraph 3 of the Investor Rep-
resentations in the Proskauer opinion
letter stated:

Each investor contributed his or her
membership interest in [Index] or
[Option] to [Fidelity High Tech] for
substantial non-tax business rea-
sons, including the short term risk
management of concentrated stock
positions.
(Ex. 122 at 9). That representation
was also made almost verbatim in the
Certificate of Facts executed by Mau-
reen Egan and Richard Egan. (Ex.
1766).

1276. That paragraph is template lan-
guage, and similar language is also
contained in the Sidley Austin opinion
letter. (Ex. 121 at 12).

1277. That representation was false
from both a subjective and objective
standpoint.

1278. From a subjective standpoint,
the Kgans did not enter into the
transaction for “substantial non-tax
business reasons,” or indeed any non-
tax business reasons; they did so sole-
ly to avoid taxes.

1279. From an objective standpoint,
there were no substantial non-tax
business reasons to enter into the
transaction. There was no reasonable
possibility of profit on the transaction,
and the transactions did not provide
“short term risk management of con-
centrated stock positions.”

d. Investor Representation No. 10
Was False or Misleading

1280. Paragraph 10 of the Investor
Representations in the Proskauer
opinion letter stated:

There existed no understanding,
agreement, obligation, or arrange-
ment pursuant to which any of the
parties described herein committed
to undertake all or any of the trans-
actions described herein upon the
happening of any other transaction,
except to the extent that owner of
the Options and Bank were contrac-
tually obligated to perform under
the Options in accordance with their
stated terms.

(Ex. 122 at 9). That representation
was also made verbatim in the Certifi-
cate of Facts executed by Maureen
Egan and Richard Egan. (Ex. 1766).

1281. That paragraph is template lan-

guage, and is also found essentially
verbatim in the Sidley Austin opinion
letter. (Ex. 121 at 13).

1282. The language is apparently in-

tended to provide a basis for the inap-
plicability of the step-transaction doc-
trine. In context, the representation
was misleading or false.

1283. If the language is construed to

mean only that there was no legal
obligation on the part of the Egans to
undertake any of the steps of the
transaction, it is literally true, but
misleading. The opinion itself recog-
nizes that the “binding commitment
test” is only one of three possible tests
in determining the applicability of the
step-transaction doctrine. (Ex. 122 at
36).

1284. 1If this language is construed to

mean that the Egans had no “under-
standing” or “arrangement” that the
parties would undertake the steps of
the transaction in a particular order
with a particular end result in mind,
the language is false. The Fidelity
High Tech transaction was a planned
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and choreographed transaction from
start to finish, and implemented for
the sole purpose of avoiding taxes.

e. The Date of the Original
Contribution of EMC
Stock Was False

1285, The High Tech Certificate of
Facts falsely stated that Richard and
Maureen Egan had contributed shares
of EMC stock to High Tech on Febru-
ary 7, 2001. Those shares were actu-
ally contributed on September 8, 2000.

1286. If the Proskauver opinion letter
had correectly stated that Fidelity
High Tech had been holding EMC
stock since September 8, 2000, it
would have been more obvious that
there was no business purpose for the
Egans to acquire options in Index A
and Option A, and then within days
thereafter transfer those options to
High Tech.

2. The Opinion Omilted FEssential
Facts

1287. The Proskauer opinion letter did
not include any facts concerning the
true purpose of the Fidelity High
Tech transaction, which was to create
an artificial step-up in basis in order
to reduce the Egans’ tax liability.
The omission of those facts was unrea-
sonable.

1288. The Proskauer opinion letter
did not include any facts concerning
the design and implementation of the
Fidelity High Tech transaction, in-
cluding the fact that it involved an
orchestrated series of steps that
were intended to occur in a particu-
lar order, and were executed in that
order. The omission of those facts
was unreasonable.

1289. The Proskauer opinion letter did
not include any facts concerning the

amounts of fees paid to Helios and
KPMG on the transaction. The omis-
sion of those facts was unreasonable.

1290. The opinion omitted any refer-
ence to the fees paid to Helios and
KPMG, even though it appeared to
recognize that a critical question was
whether the Egans had a reasonable
opportunity to earn a profit “in excess
of all fees and transaction costs.”

1291. The omission of the fees was de-
liberate, and was done at the instruc-
tion of Orrin Tilevitz to Michael
Swiader at Proskauer. (Ex. 1621).

3. Proskauer Knew That the Opinion
Contained False and Misleading
Factual Assumptions and Omitted
Critical Facts

1292. As described above, Ira Akselrad
of Proskauer personally provided sub-
stantial assistance in the design, mar-
keting, and development of the FDIS
strategy.

1298. As also described above, Aksel-
rad was personally substantially famil-
iar with the Fidelity High Tech trans-
action independent of the Certificate
of Facts executed by the Egans, in-
cluding the Egans’ purposes in enter-
ing into the transaction.

1294, Among other things, Akselrad
knew, or reasonably should have
known, (1) that the strategy involved
an elaborate series of planned steps to
execute; (2) that the Egans paid large
fees to Helios, KPMG, Refco, and oth-
ers in connection with the transaction;
(3) that the transaction was designed
and intended to generate an artificial
step-up in basis, and had no other
purpose; (4) that the transaction
served no genuine hedging or risk-
reduction function; and (5) that there
was no economic substance to the
transaction.




1295. Ira Akselrad therefore knew, or
reasonably should have known, that
the opinion letter contained false and
misleading factual assumptions and
omitted critical facts.

4. Richard Egan Did Not Read the
Certificate of Facts or the Pros-
kauer Opinion Letter

1296. Richard Egan did not read the
Certificate of Facts relating to the
High Tech transaction before signing
it. (R. Egan, 3:100-01).

1297. Richard Egan did not read the
legal opinion letter from Proskauer
relating to the High Tech transaction
at the time it was issued, and, in fact,
did not read it until the IRS initiated
an audit years after the opinion was
issued. (Id. at 3:76-77).

WW. The Sidley Austin Opinion for Fi-

delity International Was Based on
Unreasonable Factual Assump-
tions

1298. The Sidley Austin opinion letter
dated March 8, 2002, on the Fidelity
International transaction was based
on unreasonable factual assumptions,
including assumptions that the Egans
knew, or reasonably should have
known, were untrue.

1299. The Egans did not reasonably
rely on the March 8, 2002 Sidley Aus-
tin opinion letter for tax reporting
purposes.

1. The Opinion Contained False and
Misleading Factual Assumptions

1300. The Sidley Austin opinion letter
was purportedly based on factual rep-
resentations that were false and mis-
leading.

a. Investor Representation
No. 1 Was False

1301. Paragraph 1 of the Investor Rep-
resentations in the Sidley Austin opin-
ion letter stated:

Investor entered into the Transac-
tion for substantial non-tax busi-
ness reasons, predominately related
to offsetting various investment
risks associated with a large single
concentrated holding in a U.S. tech-
nology company, and to hedge
against currency fluctuations in in-
ternational markets in which this
technology company has significant
currency exposure due to sales. ...
Also investor has entered into cer-
tain Options to hedge against inter-
est rate fluctuations. . . .

(Ex. 121 at 12) (emphasis added).
That representation was also made
verbatim in paragraph 1 of the repre-
sentation letter signed by Richard
Egan relating to the Fidelity Interna-
tional transaction. (Ex. 78).

1302. That representation was false
from both a subjective and objective
standpoint.

1303. From a subjective standpoint,
the Egans did not enter info the
transactions for “substantial non-tax
business reasons,” or indeed any non-
tax business reasons; they did so sole-
1y to avoid income taxes.

1304. From an objective standpoint,
there were no substantial non-tax
business reasons to enter into the
transaction. The transactions did not
offset “various investment risks,” nor
was it reasonably designed to create
an effective hedge against “currency
fluctuations” or “interest rate fluctua-
tions.”
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b. Investor Representation
No. 2 Was False

1305. Paragraph 2 of the Investor Rep-
resentations in the Sidley Austin opin-
ion letter stated:

Based on advice of the Investment
Advisor as to the probability of the
referenced property reaching cer-
tain price levels at which the Op-
tions would be profitable and on
Investor’s own independent evalua-
tion, Investor believed that he had a
reasonable opportunity to earn a
reasonabple profit from the Transac-
tions in excess of all fees and trans-
action costs and without regard to
tax benefits.
(Ex. 121 (emphasis added)). That
representation was also made verba-
tim in paragraph 2 of the representa-
tion letter signed by Richard Egan
relating to the Fidelity International
transaction. (Ex. 78).

1306. That paragraph is template lan-
guage, and is also contained in the
Proskauer opinion letter. (Ex. 122 at
9).

1307. That representation was false
from both a subjective and an objec-
tive standpoint.

1308. From a subjective standpoint,
the Egans did not believe that they
had a “reasonable opportunity to earn
a reasonable profit from the transac-
tion in excess of all fees and transac-
tion costs and without regard to tax
benefits.” Moreover, the Egans did
not rely on the advice of the “Invest-
ment Advisor” as to “the probability
of the referenced property reaching
certain price levels at which the Op-
tions would be profitable,” nor did
they conduct an “independent evalua-
tion.”

1309. From an objective standpoint, as
described above, there was no reason-

able possibility of profit from the
transaction in excess of all fees and
transaction cots and without regard to
tax benefits.

¢. Investor Representation
No. 3 Was False

1310. Paragraph 3 of the Investor
Representations in the Sidley Aus-
tin opinion letter stated:

Investor contributed the member-
ship interest in World to [Fidelity]
International for substantial non-tax
business reasons. . . .
(Ex. 121 at 12). That representation
was also made verbatim in paragraph
8 of the representation letter signed
by Richard Egan relating to the Fi-
delity International transaction. (Ex.
78).

1311. That representation was false
from both a subjective and an objec-
tive standpoint.

1312. From a subjective standpoint,
the Egans did not enter into the
transaction for “substantial non-tax
business reasons,” or indeed any non-
tax business reasons; they did so sole-
ly to avoid taxes.

1313. From an objective standpoint,
there were no substantial non-tax
business reasons to contribute the
membership interest in World to Fi-
delity International.

d. Investor Representation No.
9 Was False or Misleading

1314. Paragraph 9 of the Investor Rep-
resentations in the Sidley Austin opin-
ion letter stated:

There existed no understanding,
agreement, obligation, or arrange-
ment pursuant to which any of the
parties described herein committed
to undertake all or any of the trans-



actions described herein upon the
happening of any other transaction,
except to the extent that Inves-
tor/World (and International as
transferee of Investor) and Coun-
terparty were contractually obligat-
ed to perform under the Options in
accordance with their stated terms.

(Ex. 121 at 13). That representation
was also made verbatim in paragraph
9 of the representation letter signed
by Richard Egan relating to the Fi-
delity International transaction. (Ex.
78).

1315. That paragraph is template lan-
guage, and is also found verbatim in
the Proskauer opinion letter. (Ex.
122 at 9).

1316. The language is apparently in-
tended to provide a basis for the inap-
plicability of the step-transaction doc-
trine. In context, the representation
was misleading or false.

1817. If the language is construed to
mean only that there was no legal
obligation on the part of the Egans to
undertake any of the steps of the
transaction, it is literally true, but
misleading. The opinion itself recog-
nizes that the “binding commitment
test” is only one of three possible tests
in determining the applicability of the
step-transaction doctrine. (Ex. 121).

1318. If this language is construed to
mean that the Egans had no “under-
standing” or “arrangement” that the
parties would undertake the steps of
the transaction in a particular order
with a particular end result in mind,
the language is false. The Fidelity
International transaction was a
planned and choreographed transac-
tion from start to finish, and imple-
mented for the sole purpose of avoid-
ing taxes.

2. The Opinion Omitted Essential
Facts

1319. The Sidley Austin opinion letter
did not include any facts concerning
the true purpose of the Fidelity Inter-
national transaction, which was to cre-
ate an artificial loss in order to reduce
the Egang’ tax liability. The omission
of those facts was unreasonable.

1320. The Sidley Austin opinion letter
did not include any facts concerning
the design and implementation of the
Fidelity International transaction, in-
cluding the fact that it involved an
orchestrated series of steps that were
intended to occur in a particular or-
der, and were executed in that order.
The omission of those facts was unrea-
sonable.

1321. The Sidley Austin opinion letter
did not include any facts concerning
the role of the foreign partner in the
transaction, including the fact the fact
that he invested no funds, bore no
risk, added no value, and was sepa-
rately compensated by the promoters
for his role in the transaction.

-1322. The Sidley Austin opinion letter

did not include any facts concerning
the amounts of fees to Helios and
KPMG on the transaction. The omis-
sion of those facts was unreasonable.

1323. The opinion omitted the fees paid
to Helios and KPMG, even though it
appeared to recognize that a critical
question was whether the Egans had
a reasonable opportunity to earn a
profit “in excess of all fees and trans-
action costs.”

3. Sidley Austin Knew That the
Opinion Contained False and Mis-
leading Factual Assumptions and
Omitted Critical Facts

1824. As described above, R.J. Ruble

of Sidley Austin personally provided
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substantial assistance in the design,
marketing, and development of the
FDIS strategy.

1325. As also described above, Ruble
was personally substantially familiar
with the Fidelity International trans-
action independent of the representa-
tion letter executed by Richard Egan,
including the Egans’ purposes in en-
tering into the transaction.

1826. Among other things, Ruble knew,
or reasonably should have known, (1)
that the strategy involved an elabo-
rate series of planned steps to exe-
cute; (2) that the Egans paid large
fees to Helios, KPMG, Refco, and oth-
ers in connection with the transaction;
(8) that Samuel Mahoney was not a
true partner; (4) that the transaction
was designed and intended to gener-
ate losses for tax purposes, and had
no other purpose; (5) that the trans-
action served no genuine hedging or
risk-reduction function; and (6) that
there was no economic substance to
the transaction.

1827. R.J. Ruble therefore knew, or
reasonably should have known, that
the opinion letter contained false and
misleading factual assumptions and
omitted critical facts.

4. Richard Egan Did Not Read the
Investor Representation Letter

1328. Paragraph 10 of the representa-
tion letter relating to the Fidelity
International transaction states as
follows: “Investor has reviewed the
description of the Transactions at-
tached hereto and such description is
accurate and materially complete.”
(Ex. 78).

1329. Richard Egan did not read the
representation letter relating to the
Fidelity International transaction be-
fore signing it. (R. Egan, 3:100).

XX. Both the Proskauer Opinion Let-

ter and the Sidley Austin Opinion
Letter Were Based on Unreason-
able Legal Assumptions

1330. The purported purpose of the
Proskaver and Sidley Austin opinion
letters was to advise the Egans of the
potential tax consequences of the Fi-
delity transactions.

1331. The April 5, 2002, Proskauer
opinion letter, among other things,
contained the following conclusions:

(1) “that for federal income tax pur-
poses it is more likely than not”
that the claimed step-up in basis
would be “used to compute gain on
the sale of the [stock in Fidelity
High Tech]”;

(2) that “[t]he sham transaction doc-
trine would not apply and, based on
the representations of [the Egans
and Alpha], the Transactions would
have the requisite business purpose
and economic substance”;

(8) that “[tlhe step transaction doc-
trine would not apply to recharac-
terize the Transactions™;

(4) that “there is a greater than 50
percent likelihood that the tax
treatment of the Transactions would
be upheld if challenged by the
IRS”; and

(5) the IRS “should not be successful
were it to assert a penalty against
an  Investor under  Section
6662(b)(2) or (8).”

(BEx. 122 at 10-12).

1332. The March 8, 2002 Sidley Austin
opinion letter, among other things,
contained the following conclusions:

(1) that “for federal income tax pur-
poses it is more likely than not”
that the claimed step-up in basis,




and the claimed allocations of gains
and losses, would be respected;

(2) that “[t]he sham transaction doc-
trine would not apply and, based on
the representations of Investor, the
Transactions would have the requi-
site business purpose and economic
substance”;

(3) that “[allthough the matter cannot
be entirely free from doubt because
of the factual nature of the inquiry,
on balance, the requisite profit mo-
tive exists to support the deduction
of any loss from the Transactions
under Code Section 165(c)(2) and
Code Section 183”;

(4) that “[tlhe step transaction doc-
trine would not apply to the Trans-
actions”;

(5) that “there is a greater than 50
percent likelihood that the tax
treatment of the Transactions would
be wupheld if challenged by the
IRS”; and

(6) that “the IRS should not be suec-
cessful were it to assert a penalty
against Investor Code Section
6662(0)(2) or (3) for positions taken
on Investor’s federal income tax re-
turn with respect to the Transac-
tions.” (Ex. 121 at 16-18).

1333. A reasonable opinion letter would
have laid out the likely positions that
would be asserted by the IRS, and
discussed the relevant authorities,
whether favorable or unfavorable, in
order to evaluate the likelihood that
the courts would uphold the positions
taken by the Egans.

1334. The opinion letters superficially

purport to discuss the relevant au-

thorities, but in reality their analysis
is incomplete, incorrect, and mislead-
ing in multiple respects.

1335. Furthermore, the opinion letters

were not written as a measured or

reasoned analysis of a likely legal out-
come, but rather as advocacy pieces
intended to defend a previously deter-
mined conelusion.

1336. For example, any reasonable and

experienced tax attorney would have
recognized that the IRS would assert
that the economic substance doctrine
(or a variant) would apply to the Fi-
delity High Tech and the Fidelity In-
ternational transactions. Both opin-
ion letters recognize that fact, and
both devote several pages to a pur-
ported analysis of that issue.

1837. The Proskauver opinion letter

concluded that the Fidelity High Tech
transaction would be upheld even if it
had no economic substance, as long as
the taxpayer was subjectively motivat-
ed by a business purpose other than
obtaining tax benefits. (Ex. 122 at
29). It then stated in conclusory fash-
ion that the Egans “contributed the
Options and the Stock to [High Techl,
and Maureen [Egan] contributed her
interest in [High Tech] to [MEE
Holdings], for substantial non-tax
business reasons including investment
management, risk control, and estate
planning purposes which reasons
would likely satisfy any business pur-
pose requirement for engaging in the
Transactions.” (Id. at 31).

1338. The Proskauer opinion letter

thus effectively assumed that the
transaction would be upheld as long as
the Egans represented that they sub-
jectively believed the transaction had
a business purpose.

1339. No reasonable tax attorney

would assume that a transaction of
that nature would be recognized and
upheld by the courts simply because
the taxpayer made a self-serving
statement about his or her supposed
business purpose.
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1340. Because Richard Egan was a
resident of Massachusetts, it should
have been obvious that there was a
substantial likelihood that the applica-
bility of the economic substance doc-
trine would be litigated in the First
Circuit. The opinion letter, however,
contains no mention of any relevant
First Circuit case law on the subject.
Among other things, the opinion letter
does not mention, much less analyze,
the First Circuit’s opinion in Dewees
2. Comm’r, 870 F.2d 21 (1st Cir.1989),
a tax shelter case in which the court
noted (in a discussion of Section
165(c)) that where the “objective fea~
tures of the situation are sufficiently
clear, self-serving statements from
taxpayers could make no legal differ-
ence.”

1841. Furthermore, and in any event,
Proskauer knew, or reasonably should
have known, that the Kgans subjec-
tively had no non-tax business reasons
or purposes for entering into the
transaction.

1342. The Sidley Austin opinion letter
indicated that different circuits took
different approaches to the economic
substance doctrine, but that the “cor-
rect” approach was to uphold the
transaction if it had either a business
purpose (a subjective inquiry) or eco-
nomic substance (an objective inqui-
ry). (Ex. 121 at 62). The opinion la-
ter, and inconsistently, stated that it is
“well-established that a transaction

. will not be respected for tax pur-
poses unless the transaction ... [has]

economic substance separate and dis-
tinet from the economic benefit de-
rived from the tax reduction.” (Id. at
70).
1348. Like the Proskauer opinion let-
ter, the Sidley Austin opinion letter
Egans’

addressed the purported

“business purpose” in conclusory fash-

ion:
Investor believed that he had a rea-
sonable opportunity to earn a rea-
sonaple profit, in excess of all fees
and transaction ecosts, from the
Transaction, without regard to tax
benefits. Also as stated above, In-
vestor contributed the Options to
International for substantial non-tax
business reasons, including hedging
of risk in a highly concentrated
stock, hedging currency risk as for-
eign markets made up an increas-
ingly large component of the busi-
ness in their concentrated holdings,
and hedging currency risk with re-
spect to a line of credit, the profes-
sional management provided by [Al-
pha], and the desire to create a
larger pool of capital through the
involvement of other investors such
as [Samuel Mahoney].

(Id. at 62).

1344. Like the Proskauer opinion let-
ter, the Sidley Austin opinion letter
did not mention the Dewees case, or
otherwise address the issue of wheth-
er the courts were likely to accept
self-serving statements from taxpay-
ers at face value.

1345. Like Proskauer, Sidley Austin
knew, or reasonably should have
known, that the Kgans subjectively
had no such business reasons or pur-
poses for entering into the transac-
tion.

1346. The discussion in the Proskauer
opinion letter concerning the “eco-
nomic substance” of the Fidelity High
Tech transaction contained virtually
no analysis of the actual facts of the
transaction. (Ex. 122 at 32-34).

1847. The discussion in the Sidley Aus-
tin opinion letter concerning the “eco-
nomic substanee” of the Fidelity In-




ternational  transaction contained
some factual analysis. (Ex. 121 at 70-
T7. That opinion letter, however, ig-
nored several critical issues, such as
whether the Fidelity International
transaction actually served a reason-
able hedging function, or whether the
Egans had a reasonable possibility of
profit in excess of fees and costs asso-
ciated with the transaction.

1348. The discussion in both opinion
letters as to whether the transactions
described in IRS Notice 200044 are
the “same as” or “substantially similar
to” the High Tech transaction was
incomplete and misleading. (Exs. 122
at 35; 121 at 93-98). Indeed, the
opinion letters disposed of the issue
summarily, with virtually no analysis.

1349. The Proskauer opinion letter
stated that in the Notice 2000-44
transaction, the contribution of the op-
tion spread “directly results in a tax
loss,” whereas in the High Tech trans-
action, “the increased outside basis re-
sulting from the contribution of the
option spread simply permits inves-
tors to avoid a taxable gain.” (Ex.
122 at 35). No explanation was given
as to why the creation of an artificial
basis step-up through the contribution
of an option spread is not “substantial-
ly similar” to the creation of an artifi-
cial loss through the contribution of an
option spread. Likewise, the opinion
letter stated that in Notice 2000-44,
the taxpayer’s net economic outlay
was described as “zero or nominal,”
whereas in the High Tech transaction
it was “far greater than ‘nominal’”
(Id.). Again, no explanation was giv-
en as to why a net economic outlay
that was a small fraction of the
claimed tax benefit is not “substantial-
ly similar” to an outlay that was
“nominal.”

1850. The Sidley Austin opinion letter
contained the same language verba-
tim. (Ex. 121 at 97-98).

1851. In summary, the neither opinion
letter provided a meaningful or coher-
ent analysis as to several critical is-
sues, including the applicability of the
economic substance doctrine.

1852. The lack of a meaningful or co-
herent analysis as to those issues was
deliberate. The authors of the opin-
ion letters knew that it was not likely
that the Fidelity High Tech or Fideli-
ty International transaction would
survive a legal challenge in which all
the underlying facts were made
known.

1353. The purpose of the opinion let-
ters was not to provide legal guidance,
but to provide a potential defense
against the imposition of penalties,
and thus to induce the taxpayer/inves-
tor to enter into the transaction.

1354. The Egans were highly sophisti-
cated and experienced taxpayers and
knew, or reasonably should have
known, that the legal analysis in the
opinion letters was not reasonable.

YY. The Egans Did Not Reasonably
Rely on Any Other Professional
Advisors for Tax Advice

1. The Egans Did Not Reasonably
Rely on the Tax Advice of KPMG

1355. The Egans did not reasonably
rely on KPMG for advice concerning
the tax reporting of the Fidelity High
Tech or Fidelity International trans-
actions.

1356. The Egans knew that KPMG
was a promoter of the tax shelter
strategies, and thus had an inherent
and obvious conflict of interest with
regard to rendering any tax advice.
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1357. The Egans did not seek or obtain
an opinion letter from KPMG as to
either the Fidelity High Tech or Fi-
delity International transactions

1358. The Egans deliberately avoided
obtaining such an opinion, out of con-
cerns that the IRS might obtain a
copy and use it as a “guide” to “get
information” about the transactions.
(Ex. 2536).

1859. In any event, the Egans deliber-
ately disregarded the advice of
KPMG. When KPMG required the
Fgans to make a tax shelter disclo-
sure with their 2001 individual tax
return pursuant to Temp. Treas. Reg.
§ 1.6011-4T, the Egans fired KPMG
rather than make the disclosure.
(Exs. 2785, 96, 98, 224).

2. The Egans Did Not Reasonably
Rely on the Tax Advice of RSM
McGladrey

1360. The Kgans did not reasonably
rely on RSM McGladrey for any tax
advice concerning the tax reporting of
the Fidelity High Tech or Fidelity
International transactions.

1361. The Egans knew, or reasonably
should have known, that RSM McGla-
drey had an inherent conflict of inter-
est with regard to rendering any tax
advice. The Egans knew that RSM
McGladrey had been referred to them
by James Haber, a prineipal promoter
of the tax shelter strategy. Haber
told Pat Shea that Ron Wainwright of
RSM MeGladrey had experience mar-
keting the tax shelter strategy. (Ex.
1419).

1362. Wainwright reviewed and signed
the Egans’ individual tax returns for
2001 within a matter of days, notwith-
standing the immense size of the re-
turns and the complexity of the under-

lying Fidelity High Tech or Fidelity
International transactions.

1363. The Egans did not seek or obtain
an opinion letter from RSM MecGla-
drey as to either the Fidelity High
Tech or Fidelity International trans-
actions.

3. The Egans Did Not Reasonably
Rely on the Tax Advice of Stepha-
nie Denby

1364. The KEgans did not reasonably
rely on Stephanie Denby for advice
concerning the tax reporting of the
Fidelity High Tech or Fidelity Inter-
national transactions.

1865. The Egans did not seek or obtain
an opinion letter from Stephanie Den-
by as to either the Fidelity High Tech
or Fidelity International transactions.

1366. The Egans knew, or reasonably
should have known, that Stephanie
Denby understood that the transac-
tions were so risky, and so unlikely to
survive IRS scrutiny, that they should
be concealed from the IRS to the
extent possible.

1367. Stephanie Denby knew, or rea-
sonably should have known, that the
legal advice that the Egans received
from Proskauer and Sidley Austin as
to the Fidelity High Tech and Fidelity
International transactions was not in-
dependent and was based on unrea-
sonable factual and legal assumptions.

IV. CONCLUSIONS OF LAW

A. Jurisdiction and Nature of Proceed-

ing

Il ! The Court has jurisdiction
over this matter pursuant to 26 U.S.C.
§ 6226(b), (&), and (f), and 28 U.S.C.
§ 1346(e).

2. 'This case is governed by the part-
nership provisions of the Tax Equity




and Fiscal Responsibility Act of 1982
(“TEFRA”), now codified in relevant
part at 26 US.C. §§ 6221-6234.
Since the enactment of TEFRA, the
Code provides for a “unified proceed-
ing in which all items of partnership
income, loss, deduction, or credit that
affect each partner’s tax liability
would be uniformly adjusted at the
partnership level.” Chef’s Choice Pro-
duce, Lid. v. Comm’r, 95 T.C. 388, 393
1990); Harrell v. Comm™, 91 T.C.
242, 243 (1988); see 26 U.S.C. § 6221.

3. This Court has jurisdiction to deter-
mine all “partnership items” of Fideli-
ty High Tech and Fidelity Interna-
tional that were raised in the FPAAs.
26 U.S.C. §§ 6221, 6226(f). A “part-
nership item,” in substance, is an item
“required to be taken into account” by
the partnership for tax purposes. Id.
§ 6231(a)(3). Among other things, this
Court has jurisdiction to determine
whether the partnership was a sham
or lacked economic substance and
should be disregarded for tax pur-
poses. Petaluma FX Partners, LLC
v. Comm’, 591 F.3d 649, 652-54
(D.C.Cir.2010).

4. Determinations made as to partner-
ship items in a partnership-level pro-
ceeding are conclusive and binding on
all partners. 26 U.S.C. § 6230(c)(4);
Stobie Creek Invs., LLC v. United
States, 2008 U.S. Claims LEXIS 75, at
*13 (Fed.C1.2008).

5. “Affected item” means “any item to
the extent such item is affected by a
partnership  item.” 26 US.C.
§ 6231(a)5). Nonpartnership items
and affected items are resolved in sep-
arate proceedings following the part-
nership-level proceeding, although
they may be controlled by any deter-
minations made at the partnership
level. See Petaluma FX, 591 F.3d at

B.

655; Monahan v. Comm’r, 321 F.8d
1063, 1066 (11th Cir.2003).

Thus, after the completion of a part-
nership-level proceeding, adjustments
to partners’ tax items are made based
upon the adjustments to partnership
items. If a taxpayer believes that the
IRS has made a computational error,
or has erroneously imposed a penalty,
the partner may then bring a separate
proceeding. See 26 U.S.C. § 6230(c).
In such a proceeding, however, there
is no review of the substantive part-
nership issues, as the partnership-lev-
el determinations are conclusive. Id.
§ 6230(c)(4).

The Economic Substance Doctrine

1. The Docirine Generally
Il 7 As a general matter, transac-

tions that are shams, or without eco-
nomic substance, will not be recog-
nized under the Internal Revenue
Code. That principle originates in the
Supreme Court’s holding in Gregory
v. Helvering, 293 U.S. 465, 55 S.Ct.
266, 79 L.Ed. 596 (1935).

In Gregory, the Supreme Court af-
firmed the denial of claimed deduc-
tions for losses and expenses incurred
in a corporate reorganization. The
Court affirmed the denial, even
though the taxpayers followed the lit-
eral requirements of the Internal Rev-
enue Code for the reorganization, be-
cause the transaction was a “mere
device” for the “consummation of a
preconceived plan” and not a reorga-
nization within the intent of the Code.
Id. at 469, 55 S.Ct. 266. The Court
noted:

The legal right of a taxpayer to

decrease the amount of what other-

wise would be his taxes, or altogeth-
er avoid them, by means which the
law permits, cannot be doubted. . ..



But the question for determination
is whether what was done, apart
from the tax motive, was the thing
which the statute intended.

Id. The Court went on to conclude:

In these circumstances, the facts
speak for themselves and are sus-
ceptible of but one interpretation.
The whole undertaking ... was in
fact an elaborate and devious form
of conveyance masquerading as a
corporate reorganization, and noth-
ing else. The rule which excludes
from congideration the motive of tax
avoidance is not pertinent to the
situation, because the transaction
upon its face lies outside the plain
intent of the statute. To hold oth-
erwise would be to exalt artifice
above reality and to deprive the
statutory provision in question of all
serious purpose.

Id. at 470, 55 S.Ct. 266.

9. Similarly, in Knetsch v United
States, 364 U.S. 361, 366, 81 S.Ct. 132,
5 L.Ed.2d 128 (1960), the Supreme
Court affirmed the denial of claimed
deductions arising out of a transaction
in which a taxpayer purported to bor-
row money and pay interest to acquire
an annuity, but was “lent” back a sub-
stantial portion of the “interest” pay-
ments. The Court held that the
transaction was a “fiction” with “noth-
ing of substance,” and that it was a
“sham” and would not be recognized.
Id. The Court rejected the taxpayer’s
argument that the statute sanctioned
the claimed tax deductions and re-
fused to “attribute to Congress” a
statutory meaning that did not “plain-
ly” appear. Id. at 367, 81 S.Ct. 132.
The Court said that it had “look{ed] in
vain” for evidence of congressional in-
tent “to authorize the deduction of

payments made under sham transac-
tions.” Id.

10. By contrast, in Frank Lyon Co. v.

United States, 435 U.S. 561, 98 S.Ct.
1291, 55 L.Ed.2d 550 (1978), the Su-
preme Court noted:

[W]here ... there is a genuine mul-
tiple-party transaction with econom-
ic substance which is compelled or
encouraged by business or regulato-
ry realities, is imbued with tax-inde-
pendent considerations, and is not
shaped solely by tax avoidance fea-
tures that have meaningless labels
attached, the Government should
honor the allocation of rights and
duties effected by the parties.
Id. at 583-84, 98 S.Ct. 1291.

11. In short, the economic substance

doctrine “prevent[s] taxpayers from
subverting the legislative purpose of
the tax code by engaging in transac-
tions that are fictitious or lack eco-
nomic reality simply to reap a tax
benefit.” Coltec Indus., Inc. v. Unit-
ed Stotes, 454 F.8d 1340, 1353-54
(F'ed.Cir.2006). Although the basic
principle is clear, the precise nature of
the doctrine has never been articulat-
ed by the Supreme Court, and has
been framed in a bewildering variety
of formulations by the courts. In-
deed, even the name of the doctrine—
which is sometimes called the sham
transaction doctrine—has never been
settled.

12. Nonetheless, many -circuits have

adopted some version of a two-part
test that takes into account both the
taxpayer’s subjective intent (that is,
whether the taxpayer subjectively had
a non-tax business purpose for trans-
action) and the objective features of
the transaction (that is, whether the
transaction from an objective stand-
point had a reasonable possibility of




profit or otherwise reasonably served
a non-tax business function). Seg,
e.g., ACM P’ship v. Comm’r, 157 F.3d
231, 247 (3d Cir.1998) (the subjective
and objective factors are “related fac-
tors both of which inform the analysis
of whether the transaction had suffi-
cient substance, apart from its tax
consequences, to be respeected for tax
purposes”); James v. Comm’r, 899
F.2d 905, 908-09 (10th Cir.1990) (“The
better approach ... holds that the
consideration of business purpose and
economic substance are simply more
precise factors to consider in the [de-
termination of] whether the transae-
tion had any practical economic effects
other than the creation of income tax
losses.” (quotation omitted)); Shriver
v. Comm’r, 899 F.2d 724, 725-27 (8th
Cir.1990) (the objective and subjective
prongs are simply factors to be con-
sidered when determining whether a
transaction has economic substance);
Bail Bonds by Marvin Nelson, Inc. v.
Comm’r, 820 F.2d 1543, 1549 (9th Cir.
1987) (“In determining whether a
transaction is a sham, courts typically
focus on two related factors: 1) has
the taxpayer shown that it had a busi-
ness purpose for engaging in the
transaction other than tax avoidance?
2) has the taxpayer shown that the
transaction had economic substance
beyond the creation of tax benefits?”);
see also Compaq Computer Corp. v.
Comm™, 277 F.3d 778, 781-82 (5th
Cir.2001) (noting existence of compet-
ing tests but finding it unnecessary to
decide issue).

18. The Federal Circuit has held that a
lack of objective economic substance is
sufficlent by itself to disqualify a
transaction without proof that the tax-
payer’s sole motive is tax avoidance.
Coltec, 454 F.3d at 1355; accord Jade
Trading, LLC v United States, 598

F3d 1372, 13876-77 (Fed.Cir.2010).
The court has emphasized, however,
that a transaction can also be disre-
garded as an economic sham “if the
taxpayer’s sole subjective motivation
is tax avoidance even if the transac-
tion has economic substance.” Coltec,
454 F.3d at 1855; see also Dow Chem-
ical Co. v. United States, 435 F.3d
594, 599 (6th Cir.2006) (“The proper
standard in determining if a transac-
tion is a sham is whether the transac-
tion has any practicable economic ef-
fects other than the ereation of income
tax losses.” (quotation omitted));
Winn—Dixie Stores, Inc. v. Comm',
254 F.3d 1318, 1316 (11th Cir.2001)
(the economic-substance doctrine pro-
vides that a transaction is not entitled
to tax respect if it lacks economic
effects or substance other than the
generation of tax benefits, or if the
transaction serves no business pur-
pose); ASA Investerings P’ship v.
Comm’, 201 FJ3d 505 511-12
(D.C.Cir.2000) (“[TThe absence of a
nontax business purpose is fatal.”).

14. The Fourth Circuit, by contrast,

employs a more rigid two-part test for
disregarding a transaction under the
economic substance doctrine. The
first prong looks to whether the trans-
action could generate a reasonable
possibility of profit (an objective inqui-
ry) and the second prong considers
whether the transaction had a tax-
independent business purpose (a sub-
jective inquiry). The transaction
must fail both prongs before it can be
disregarded as lacking economic sub-
stance. Rice’s Toyota World, Inc. v.
Comm’™, 7562 F.2d 89, 91-92 (4th Cir.
1985); see also Black & Decker Corp.
v. United States, 436 F.3d 431, 441
(4th Cir.2006).
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2,

The Doctrine in the First Circuit

Il 15 The First Circuit appears to

have adopted & version of the econom-
ic substance doctrine that looks to
both the subjective and objective fea-
tures of the transaction, without a rig-
id two-part test. See generally Dewees
2. Comym/’r, 870 F.2d 21 (1st Cir.1989)
(Breyer, J.).

16. In Dewees, the court considered a

tax shelter scheme involving straddle
trades on the London Metals Ex-
change. The Tax Court had disal-
lowed loss deductions on the grounds
that the transactions “were shams,
without economic substance,” and be-
cause the transactions were not “en-
tered into for profit” within the mean-
ing of Sections 108 and 165 of the
Internal Revenue Code. Id. at 22.

17. The Dewees court noted that the

existence of the economic substance
doctrine (which it called the “sham in
substance” doctrine) had its origins in
the Supreme Court’s decision in Greg-
ory v. Helvering and cited later deci-
sions, including Knetsch. Id. at 29—
30. It then upheld the Tax Court’s
finding that the transaction was a
sham. In making that analysis, the
court considered both the objective
features of the transaction and the
subjective intent of the participants.

18. First, the court noted that Dew-

eeg’s case was one of 1,100 similay
transactions, and that the Tax Court
was free to draw “reasonable conclu-
sions” from the “general pattern” of
the transactions. The court concluded
that the pattern “is one designed to
produce tax gains ... not ... real
gains.” Id. at 31.

19. Second, the court noted that the

promoters of the scheme advertised it
as a program “designed (1) to convert
ordinary income into capital gain, and

(2) to defer capital gain taxable in the
present year to (possibly long-term)
capital gain taxed in future years.”
Id. Tt also noted that “[n]othing in the
brochures suggests that the brokers
would try to make real profits or that
the investors risked significant real
losses.” Id. It concluded:

Whether or not the Deweeses them-
selves received these promotional
materials, they provide evidence of
the general nature and purpose of
the trading strategy, especially
since the results of the actual trans-
actions so closely mirror the pro-
moters’ claims.

Id.

20. Third, the Court noted that al-

21

though the scheme included the open-
ing of a margin account, “none of the
1,100 investors ever received a ‘margin
call’ from his broker.” Id.

This fact is evidence that the bro-
kers did not believe any investor
would lose more money than his
initial margin deposit would cover.
These facts also suggest that the
investment program achieved only
what the promotional materials
seemed to promise, namely a tax
loss for a set fee, without exposing
the investors to real risks and gains.

1d.
Fourth, the court observed:

[Allthough the investors’ account
balances at times showed net profits
or losses, in each case, after com-
pleting the whole series of transac-
tions, no investor received any net
profit, end mo investor was ever
asked to pay a loss, beyond the
wmitial margin deposit. And, no
broker ever returned any of the
initial margin deposit to an investor.

Id.




22. The court went on to note that
none of the 1,100 investors’ trading
records showed “any evidence of the
real risks, profits, and losses” that
“genuine” speculation would create.

And the odds against the trades of
1,100 genuine speculators, seeking
real profits, just happening to fit
the pattern of [the taxpayer’s] trad-
ing, and just happening to lose ex-
actly the amount of their margin
deposits, must be phenomenal. It
might not be reasonable to think a
coin was unbalanced because it
lands “heads” once, but that conclu-
sion becomes far more reasonable
when “heads” turns up 1,100 times
in a row.

Id. at 32.

23. It then concluded that “[tThese fea-
tures of the case are sufficient, in our
view, to permit the Tax Court to find
these transactions to be ‘shams.’” Id.

24, The Dewees court thus upheld the
finding of a sham transaction based
both on the objective features of the
transactions viewed as a whole (that
is, considering all 1,100 transactions,
not merely those of the specific tax-
payers) and on the subjective intent of
the promoters (that is, even without
regard to the subjective intent of the
taxpayers).

25. The Dewees court then took up the
question of whether the transactions
were “entered into for profit” within
the meaning of Sections 108 or 165(c),
which was a prerequisite for the de-
ductibility of any losses. Id. at 33-36.
Among other things, the court consid-
ered whether the taxpayers were enti-
tled to a hearing on their subjective
motives. The court held that no such
hearing was necessary, for three rea-
sons. Id. at 34-36.

26. First, it held that “[wlhere the ob-
jective features of the situation are
sufficiently clear, [the Tax Court] has
the legal power to say that self-serv-
ing statements from taxpayers could
make no legal difference, and that it
would find the transaction was not
primarily for profit, regardless of any
such statements.” Id. at 35 (quotation
omitted). Second, “a taxpayer cannot
deduct a ‘sham transaction’ loss, irre-
spective of ‘his subjective profit mo-
tive.” Id. Third, the Tax Court could
employ a traditional ‘sham in sub-
stance’ analysis, without regard to the
statutory framework. Id. at 36.

27. The Dewees court did not expressly
formulate a test for application of the
economic substance (or sham transac-
tion) doctrine. It is nonetheless clear
that (1) the experiences of other tax-
payers in an alleged tax shelter
scheme may be considered in deter-
mining whether the scheme is a sham;
and (2) the subjective intentions of the
promoters of the scheme may also be
considered for the same purpose. If
the overall features and pattern of the
tax shelter scheme, and the subjective
intentions of its promoters, may be
considered in making that determina-
tion, it also follows, as a matter of
logic, that (1) the objective features of
the specific taxpayer’s transactions
may be considered for the same pur-
pose, and (2) the subjective intentions
of the specific taxpayer may also be
considered.

28. Plaintiffs rely on a trio of older
First Circuit opinions for the proposi-
tion that a transaction that is not ficti-
tious should be upheld, without regard
to the subjective intent of the taxpay-
er. See Stone v. Comm’, 360 F.2d
787, 740 (Ist Cir.1966); Fabreeka
Products Co. v. Comm/’r, 294 F .24 876,
878-79 (Ist Cir.1961); Gramite Trust
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Co. v. United States, 238 F.2d 670, 678
(1st Cir.1956). The Court notes that
there is no evidence that the Egans or
their advisors were even aware of
those cases during the design and im-
plementation of the transactions, or
that they relied upon the cases in
their tax treatment decisions.

29. In Grawite Trust, a taxpayer di-

vested itself of some of its shares of
stock in a corporation through sales
and gifts. Despite a clear tax-avoid-
ance motive, the court held that the
transactions were not factual econom-
ic shams, and that congressional in-
tent favored the taxpayer. 238 F.2d
at 675-77. The court observed that a
transaction that is “not fictitious or so
lacking in substance as to be anything
different from what they purported to
be” should be given effect under the
tax code. Id. at 678.

30. In Fabreeka Products, the taxpay-

er bought bonds at a premium, using
working capital to pay for the premi-
um portion of the purchase price. It
borrowed the remainder of the pur-
chase price from a bank, pledging the
bonds as collateral for the loan, and
prepaid all interest on the loan. At
the time, the tax code allowed taxpay-
ers to amortize the bond premium,
and Fabreeka claimed a deduction for
this amount. Fabreeka then distrib-
uted the bonds (still subject to the
loan) to its stockholders as a dividend.
The stockholders then sold the bonds
receiving essentially the same premi-
um that Fabreeka had paid for them,
and retained this premium after pay-
ing off the loan. In effect, Fabreeka
managed to take a deduction for
amounts that it distributed to its
stockholders as dividends. The court
found that the taxpayer “incurred ful-
Iy all of the risks of ownership,” and
that the “exposure” to risks was “the

very matter for which the [applicable]
statute provided the deduction.” 294
F.2d at 878. The court also observed
that “unless Congress makes it abun-
dantly clear, we do not think tax con-
sequences should be dependent upon
the discovery of a purpose, or a state
of mind, whether it be elaborate or
simple.” Id.

In Stone, the taxpayers borrowed
bank money, bought bonds from a
broker, kept them beyond the mini-
mum 30 days required for a call,
pledged the bonds to the bank, gave
the bonds subject to the bank loan to
a family charity, and deducted both
the bond amortization premium and
the charitable contributions. The
charity then sold the bonds to the
same broker, paid the bank, and kept
essentially the amount of the premi-
um. The broker immediately resold
the same bonds to the taxpayers, who
executed a new loan and pledge, and
so on, following the cycle four times in
each taxable year. Reversing the tax
court’s disallowance of the deductions
beyond the first transaction, the Stone
court cited a Fourth Circuit case,
Halle v. United States, 346 F.2d 543,
551 (4th Cir.1965), also relating to
amortizable bond premiums, for the
proposition that the Court should not
“attempt to formulate a rule appor-
tioning to a taxpayer the benefit clear-
ly provided by Congress.” Stone, 360
F.2d at 740.

82. The Dewees court did not expressly

overrule the Gramite Trust, Fabrecka
Products, or Stone cases, or indeed
even mention them. Those cases may
be distinguished based on their partic-
ular facts and the relevant congres-
sional intent; certainly, there is no
evidence whatsoever that Congress in-




tended the results the plaintiff seeks
here.

33. It is also accurate to state, howev-
er, that the Dewees opinion effectively
overruled those cases, at least as to
the broad contours of the economic
substance doctrine. The Dewees opin-
ion is in accordance with the modern
view, shared by most circuits, that the
courts may take into account both ob-
jective and subjective factors in as-
sessing whether a particular transac-
tion had economic substance, or was a
sham. To the extent that the three
older cases may be read to support
the proposition that a taxpayer’s sub-
Jjective intent is irrelevant, that propo-
sition cannot survive the holding or
the reasoning of Dewees. Put another
way, the opinion in Dewees cannot be
read in a way that would permit this
Court to uphold a transaction simply
because it was not fictitious, or not
“different from what [it] purported to
be,” without regard to all the objective
features of the transaction or the tax-
payer’s subjective intent.

34, In the absence of more specific
guidance from the Supreme Court or
the First Cireuit, this Court will con-
sider both the objective features of
the transactions and the subjective in-
tent of the participants, including the
overall features of the tax shelter
scheme and the intentions of the pro-
moters. Under the -circumstances
presented here, it is not necessary to
decide what degree of weight should
be accorded to any particular factor,
or whether the objective or subjective
features, standing alone, would be suf-
ficient to support a finding of a lack of
economic substance or a sham. Un-
der either an objective or subjective
analysis, the transactions were with-
out economic substance and were
shams. For the sake of convenience,

the Court will use the term “economic
substance doctrine” rather than
“sham transaction doctrine.”

3. The Objective Inquiry
Bl 35 The objective aspect of the

economic substance inquiry normally
focuses on whether the transaction
had a reasonable possibility of a prof-
it. See Coltec, 454 F.3d at 1356;
Black & Decker Corp., 436 F.3d at
441-42; ACM P’ship, 157 F.8d at
248-49; Dewees, 870 F.2d at 32. A
transaction reasonably designed to
serve other legitimate business inter-
ests, such as presentation of capital or
mitigation of risk, would also suffice
for these purposes.

36. The question is whether there was

a “reasonable” possibility of profit, not
a mere possibility. A transaction
lacks objective economic substance if
it does not “appreciably affect” a tax-
payer’s beneficial interest except to
reduce his taxes. Knetsch, 364 U.S.
at 366, 81 S.Ct. 132; ACM P’ship, 157
F3d at 248. A de minimis economic
effect is insufficient. Knetsch, 364
U.S. at 365-66, 81 S.Ct. 132 (finding
transaction involving leveraged annui-
ties to be a “sham” because possible
$1,000 cash value of annuities at matu-
rity was “relative pittance” compared
to purported value of annuities); ASA
Inwesterings P’ship, 201 F.3d at 514;
ACM P’ship, 157 F.3d at 251-52.

87. In making its objective inquiry, the

court should view the transaction from
the standpoint of a “prudent” or “ra-
tional” business person—for example,
by .considering whether a prudent or
rational investor would engage in the
transaction with a belief that profits
could be earned. See Gilman .
Comm’r, 983 F.2d 143, 14647 (2nd
Cir.1991) (requiring the plaintiff to
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demonstrate that a prudent investor
could have concluded that there was a
realistic opportunity for a profit); Sto-
bie Creek Invs., LLC v. United States,
82 Fed.Cl. 636, 672-73 (2008) (requir-
ing determination from standpoint of
prudent investor); Long Term Capi-
tal Holdings v Unaited States, 330
F.Supp.2d 122, 172 (D.Conn.2004).

38. Thus, there must be an objective

inquiry into economic reality that
would ask “whether a reasonable pos-
sibility of profit from the transaction
existed” and “whether the transaction
hag realistic financial benefit.” Coltec,
454 F.3d at 1356 & n. 16 (internal
quotations omitted). The transaction
will be recognized for tax purposes
only if, from the perspective of a ra-
tional economic investor, the “transac-
tion offers a reasonable opportunity
for economic profit, that is, profit ex-
clusive of tax benefits.” Long Term
Capital Holdings, 330 F.Supp.2d at
172; see also Jade Trading, 598 F.3d
at 1377 (noting that a paired option
transaction “was virtually guaranteed
to be unprofitable” and that “[n]o rea-
sonable investor would engage in such
a transaction to earn a profit”).

39. In determining whether there was

a reasonable possibility of profit, all
reasonably anticipated expenses and
costs associated with the transaction
that produced the tax benefits must
be taken into account. See Stobie
Creek, 82 Fed.Cl. at 691 (“[A] reason-
able investor would take into account
all of the costs and fees associated
with entering and completing the
transaction in evaluating whether an
investment has a reasonable possibili-
ty of making a profit.”); Long Term
Capital Holdings, 330 F.Supp.2d at
175-84.

40. A negative expected rate of return

is evidence of a lack of a “reasonable

possibility” of profit. See Dow Chem-
ical Co., 435 F.3d at 601-02 (holding
that a life insurance plan lacked eco-
nomic substance in part because it
was cash-flow-negative in all relevant
years); Stobie Creek, 82 Fed.Cl. at
696 (a negative expected return indi-
cates “s cant profit potential,” and the
transactions therefore must be disre-
garded for tax purposes); Long Term
Capital Holdings, 330 F.Supp.2d at
181-86 (rejecting taxpayer’s transac-
tion in part because it produced an
expected return far below what a rea-
sonable economic actor would accept).

4. The Subjective Inquiry
Il 41 The other aspect of the

economic substance inquiry examines
the taxpayer’s subjective business
purpose—that is, “whether the tax-
payers have shown that they had a
business purpose for engaging in the
transaction other than tax avoidance.”
Casebeer v. Comm’s, 909 F.2d 13860,
1363-64 (9th Cir.1990).

42. In determining the taxpayer’s sub-

jective purpose, the Court may consid-
er, among other things, evidence of
the experience and sophistication of
the taxpayer. See id. at 1364. Where
a taxpayer is sophisticated in econom-
ics and/or taxation, entering into a
transaction with no reasonable pros-
pect of profit is strong evidence of the
taxpayer’s true tax-avoidance motiva-
tion. See Long Term Capital Hold-
ings, 330 F.Supp.2d at 186 (“[Tlhe
absence of reasonableness sheds light
on Long Term’s subjective motivation,
particularly given the high level of
sophistication possessed by Long
Term’s principals in matters econom-
ie™.




C. The Treatment of Sham Partner-
ships

B 43 An entity is a sham and
will not be recognized for tax pur-
poses “if it is fictitious or if it has no
business purpose ... other than the
creation of tax deductions.” Ferguson
2. Comm', 29 F.3d 98, 101 (2d Cir.
1994) (quotation omitted); accord
Boca Investerings P’Ship v. United
States, 314 F.3d 625, 632 (D.C.Cir.
2003) (“In order to satisfy the legal
test for this kind of partnership,
[there must be] a non-tax business
purpose need for the partnership in
order to accomplish the goals of the
partners.”); Merryman v. Comm’r,
878 F.2d 879, 881 (5th Cir.1989).

44. The “basic inquiry ... [is] .
whether, all facts considered, the par-
ties intended to join together as part-
ners to conduct business activity for a
purpose other than tax avoidance.”
ASA Investerings, 201 ¥.3d at 513;
see Comm’ v. Culbertson, 337 U.S.
738, 742, 69 S.Ct. 1210, 93 L.Ed. 1659
(1949) (the inquiry turns on whether
“the parties in good faith and acting
with a business purpose intended to
join together in the present conduct of
the enterprise”); Comm’» v. Tower,
327 U.S. 280, 287, 66 S.Ct. 532, 90
L.Ed. 670 (1946) (“[Tlhe question ...
fis] whether the partners really and
truly intended to join together for the
purpose of earrying on business and
sharing in the profits or losses or
both.”); Andantech L.L.C. v. Comm/’,
331 F.3d 972, 978-79 (D.C.Cir.2003)
(partnership disregarded because for-
eign partners did not intend to join
together to share in profits and losses
of the business but instead were well-
compensated to facilitate the tax
avoidance feature of the transaction).
The “absence of a nontax business

purpose is fatal” ASA Inwvesterings,
201 F.8d at 512.

45. Merely engaging in business activi-

ty is not sufficient to validate a part-
nership. Id. The pursuit of business
activity in furtherance of tax avoid-
ance “is no more a business purpose
than actually engaging in tax avoid-
ance.” Id. at 513 n. 6; see TIFD III-
E, Inc. v. United States, 459 F.3d 220,
232 (2d Cir.2006) (“The IRS’s chal-
lenge to the taxpayer’s characteriza-
tion is not foreclosed merely because
the taxpayer can point to the exis-
tence of some business purpose or
objective in addition to its tax-avoid-
ance objective.”).

46. If a partnership is found to be a

sham, the partnership should be disre-
garded, and the partnersghip’s activi-
ties are deemed to be engaged in by
one or more of the partners.

D. The Step Transaction Doclrine
B /{7 The step transaction doc-

trine is “a judicial manifestation of the
more general tax law ideal that effect
should be given to the substance,
rather than the form, of a transaction,
‘by ignoring for tax purposes, steps of
an integrated transaction.’” Falcon-
wood Corp. v. United States, 422 F.3d
1339, 1349 (Fed.Cir.2005) (quoting
Dietzsch v. United States, 204 Ct.CL
535, 498 F.2d 1344, 1346 (1974)); see
also Stobie Creek, 82 Fed.Cl. at 698-
99; King Ewnters, Inc. v. United
States, 189 Ct.Cl. 466, 418 F.2d 511,
516 n. 6 (1969).

48. “The [step transaction] doctrine

treats the steps in a series of formally
separate but related transactions in-
volving the transfer of property as a
single transaction, if all the steps are
substantially linked. Rather than
viewing each step as an isolated inci-



dent, the steps are viewed together as
components of an overall plan.” Long
Term  Capital  Holdings, 330
F.Supp.2d at 191 (quoting Greene v.
United States, 13 F.3d 577, 583 (2d
Cir.1994)). Thus, under the doctrine,
“interrelated yet formally distinct
steps in an integrated transaction may
not be considered independently of
the overall transaction.” Falconwood,
422 F.3d at 1349 (quoting Comum’r v.
Clark, 489 U.S. 726, 738, 109 S.Ct.
1455, 103 L.Ed.2d 753 (1989)).

49. The step transaction doctrine has
three tests—(1) the “end result” test;
(2) the “interdependence” test; and
(8) the “binding commitment” test.
The three tests “may have different
meanings in different contexts” and
apply differently to different sub-
stantive provisions of the Code. Fal-
conwood, 422 F.3d at 1349-50. In
evaluating whether steps should be
combined, particular scrutiny is giv-
en to steps taken between related
parties. United States v. Gen. Geo-
physical Co., 296 F.2d 86, 89 (6th
Cir.1961). Two of the tests are rele-
vant here: the “interdependence”
test and the “end-result” test.

1. The “Interdependence” Test

B 50 The “interdependence”
test focuses on the relationship be-
tween the steps that a taxpayer has
taken, examining whether they “were
so interdependent that the legal rela-
tions created by one transaction would
have been fruitless without a comple-
tion of the series.” Falconwood, 422
F.8d at 1349 (quotation omitted); see
also Associated Wholesale Grocers,
Inc. v. United States, 927 F.2d 1517,
1523 (10th Cir.1991). Application of
the test is “especially proper where

. it is unlikely that any one step
would have been undertaken except in

contemplation of the other integrating
acts.” Kuper v. Comm™, 533 F.2d
152, 156 (5th Cir.1976). Courts apply-
ing this test have examined whether
each of the steps under scrutiny had a
“reasoned  economic  justification
standing alone.” Security Indus.,
Ins. Co. v. United States, 702 F.2d
1234, 1247 (5th Cir.1983). Any inter-
mediate step that lacks such a justifi-
cation is a candidate for elimination
under the step transaction doctrine.
See, e.g., True v. United States, 190
F.3d 1165, 1178-79 (10th Cir.1999).

2. The “End Result” Test
B 5 The “end-result” test ap-

plies when separate transactions were
“really component parts of a single
transaction intended from the outset
to be taken for the purpose of reach-
ing the ultimate result.” Falconwood,
422 F.3d at 1349 (quotation omitted).
When the test is met, “purportedly
separate transactions will be amal-
gamated into a single transaction.”
King Enters., 418 F.2d at 516 (quota-
tion omitted). Subjective intent “is
especially relevant ... because it al-
lows [a court] to determine whether
the taxpayer directed a series of
transactions to an intended purpose.”
True, 190 F.3d at 1175.

The Partnership
Rules—Treasury
§ 1.701-2

Anti-Abuse
Regulation

Bl 52 As acomplement to the com-

mon-law doctrines addressed above,
the Treasury Department has issued
Treasury Regulation § 1.701-2, which
establishes an “anti-abuse” rule for
partnerships. In substance, the regu-
lation authorizes the IRS to disallow
or recast partnership transactions
that have tax consequences that are




inconsistent with the intent of sub-
chapter K.
53. The regulation provides that a
“partnership must be bona fide and
each partnership transaction ... must
be entered into for a substantial busi-
ness purpose.” Id § 1.701-2(a)(1).
The regulation goes on to provide that
the IRS may recast a transaction for
federal tax purposes “if a partnership
is formed or availed of in connection
with a transaction a principal purpose
of which is to reduce substantially the
present value of the partners’ aggre-
gate federal tax liability in a manner
that is inconsistent with the intent of
subchapter K.” Id. § 1.701-2(b).
Among other things, the IRS may de-
termine that
[t]he purported partnership should
be disregarded in whole or in part,
and the partnership’s assets and ac-
tivities should be considered, in
whole or in part, to be owned and
conducted, respectively, by one or
more of its purported partnersi.]
Id. § 1.701-2(b)(1).
54. Whether such treatment is appro-
priate depends “on all of the facts and
circumstances, including a comparison
of the purported business purpose for
a transaction and the claimed tax ben-
efits resulting from the transaction.”
Id. § 1.701-2(¢). The factors to be
considered in the analysis include
whether—
(1) The present value of the part-
ners’ aggregate federal tax liability
is substantially less than had the
partners owned the partnership’s
assets and conducted the partner-
ship’s activities directly; [and]
(2) The present value of the part-
ners’ aggregate federal tax liability
is substantially less than would be
the case if purportedly separate

F.
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transactions that are designed to
achieve a particular end result are
integrated and treated as steps in a
single transaction.

Id.

Recharacterization of Transactions
Based on Substance Rather than
Form

Bl 55 1t is axiomatic that the

“incidence of taxation depends upon
the substance of a transaction” rather
than its form. Comm’r v. Court Hold-
ing Co., 324 U.S. 331, 334, 65 S.Ct.
707, 89 L.Ed. 981 (1945). Courts
must therefore “focus on the sub-
stance rather than on the form of a
transaction where necessary to reflect
the economic realities of the situa-
tion.” Holiday Vill. Shopping Ctr. .
United States, 773 F.2d 276, 280 (Fed.
Cir.1985). Such a determination is
based on an “assessment of the prac-
tical realities.” TIFD III-E, 459 ¥.3d
at 234,

56. Under this doctrine, the IRS and

the courts may “recharacterize a
transaction in accordance with its
commercial significance.” Grojean 2.
Comm’r, 248 F.3d 572, 576 (Tth Cir.
2001) (citing cases). Here, the court
may recharacterize the offsetting
pairs as a single transaction, rather
than considering the individual legs of
the transaction in isolation. See Jade
Trading, 598 F.3d at 1378 (upholding
determination of lower court that
paired option transactions “cannot be
separated because they were totally
dependent on one another from an
economic and pragmatic standpoint”
(quotation omitted)).

G. Section 165(c)

Il 57 Section 165(c) is the Tax

Code’s “basic loss provision.” Dew-
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ees, 870 F.2d at 33. As relevant here,
Section 165(c) limits a taxpayer’s de-
duction to the “losses incurred in any
transaction entered into for profit.”
26 US.C. § 165(c)2). As the First
Circuit held, “transaction entered into
for profit [has] a well-established
meaning.” Dewees, 870 F.2d at 33.
It means that “the taxpayers, in en-
tering into the transaction, must have
been primarily motivated by the de-
sire to make a profit.” Id. (emphasis
added); see also United States v. Gen-
eres, 405 U.S. 93, 105, 92 S.Ct. 827, 31
LEd2d 62 (1972) (Section 165 re-
quires dominant profit motive).

58, Under Section 165(c)(2), in order

for individual taxpayers to be entitled
to loss deductions arising out of their
investment in a partnership, the un-
derlying partnership transactions
themselves must have been entered
into for a profit motive, and, at the
partner level, the individual taxpayers
must have had a profit objective for
investing in the partnerships. See
Illes v. Comm’r, 982 F.2d 168, 165 (6th
Cir.1992); Marinovich v. Comm™, 77
T.C.M. (CCH) 2075, 1999 WL 339316,
at *2 (1999); Foarmer v. Comm’, 68
T.C.M. (CCH) 178, 1994 W1, 386167,
at *3 (1994); Wwright v. Comm’r, 67
T.C.M. (CCH) 3125, 1994 WL 276907,
at *7 (1994).

59. Tven if taxpayers invest in a part-

nership with the individual objective
of making a profit, they are not enti-
tled to deduct any amounts invested in
the partnership as losses under Sec-
tion 165(c)(2) if the partnership trans-
actions are not entered into for profit.
See Illes, 982 F.2d at 165; Hoffpauir
v. Comm’, 71 T.C.M. (CCH) 1968,
1996 WL 43575, at *3 (1996); Schafer
v. Comm’, 68 T.C.M. (CCH) 1216,
1994 WL 652250, at *2 (1994); Farm-
er, 1994 WL 386167, at *3; Wright,

]

1994 WL 276907, at *7; Daoust v.
Comm/’r, 67 T.C.M. (CCH) 2914, 1994
WL 168287, at *5 (1994). Thus, in
this proceeding, the Court’s focus is
limited to whether the “partnerships”
entered into the offsetting options
transactions for a profit motive.

60. Section 165(c) applies to limit the
deductibility of losses to individuals.
Thus, the issue of whether the Eigans,
as partners, are required to limit the
losses allocated to them from the Fi-
delity High Tech and Fidelity Interna-
tional “partnerships” is an “affected
item,” which can only be resolved at
the partner level following a final
judgment in these proceedings. But
the Court does have jurisdiction to
determine whether the transactions
generating the losses were entered in
by the partnerships primarily for
profit. That issue is a partnership-
level determination.

H. Accuracy-Related Penalties

[40—45] 61. Tax penalties are general-
ly determined on an individual part-
ner level. See Carroll v. Uniled
States, 339 F.3d 61, 68 (2d Cir.2003).
However, this Court has jurisdiction
to determine “the applicability of any
penalty ... which relates to an ad-
justment to a partnership item.” 26
US.C. § 6226(f); see Treas. Reg.
§ 301.6221-1(c). Furthermore, part-
nership-level determinations “include
all the legal and factual determina-
tions that underlie the determination
of any penalty,” other than “partner-
level  defenses.” Treas. Reg.
§ 301.6221-1(c). Individual partners
may, however, raise partner level de-
fenses in later proceedings. 26 U.S.C.
§ 6230(c)(4).

6la. A partner’s “outside basis” is the
partner’s basis in his or her partner-




ship interest. A partnership’s “inside
basis” is the partnership’s basis in its
own property.

61b. In general, a partner’s outside ba-
sis in a partnership is not a partner-
ship item. Jade Trading, LLC w»
United States, 598 F.3d 1372, 1379-80
(Fed.Cir.2010). The partnership’s in-
side basis is, however, a partnership
item. Stobie Creek Investments LLC
2. United States, 608 F.3d 1366, 1380
(Fed.Cir.2010).

6lc. Adjustments made pursuant to an
election under 26 U.S.C. § 754 are
also partnership items. Id.

61d. This Court lacks jurisdiction over
the imposition of a penalty in this
partnership-level to the extent the
penalty relates solely to outside basis.
Jade Trading, 598 F.8d at 1379-80;
Petaluma FX Partners, LLC .
Comm’r, 591 F.8d 649, 655 (D.C.Cir.
2010). However, the Court has juris-
diction over the imposition of penalties
relating to misstatements of inside ba-
sis and other inaccuracies relating to
partnership items.

6le. Because partnerships do not pay
income taxes, the actual calculation
and imposition of any penalty is deter-
mined at a partner-level proceeding,
This Court nonetheless has jurisdic-
tion to determine the “applicability” of
such a penalty in this proceeding. 26
U.8.C. § 6226().

62. Four penalties potentially apply
with respect to these transactions un-
der 26 U.S.C. § 6226. The four pen-
alties are as follows:

(1) a 40% penalty for a gross valua-
tion misstatement (§ 6662(b)(3) and
()

(2) a 20% penalty for a substantial
valuation misstatement

(§ 6662(b)(3));

8) a 20% penalty for a substantial
understatement of income tax
(§ 6662(b)(2)); and

(4) a 20% penalty for negligence or
disregard of rules and regulations
(§ 6662(0)(1)).

63. These penalties are alternatively,
and not cumulatively, applied. There
is no stacking of penalties, so the max-
imum penalty is either 20% or 40% of
the underpayment of tax, even if an
underpayment is attributable to more
than one type of misconduct. See
Treas. Reg. § 1.6662-2(c).

1. Gross Valuation Misstatement

Penalty

Bl 64 The first penalty is the
“gross valuation misstatement” penal-
ty. A gross-valuation misstatement
exists if the value or adjusted basis of
property claimed on the return is
400% more than the amount deter-
mined to be the correct amount of
such value or adjusted basis. See 26
U.S.C. § 6662(a), (b)(3), (€)2), ()(1)-
2.

65. Where a partnership transaction
lacks economic substance, the outside
basis of the partners in that transac-
tion is presumably zero. See Long
Term  Capital  Holdings, 380
F.Supp.2d at 199 n. 99 (“The Court’s
economic substance ruling ... pro-
ducles] a basis of zero for the contrib-
uted stock in the hands of Long
Term.”).

66. Where a partner’s actual outside
basis is zero, and the claimed basis is
adjusted accordingly, the 400%
threshold would be infinitely exceed-
ed. See Gilmon, 933 F.2d at 150-51.

67. [omitted]

68. Under 26 U.S.C. § 6662(e)(2), no
valuation misstatement penalty may
be imposed “unless the portion of the
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underpayment for the taxable year at-
tributable to substantial valuation mis-
statements under chapter 1 exceeds
$5,000.” The determination of wheth-
er the dollar limitation has been ex-
ceeded is applied at the taxpayer lev-
el, so that issue is not addressed in
this proceeding. See Treas. Reg.
§ 1.6662-5(h)(1).

68a. Plaintiffs do not contest that this
Court has jurisdiction to determine
whether a valuation misstatement oc-
curred with regard to the Fidelity
High Tech transaction, and thus
whether a valuation misstatement
penalty applies.

68b. Here, the value or adjusted basis
of property claimed on the 2001 and
2002 Fidelity High Tech partnership
tax returns is 400% more than the
correct amount of such value or ad-
justed basis.

68c. The “gross valuation misstate-
ment” penalty of 26 U.S.C. § 6662(a),
(b)(3), and (h) therefore applies as to
the Fidelity High Tech transaction.

68d. Plaintiffs do, however, contest
whether this Court has jurisdiction to
determine whether a valuation mis-
statement occurred with regard to the
Fidelity International transaction, and
thus whether a valuation misstate-
ment penalty applies. In substance,
plaintiffs contend that any valuation
misstatement as to Fidelity Interna-
tional concerned outside basis, not the
partnership’s inside basis, and is
therefore not a partnership item.

68e. For the reasons set forth below,
the Court concludes that the valuation
misstatement as to the Fidelity Inter-
national transaction occurred at the
partnership level, and therefore it has
jurisdiction over the applicability of
any penalty related to that item.

68f. The assets of Fidelity Internation-~
al included both interest rate options
that were contributed to the partner-
ship and foreign currency options that
the partnership itself purchased and
sold. Fidelity International claimed
losses in 2001 and 2002 that were
generated by the disposition of those
assets. .

68g. Whether a partnership ineurred a
gain or a loss is a partnership item.
Treas. Reg. § 301.6231(a)(3)-1(a)1)().
In order to ascertain whether a part-
nership incurred a gain or a loss from
the disposition of its assets requires
that the partnership must calculate its
basis in those assets (that is, the in-
side basis). As noted, that inside ba-
sis is a partnership item.

68h. Fidelity International’s reported
losses were based in part on foreign
currency options that were acquired
and sold within the partnership. The
partnership’s caleulation of basis for
those options, and any gain or loss
resulting from the sales, are partner-
ship items.

68i. Fidelity International’'s reported
losses were also based in part on in-
terest rate options that were contrib-
uted to the partnership. The partner-
ship necessarily used the basis of
those options (that is, the inside basis)
in determining whether the partner-
ship sustained a gain or a loss.
Again, the partnership’s calculation of
basis for those options, and any gain
or loss resulting from the sales, are
partnership items. See Treas. Reg.
§ 301.6231(a)(8)-1(c)(2) (the basis of
contributed property is a partnership
item); Stobie Creek, 608 F.3d at 1380.

68j. The partnership returns (Forms
1065) therefore contained valuation
misstatements with respect to inside
basis.




68k. Alternatively, the Fidelity Inter-
national transaction lacked economic
substanee, and should be disregarded.
The basis of a disregarded asset is
zero. A valuation misstatement is
thus inherent in the Fidelity Interna-
tional transaction as reported on the
partnership returns. The overvalued
basis was an integral part of the
transaction, and the valuation mis-
statement thus bore a direct relation-
ship to the underpayment of tax.

681. Here, the value or adjusted basis
of property claimed on the 2001 and
2002 Fidelity International partner-
ship tax returns is 400% more than
the correct amount of such value or
adjusted basis. See Treas. Reg.
§ 1.6662-5(g) (“the value or adjusted
basis claimed on a return of any prop-
erty with a correct value or adjusted
basis of zero is considered to be 400
per cent or more of the correct
amount.”).

68m. The “gross valuation misstate-
ment” penalty of 26 U.S.C. § 6662(a),
(b)(3), and (h) therefore applies as to
the Fidelity International transaction.

2. Substantial Valuation Misstate-
ment Penally

Il 69 The second penalty is the
“substantial valuation misstatement”
penalty. The substantial valuation
misstatement penalty applies if the
value or adjusted basis of property
claimed on the return is 200% more
than the amount determined to be the
correct amount of such value or ad-
justed  basis. See 26 US.C.
§ 6662(e)(1) (2002).2

69a. Here, the value or adjusted basis
of property claimed on the partner-
ship tax returns at issue is 200% more

2. That percentage was reduced in 2006 to
150%. Pension Protection Act of 2006,

than the correct amount of such value
or adjusted basis.

69b. The “substantial valuation mis-
statement” penalty of 26 U.S.C.
§ 6662(a) and (b)(3) therefore applies.
70. [omitted]

3. Substantial Understatement Pen-
alty

Il 71 The third penalty is the “sub-
stantial understatement of income
tax” penalty. See 26 TUR.C.
§ 6662(b)(2). An “understatement” of
tax exists if the correct tax exceeds
the reported tax. Id. § 6662(d)(2)(A).
An understatement is “substantial” if
it exceeds the greater of $5,000 or
10% of the tax required to be shown
on the return. Id. § 6662(d)(1)(A).

Tla. Here, as a result of the misstate-
ments at the partnership level, the
correct income tax of Richard Egan
for the relevant years exceeded the
reported tax by more than $5,000 and
more than 10% of the tax required to
be shown on the return.

Tlb. The “substantial understatement”
penalty of 26 U.S.C. § 6662(a), (b)(2),
and (d)(2)(A) therefore applies.

72. Under 26 U.S.C. § 6662(d)(2)(B), a
reduction in the amount of an under-
statement of tax may be allowed (1) if
there was “substantial authority for
such treatment” or (2) if “the relevant
facts affecting the item’s tax treat-
ment are adequately disclosed in the
return or in a statement attached to
the return” and “there is a reasonable
basis for the tax treatment of such
item by the taxpayer.”

73. The calculations necessary to de-
termine the amount of an understate-
ment are conducted at the partner

Pub.L. No. 109-280, title xii, § 1219(a)(1)(A),
120 Stat. 780, 1083.




level. Id. § 6662(d)(1)-(2)(A); Treas.
Reg. § 301.6221-1(d); see also Long
Term  Capital  Holdings, 330
F.Supp.2d at 200 n. 100. However, to
the extent that the tax treatment at
issue was claimed by the partnership
certain factual determinations that
may affect whether a reduction in any
understatement is warranted for the
reasons set forth in  Section
6662(d)(2)YB) can be conducted at the
partnership level.

a. “Substantial Authority”

Bl 74 The first prong  of
§ 6662(d)(B) provides for a reduction
where there was “substantial authori-
ty” for the treatment claimed by the
taxpayer. “Substantial authority” ex-
ists “only if the weight of the authori-
ties supporting the treatment is sub-
stantial in relation to the weight of
authorities supporting contrary treat-
ment.” Treas. Reg. § 1.6662~
4(DB)I). The types of authorities to
be considered include the Internal
Revenue Code, as well as other statu-
tory provisions, treasury regulations,
revenue rulings and the like; case
law; congressional intent; and other
IRS memoranda, notices, and publica-
tions. Id. § 1.6662—4(d)(8)(iii).

75. The substantial authority standard
is “an objective standard, involving an
analysis of the law and application of
the law to relevant facts.” Id.
§ 1.6662-4(d)2).

76. There is not “substantial authority”
for tax treatment of partnership items
where the transactions lack economic
substance or must be recharacterized
under the step transaction doctrine.
See Stobie Creek, 82 Fed.Cl at 706 n.
64 (holding that where the “plaintiffs’
transactions lack economic substance,
or must be disregarded pursuant to

the step transaction doctrine, plain-
tiffs cannot contend successfully that
substantial authority supported the
tax treatment claimed based on the
form of their transactions rather than
their substance”); Long Term Capital
Holdings, 330 F.Supp.2d at 204-05
(holding that, when underlying merits
determination is that transaction lacks
economic substance, taxpayer cannot
cite authority, much less substantial
authority, to support claimed tax
treatment); Santa Monice Pictures,
LLC v. Comm’r, 89 T.C.M. (CCH)
1157, 2006 WL 1111792, at *100-01
(2005) (finding no substantial authori-
ty when transactions had no economic
substance beyond creation of tax ben-
efits).

b. “Adequately Disclosed” and
“Reasonable Basis”

7. The second prong of

§ 6662(d)(2)(B) provides for a reduc-
tion where the taxpayer “adequately
disclosed” the relevant facts in a tax
return or attached statement and
there was a “reasonable basis” for the
tax treatment at issue.

78. Treas. Reg. § 1.6662-3(0)(3) de-

fines “reasonable basis” as follows:

Reasonable basis is a relatively
high standard of tax reporting, that
is, significantly higher than not friv-
olous or not patently improper.
The reasonable basis standard is
not satisfied by a return position
that is merely arguable or that is
merely a colorable claim. If a re-
turn position is reasonably based on
one or more of the authorities set
forth in § 1.6662-4(d)(3)(i) (taking
into account the relevance and per-
suasiveness of the authorities, and
subsequent developments), the re-
turn position will generally satisfy




the reasonable basis standard even
though it may not satisfy the sub-
stantial authority standard as de-
fined in § 1.6662-4(d)(2).

e. Limitation on Relief for Tax
Shelter Transactions

B 9 Any relief under
§ 6662(D)(2)B) is limited where the
understatement is “attributable to a
tax shelter.” 26 U.S.C.
§ 6662(d)2)(C).

80. A tax shelter is defined as “a part-
nership or other entity,” “any invest-
ment plan or arrangement,” or “any
other plan or arrangement,” “if a sig-
nificant purpose of such partnership,
entity, plan, or arrangement is the
avoidanece or evasion of Federal in-
come tax.” Id. § 6662(d)2)C).

81. Where the item is attributable to a
tax shelter, the taxpayer is not enti-
tled to relief under the “adequate dis-
closure/reasonable basis” prong of the
statute. Furthermore, the “substan-
tial authority” prong can only be satis-
fied if “the taxpayer reasonably be-
lieved that the tax treatment of such
item by the taxpayer was more likely
than not the proper treatment.” Id.
§ 6662(A()(CHD(LT) (2002).

4. Negligence or Disregard of Rules
Penalty

B 52 The fourth penalty is the
“negligence or disregard of rules or
regulations” penalty. Section 6662(a)
and (b)(1) impose a 20% penalty to the
portion of an underpayment that is
attributable to “InJegligence or disre-
gard of rules or regulations.”

83. [omitted]

3. Section 6662(d)(2)}(C) was amended in
2004. See American Jobs Creation Act of

84. The statute defines “negligence” as
“any failure to make a reasonable at-
tempt to comply with the provisions of
this title.” Id. § 6662(c). Negligence
includes any failure “to exercise ordi-
nary and reasonable care in the prep-
aration of a tax return.” Treas. Reg.
§ 1.6662-3(b). The regulation further
states that negligence “is strongly in-
dicated where ... [a] taxpayer fails to
make a reasonable attempt to ascer-
tain the correctness of a deduction,
credit or exclusion on a return which
would seem to a reasonable and pru-
dent person to be ‘too good to be true’
under the circumstances.” Id.; see
Neonatology Associates, P.A. .
Comm’s, 299 F.3d 221, 234 (3d Cir.
2002) (when “a taxpayer is presented
with what would appear to be a fabu-
lous opportunity to avoid tax obli-
gations, he should recognize that he
proceeds at his own peril”); see also
Stobie Creek, 82 Fed.Cl. at 713-14;
Jade Trading, LLC v. United States,
80 Fed.Cl 11, 56 (2007), reversed on
other grounds by 598 F.8d at 1374,
Santa Mownica Pictures, 2005 WL
1111792, at *99.

85. The statute defines “disregard” as
including “any careless, reckless, or
intentional disregard.” 26 TU.S.C,
§ 6662(c). Under the regulations,

The term disregard includes any
careless, reckless or intentional dis-
regard of rules or regulations. The
term ‘rules or regulations’ includes
the provisions of the Internal Reve-
nue Code, temporary or final Trea-
sury regulations issued under the
Code, and revenue rulings or no-
tices (other than notices of proposed
rulemaking) issued by the Internal
Revenue Service and published in

2004, Pub.L. No. 108-357, title viii, § 812(d),
118 Stat. 1418, 1580.
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the Internal Revenue Bulletin. A
disregard of rules or regulations is
‘careless’ if the taxpayer does not
exercise reasonable diligence to de-
termine the correctness of a return
position that is contrary to the rule
or regulation. A disregard is ‘reck-
less’ if the taxpayer makes little or
no effort to determine whether a
rule or regulation exists, under cir-
cumstances which demonstrate a
substantial deviation from the stan-
dard of conduct that a reasonable
person would observe.

Treas. Reg. § 1.6662-3(b)(2).

86. The negligence standard is an ob-

jective one, requiring a finding of “the
lack of due care or the failure to do
what a reasonable and prudent person
would do wunder similar circum-
stances.” See Goldman v. Conun’r,
39 F.3d 402, 407 (2d Cir.1994) (quoting
Allen v. Comm’r, 925 F.2d 348, 353
(9th Cir.1991)).

86a. Here, Richard Egan did not re-

port or pay the correct income tax for
the relevant years because of negli-
gence and disregard of rules and reg-
ulations as to the preparation and fil-
ing of the Fidelity High Tech and
Fidelity International partnership tax
returns for 2001 and 2002.

86b. The “negligence or disregard of

5.

rules or regulations” penalty of 26
U.S.C. § 6662(a) and (b)(1) therefore
applies.

Defense to Penalties

I . 2 taxpayer may avoid

penalties for any portion of an under-
statement if he shows that “there was
a reasonable cause for such portion
and that [he] acted in good faith[.}”
26 US.C. § 6664(c). Only the part-
nership itself may raise that defense
in a partnership-level proceeding; the

alleged “reasonable cause” of the indi-
vidual partners must be asserted in
partner-level proceedings.  Treas.
Reg. § 301.6221-1(c).

88. When a taxpayer argues that rea-

sonable cause and good faith is dem-
onstrated by reliance on professional
advice, two threshold requirements
must be satisfied:

() All facts and circumstances con-
sidered. The advice must be based
upon all pertinent facts and circum-
stances and the law as it relates to
those facts and cirecumstances. For
example, the advice must take into
account the taxpayer’s purposes
(and the relative weight of such
purposes) for entering into a trans-
action and for structuring a transae-
tion in a particular manner. In ad-
dition, the requirements of this
paragraph (c)(1) are not satisfied if
the taxpayer fails to disclose a fact
that it knows, or should know, to be
relevant to the proper tax treat-
ment of an item.

(i) No unreasonable assumptions.
The advice must not be based on
unreasonable factual or legal as-
sumptions (including assumptions
as to future events) and must not
unreasonaply rely on the represen-
tations, statements, findings, or
agreements of the taxpayer or any
other person. For example, the ad-
vice must not be based upon a rep-
resentation or assumption which the
taxpayer knows, or has reason to
know, is unlikely to be true, such as
an inaccurate representation or as-
sumption as to the taxpayer’s pur-
poses for entering into a transaction
or for structuring a transaction in a
particular manner.

Id. § 1.6664-4(c)(L)({E)-(i).




89. The requisite showing was de-
scribed by the United States Court of
Federal Claims as follows:

The most important factor in deter-
mining whether the taxpayer acted
with reasonable cause and good
faith is the extent to which the tax-
payer made efforts to assess his
proper tax liability. See Treas.
Reg. § 1.6664—4(b)(1). In order to
appraise the taxpayer’s efforts, the
court “takles] into account all perti-
nent facts and circumstances.” Id.
... As with the standards for the
negligence penalty, the concept of
reliance on the advice of profession-
als is a hallmark of the exception
for reasonable cause and good faith.
However, “[rleliance on ... the ad-
vice of a professional tax advisor
does not necessarily demon-
strate reasonable cause and good
faith.” Id. The reliance on profes-
sional advice must, under all the
circumstances, be reasonable. See
%d.
Stobie Creek, 82 Fed.Cl. at 717 (cita-
tion omitted).

90. “Reasonable reliance” on profes-
sional advice requires that the advice
itself be reasonable. For professional
advice to be reasonable, it must,
among other things, be based upon
accurate information and representa-
tions supplied by the taxpayer; reflect
reasonable investigation into the facts;
and not be based on unreasonable or
unsupported assumptions. See Illes,
982 F.2d at 164-66.

91. Professional advice may not be ob-
jectively reasonable where the taxpay-
ers knew or reasonably should have
known that the professional had a con-

234 (“[TThe reliance itself must be ob-
jectively reasonable in the sense that
... the professional himself does not
suffer from a conflict of interest or
lack of expertise that the taxpayer
knew of or should have known
about.”); Chamberlain v. Comm’r, 66
F.8d 729, 732 (5th Cir.1995) (“The reli-
ance must be objectively reasonable;
taxpayers may not rely on someone
with an inherent conflict of interest, or
someone with no knowledge concern-
ing that matter upon which the advice
is given.” (footnotes omitted)); Past-
ernok v. C.LR., 990 F.2d 893, 903 (6th
Cir.1993) (“[Tlhe purported experts
were either the promoters themselves
or agents of the promoters. Advice of
such persons can hardly be described
as that of ‘independent profession-
als.””); Illes, 982 F.2d at 166 (reason-
able reliance precluded where ac-
countant was “not a disinterested
source” because he was a tax-shelter
promoter.).

92. An effort to conceal items on tax

returns is evidence of a lack of good
faith. Long Term Capital Holdings,
330 F.Supp.2d at 211.

92a. Here, to the extent that the mat-

ter is appropriately raised at the part-
nership level, there was no reasonable
cause for any portion of any under-
statement of the income tax liability of
Richard Egan with respect to his par-
ticipation in the Fidelity High Tech
and Fidelity International transac-
tions, and Richard Egan did not act in
good faith with respect to those trans-
actions.

V. SUMMARY FACTUAL
CONCLUSIONS

flict of interest. See Am. Boat Co. v. A. Fidelity High Tech
United States, 583 F.3d 471, 481 (Tth 1. The Fidelity High Tech transaction
Cir.2009); Neonatology, 299 F.3d at had no business purpose other than
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4,

5.

6.
B.

1.

2.

3.

tax avoidance and lacked economic
substance.

For federal income tax purposes, Fi-
delity High Tech should not be treat-
ed as a partnership. It was not a
partnership in fact; it was not created
or maintained for any business pur-
pose other than tax avoidance, and it
was a sham and lacked economic sub-
stance.

The intermediate steps of the Fideli-
ty High Tech transaction should be
disregarded for federal income tax
purposes, and the transaction should
be treated as a single integrated
transaction.

Fidelity High Tech should be disre-
garded as an entity, and its assets and
activities should be considered to be
owned and conducted by its partners,
pursuant to Treas. Reg. § 1.701-2(c).

The offsetting option pairs trans-
ferred to Fidelity High Tech should
be treated, in substance, as a single
position for federal income tax pur-
poses.

The Fidelity High Tech transaction
was not entered into for profit.

Fidelity International

The Fidelity International transac-
tion had no business purpose other
than tax avoidance and lacked eco-
nomic substance.

For federal income tax purposes, Fi-
delity International should not be
treated as a partnership. It was not &
partnership in fact; it was not created
or maintained for any business pur-
pose other than tax avoidance, and it
was a sham and lacked economic sub-
stance.

Samuel Mahoney was not a true
partner of Fidelity International; he
was 2 mere nominee who was paid for

his services, and he did not join the
venture to share profits or losses.

4. The intermediate steps of the Fideli-

ty International transaction should be
disregarded for federal income tax
purposes, and the transaction should
be treated as a single integrated
transaction.

5. Fidelity International should be dis-

regarded as an entity, and its assets
and activities should be considered to
be owned and conducted by its part-
ners, pursuant to Treas. Reg. § 1.701-
2(e).

6. The offsetting option pairs trans-

ferred to Fidelity International should
be treated, in substance, as a single
position for federal income tax pur-
poses.

7. The Fidelity International transac-

tion was not entered into for profit.

C. Penalty Issues
1. There was not “substantial authori-

ty” for the tax treatment of the Fideli-
ty High Tech and Fidelity Interna-
tional transactions on the 2001 and
2002 partnership tax returns within
the meaning of 26 U.S.C.
§ 6662()@)(B)M).

The relevant facts affecting the tax
treatment of the Fidelity High Tech
and Fidelity International transac-
tions were not adequately disclosed in
any partnership tax return or in any
statement attached to such a return in
2001 or 2002 within the meaning of 26
U.R8.C. § 6662(a)(2)(B)(i).

3. There was no reasonable basis for

the tax treatment of the Fidelity High
Tech and Fidelity International trans-
actions on the 2001 and 2002 partner-
ship tax returns within the meaning of
26 U.8.C. § 6662(d)(2)(B)).

4, Both the Fidelity High Tech and

Fidelity International transactions




constitute “tax shelters” within the
meaning of 26 U.S.C. § 6662(d)2)(C).

5. Richard Egan, as managing member
and tax matters partner of Fidelity
High Tech and Fidelity International,
and Michael Egan, as his attorney-in-
fact and as agent of the entities, did
not reasonably believe that the tax
treatment of the Fidelity High Tech
and Fidelity International transac-
tions on the 2001 and 2002 partner-
ship tax returns was more likely than
not the proper treatment within the
meaning of 26 U.8.C.
§ 6662(D@)(C)Q).

6. Richard Egan, as managing member
and tax matters partner of Fidelity
High Tech and Fidelity International,
and Michael Egan, as his attorney-in-
fact and as agent of the entities, did
not make a reasonable attempt to
comply with the provisions of the In-
ternal Revenue Code in claiming the
losses and other tax benefits on the
2001 and 2002 partnership tax returns
within the meaning of 26 U.S.C.
§ 6662(c).

7. There was no reasonable cause for
the tax treatment of the Fidelity High
Tech or Fidelity International trans-
actions on the 2001 and 2002 partner-
ship tax returns, and Richard Egan,
as managing member and tax matters
partner of Fidelity High Tech and
Fidelity International, and Michael
Egan, as his attorney-in-fact and as
agent of the entities, did not act in
good faith with respect to such tax
treatment, within the meaning of 26
U.B.C. § 6664(c).

8. Richard Egan, as managing member
and tax matters partner of Fidelity
High Tech and Fidelity International,
and Michael Egan, as his attorney-in-
fact and as agent of the entities, did
not rely with reasonable cause or act

in good faith on the professional ad-
viee of attorneys and accountants with
regard to the 2001 and 2002 partner-
ship tax returns of Fidelity High Tech
and Fidelity International.

The Fidelity High Tech and Fidelity
International partnership tax returns
for 2001 and 2002 contained gross val-
uation misstatements within the
meaning of 26 U.8.C. § 6662(a), (b)(3),
and (h), and the 40% penalty for such
misstatements is therefore applicable
to any understatement of income tax
liability of Richard Egan arising out of
those misstatements.

10. The Fidelity High Tech and Fideli-

ty International partnership tax re-
turns for 2001 and 2002 contained
substantial valuation misstatements
within the meaning of 26 U.S.C.
§ 6662(a) and (b)(3), and the 20% pen-
alty for such misstatements is there-
fore applicable to any understatement
of income tax liability of Richard
Egan arising out of those misstate-
ments.

11. As a result of misstatements on the

Fidelity High Tech and Fidelity Inter-
national partnership tax returns for
2001 and 2002, the correct income tax
of Richard Egan exceeded the report-
ed tax by more than $5,000 and more
than 10% of the tax required to be
shown on the return, and the 20%
penalty for substantial understate-
ment under 26 U.S.C. § 6662(2),
(b)(2), and (d)2)(A) is therefore appli-
cable.

12. As a result of negligence and disre-

gard of rules and regulations as to the
preparation and filing of the Fidelity
High Tech and Fidelity International
partnership tax returns for 2001 and
2002, the correct income tax of Rich-
ard Egan was not reported or paid in
the relevant years, and the 20% penal-
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ty for negligence or disregard of rules
and regulations under 26 US.C.
§ 6662(a) and (b)(1) is therefore appli-
cable.

D. Other Issues

The Court does not reach the following
issues:

1. Whether Treasury  Regulation

2.

3.

4.

§ 1.752-6, which addresses the treat-
ment of short option positions for
partnership tax purposes, was a valid
exercise of the rule making authority
of the Treasury Department;

Whether the Fidelity High Tech or
Fidelity International transactions are
substantially similar to the transac-
tions described in IRS Notice 2000-
44; and

Whether, if the transactions other-
wise had economic substance, were
not subject to the step transaction
doctrine, and involved valid partner-
ships, the short options contributed to
the partnerships constituted liabilities
within the meaning of 26 U.S.C.
§ 752.

[omitted]

V1. CONCLUSION

For the foregoing reasons,

1.

The adjustments made by the Inter-
nal Revenue Service to the partner-
ship items of Fidelity High Tech Ad-
visor A Fund, LLC, for the tax year
ending December 21, 2001, were not
erroneous, and should not be readjust-
ed.

The adjustments made by the Inter-
nal Revenue Service to the partner-
ship items of Fidelity High Tech Ad-
visor A Fund, LLC, for the tax year
ending December 31, 2002, were not
erroneous, and should not be readjust-
ed.

The adjustments made by the Inter-
nal Revenue Service to the partner-

ship items of Fidelity International
Currency Advisor A Fund, LLC, for
the tax year ending December 31,
2001, were not erroneous, and should
not be readjusted.

4. The adjustments made by the Inter-

nal Revenue Service to the partner-
ship items of Fidelity International
Currency Advisor A Fund, LLC, for
the tax year ending December 31,
2002, were not erroneous, and should
not be readjusted.

5. The request of plaintiffs that the

United States return and refund all
amounts deposited with or paid to the
Secretary of the Treasury with re-
spect to these consolidated actions is
denied.

6. The following accuracy-related pen-

alties are applicable to any under-

statement of the income tax liability of

Richard Egan arising from the treat-

ment of the Fidelity High Tech and

Fidelity International transactions on

the tax returns of those entities for

the years 2001 and 2002.

a. a 40% penalty for gross valuation
misstatement pursuant to § 6662(a),
(1)(3), and (h);

b. a 20% penalty for substantial val-
uation misstatement pursuant to
§ 6662(a) and (b)(3);

¢. a 20% penalty for substantial un-
derstatement of income tax pursu-
ant to § 6662(a), (©)?2), and
(d)(@)(A); and

d. a 20% penalty for negligence or
disregard of rules and regulations
pursuant to § 6662(2) and (b)(1).

The penalties are alternatively, and

not cumulatively, applied.

So Ordered.




