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[CORRECTED]AMENDED FINDINGS
OF FACT AND CONCLUSIONS OF

LAW

SAYLOR, Judge.District

This is a dispute concerning two com-
plex tax shelter plaintiffstransactions. The
in Fidelitythese consolidated actions are

Fund,International Currency Advisor A
FidelityLLC and High Tech Advisor A

Fund, partner,LLC. The tax matters and
the principal taxpayer who invested in and
benefltted from the tax shelter transac-

issue, Egan.1tions at was J.Richard

EganRichard was ofone the founders
of Corporation the am-EMC and former

tobassador Ireland. He entered into the
tax shelter transactions largeto avoid tax

onliabilities the sale of EMC stock and the
of non-qualifledexercise stock options.

Together wife, Maureen,with his Richard
Egan claimed a tax loss of million in$158.6
2001, a further tax loss inof million$1.7
2002, capitaland losses of million in$167.1

died, estate,Egan1. Richard has since hisand sons executors of beenhis have substituted
EganMichael Egan,J. and partner.John R. as co- as tax matters
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3,700in received more thanThe Court alsoparticipationof theiras a result2002
exhibits,transactions. testimonythe tax shelter and heard extensive

multiple expertfrom For thewitnesses.tax treatmenttheThe IRS disallowed
below, thereasons set forth Court con-Finaland issuedby Eganstheclaimed

adjust-Adjustments partnershipeludes that the itemPartnership Administrative
items andpartnership correct,variousadjusting byments made the are andIRS

penalties,taxaccuracy-basedassessing judgment for theaccordingly will enter
litigationThis followed. United States. The Court also finds that

accuracy-related ap-arepenaltiesvariousthecase was tried before CourtThe
plicable.in late 2008.days beginning44 trialover
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lyI. perINTRODUCTION two cents anyshare —the sale of
substantial portion of that stock wouldSummaryA. of Facts

producedhave huge capital gains, subject
EganRichard J. was one of the founders

to a long-term capital gains tax at a rate of
aCorporation, large, publicly-of EMC

20%.
computer storagetraded manufacturer of

2000,By yeardevices. the EganRichard addition,In Egansthe owned non-quali-
and wife Maureen hadhis amassed enor- optionsfied purchaseto more than mil-8

wealth,personalmous the great majority lion veryshares of EMC stock at low
of inwhich was the form of EMC stock. prices.strike The exercise of those op-

generatetions would large amounts of or-Egans highly sophisticatedThe were
income,dinary subject to taxes at a mar-taxpayers; EganRichard was one of the

ginal approachedrate that 40%.historymost successful businessmen in the
of the United States. His personal and 2000,In early EganRichard and his sonaffairs,family financial including the man-

Michael became in investinginterested inagement of paymenthis wealth and the of
tax capitalshelters to avoid taxes on thetaxes, occupied organizationhis an entire
gains ordinaryand income that likelywastwenty employees,of or so which included
to result from the sale of EMC stock andsons,his three at publicleast two certified

options.the exercise of the With the as-accountants, varietyaand of other busi-
attorneysistance of an Chicagofromspecialists.ness and financial Richard and

Stephanie Denby, Egansnamed the inter-Egan expresslyMaureen delegated power
viewed several tax shelter promoters inMichael,over their tax affairs to their son
May They eventually2000. selected theexplicitlyand implicitly delegatedand au-
large accountinginternational firm KPMG.thority throughoutfor those matters the

KPMG,Through Egansthe intro-werefamily organization.
Helios,duced to a small firm called which

Egans’With the wealth and income (with companya related called Diversified
potentiallycame taxlarge liabilities. As of DGI)International,Group or designedhad

2000, Egans beneficially ap-the owned highly complexa tax shelter transaction
proximately 25 million shares of EMC that it marketing wealthywas to individu-

2000,stock. At inpeak Septemberits
als.

perEMC shares traded at more than $100
share. Because in taxEgans’ originalthe basis those The shelter scheme involved

extremelyshares was approximate- paired offsettingthe contribution of bothsmall—
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amounts) 2000^44, pro-(in In the of Notice theand wakelarge notionaloptions
stock)(such law firms concluded thatas to moters and theirassets EMCappreciated

In the ordi-partnership. risky proceeda sim- it was too to withentity taxed asan
interms, that of the scheme itspromoters nary portionclaimed incomeplified the

asset,was an but and theoption promotersform. Thepurchased presentthe
liability;not a the withoption pressedthat the sold was nonetheless forwardEgans

contributed as- transac-taxpayer supposedly strategy,thus acapital gainsthe with
not lia-entity, but inpartnershipsets to the to create milliondesignedtion $160

bilities, basis increating grosslya inflated involved anstrategyartificial basis. The
entity. taxpayer’sThehis interest in the steps that wereorchestrated series of

sold, and the tax-would then beinterest through Fidelityprincipally conducted
claim that the inflated basispayer would Fund,A LLC. TheHigh Tech Advisor

(from options)of thethe contribution transaction,of the otherstepsessential
any gain dispositionfrom the“eliminated” stock, completedwerethan the sale of the

ofthe or other assets. Variationsof stock early Unfortunately theby 2001. for
artifi-designedwere to createthe scheme however,Egans, pricethe of EMC stock

ordinarycial to offset income.losses declined, point theywhere had cre-to the
ated a “basis” of million$160purportedA feature of the scheme wassignificant

offsetting to takewithout sufficient assetsmajorthat four law firms—includ-the fact
advantage Egans accordinglyof it. TheWood,and Brown &ing Proskauer Rose

to “stuff’ additional low-basisdecidedeventually Sidley Austin Brown & Wood—
inFidelity High Tech an effortstock intoby promotersrecruited the tohad been

theythe artificial basis had created.to useprovide opinionfavorable letters. The tax-
theyin thatpayers were told advance meantime, EgansIn the the continued

of the four firms for theircould choose one speak promoters possi-to with the about a
opinion. opinionThe lettersfavorable in-strategy ordinaryble fortax shelter

in intended to serve as insur-were essence options. Bycome from the exercise of the
against penaltiestax should the IRSance 2001, aearly promotersthe had devised

transactions, and toever discover the thus strategy theyof thatnew variation the
ininvestors to invest the tax shel- ■induce called the “Financial Derivatives Invest-

ters. orStrategy,”ment FDIS. The FDIS strat-
generatedegy, among things, paperother2000,By early August Egansthe were

taxpayers by assigning anyfor“losses”inengagingon the brink of a transaction
offsetting “gains” offshore—to one of twowith KPMG and that was de-DGI/Helios

promotersof the taxIrish confederatesinsigned upto eliminate to million$200
(neither whom, course,of filed taxof U.S.basis,capital gains by artificially inflating
returns).considering follow-upand were a transac-

designed uption to create to million$200 Egans optionsexercised their stockThe
in-ordinaryin artificial losses to offset 2001,in in apoints resultingat various

come. By earlygain of million. October$162.9
2000, 2001, Egans had decided to use theAugustIn the IRS issued Notice the

that fromdirectly strategythe FDIS to shelter income2000-44. That notice attacked
transaction,priorLike the thetypes of tax shelter schemes that the taxes.

into, anstrategy involved orchestrated series ofEgans were about to enter and stated
Fidelitysteps, throughthis time Interna-recognizethat the IRS would not transac-

Fund,Currency Ain the Notice. tional Advisor LLC.typetions of the described
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steps of the proceeds.The various transaction were The real basis for that stock
completed by the end of 2001. million;was the inflated$8.7 claimed basis

was thanmore million. Instead of$163IRS, however,The continued its efforts
reporting a capital gain of million$67.4to crack down on tax shelters. In June
from 2002,the sale of that stock for theEgans2002—before the had filed their
Egans reported a huge loss.yearindividual tax return for the 2001—

adopted temporary regulationthe IRS a The eventuallyIRS learned of the
requiredthat filingthe of a disclosure scheme, and disallowed the treatment of

taxpayerstatement if a inparticipatedhad the transaction on the various partnership
KPMG,certain tax shelter transactions. returns on multiple grounds.
return,which preparing Egans’was the

concluded that such a disclosure statement Summary LegalB. of Conclusions
required Egans’was with the return.

substance,In plaintiffs Fidelity Highdisclosure, however,Rather than make the
FidelityTech and International seek toEgansthe fired KPMG and hired an ac-

overturn the adjustmentsvarious bymadecountant at another law firm—who was
the IRS to items on the partnership taxa promotersalso confederate of the —to
returns. The principal argument ad-sign them return.

byvanced the government in response istime, promisedAround the same and as
premised on the economic substance doc-by promoters,the Egansthe received
trine, sometimes referred to as the sham(asopinion letters from Proskauer Rose to
transaction doctrine.transaction)Fidelity Highthe Tech and

A(as fundamental principle of taxSidley Austin law isFidelityto the Interna-
transaction) that transactions without economictional sub-purporting opineto that

stance, transactions,orit shamlikelywas “more than not” will not bethat the
recognized.proposed precisetax Thetreatment would be contours of theupheld.
economicEgansThe also a substance doctrine haveseparatereceived letter not been
set, varyfrom Proskauer Rose and from circuit toopining that the dis- circuit.
Nonetheless,upon byclosure insisted it is clear thatKPMG was not courts are

required. required to consider the substance of a
transaction, form,thanrather its mere inFidelityThe International transaction
considering the giventax effect to be to it.resulted in the creation of artificial “loss-

determination,In making that courts nor-2001,es” of million in which the$158.6
mally required aspectsare to consider twoEgans ordinaryused to offset the income

subjectiveof a transaction: the purpose ofof million from optionthe exercise$162.9
(that is,taxpayerthe taxpayerwhether theon their 2001 income tax year.return that

actually had a purposenon-tax businessThe disclosure statement that pre-was
transaction)for entering into the and theKPMG,pared by filed,and never stated

(thatobjective purpose of the transaction“expectedthat inreduction federal income
is, transaction, objectivelywhether thetax liability” Fidelityfrom the Internation-
viewed, a possibilityhad reasonable ofal transaction was million. The$65.5

benefit).profit or other businessEgans also claimed a loss of million$1.7
Fidelityfrom International on them 2002 Here, Egans principalthe claim that the

tax return. transactions,purpose objec-of the viewed
The Egans tively,sold all of the stock in was to as a tohedge: mitigateFideli- serve

2002,ty High inTech for million in the of a in pricerisk decline the of EMC$76.2
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at(in apply.not But the transactionsFidelity Highof the doesthe casestock
in atransaction) only“real” the sense thatthe risk of issue weremitigateor toTech

by stageon is “real.”performance actorsforeign cur-interest rates orfluctuating
(in beings,The real human and theactors areFidelitytherency values the case of
transaction). made of real and realstage sets are woodFrom an ob-International

apaint. readingBut the actors are fromhowever,jective standpoint, the transac-
watching “Macbeth” be-script. No oneirrational; theyentirely weretions were

witnessing the murdertheylieves that areextravagantly expensive,unnecessarily and
king, and the actors do notof a Scottishpurported riskshedgeand did not the

Here, too,either, participantsit thebelieve(or all). alsoeffectively Egansat The
simply following script scriptawereclaim that the transactions wereappear to —a

anylittle or no connection tothat hadso, theyIf wereprofit.entered into for
underlying reality.or economicbusinesspurpose;irrational for that the trans-also

'designedwere and intended to loseactions a tech-EgansThe also make number of
inmoney, and fact did so. all thatarguments,nical of which assume

real and should bethe transactions wereobjectiveThe features of the transac-
linchpinThe of the schemerespected.course,because,irrational oftions were

standpoint potentialfrom a technical was asubjectively had no actual busi-Egansthe
anomaly in the tax code: under a line ofintopurpose enteringness for them.

752,interpreting a pur-SectioncasescomplexinparticipantsNone of the these
asset,option optionchased is an but a soldtheybelieved that were realtransactions

only contingent liability. Egansais Thetransactions, any purposebusiness with
position taxpayerthus take the that a canIndeed,tax itother than avoidance. is

purchase offsetting options and contributeanythathighly participantdoubtful be-
partnership entity, therebythem to a andlieved, minute,even for a that the trans-

liability.an asset but not acontributelegal scrutiny ifactions would withstand
there, stepsit aFrom is but few to use theslightestdiscovered. No one with the un-

partner’sto inflate the basis of the“asset”derstanding of taxthe laws could reason-
entity. systemin the If the taxinterestably that inbelieve million basis$160

substance,depended entirely on form overair,thincould be created out of or that
argument might passthe well muster.inmillion income could be made to$160

puffvanish in a of smoke. In accordance easyBut tax not toliabilities are so
belief, Eganswith that the and their ad- dodge. It would be absurd to consider

great lengths tryvisors went to to to offsetting options purchased and sold at—
thatensure the IRS would never find out time,the same and with the same counter-

amongabout the including, items, to act ifparties separate and astransactions — —as
things,other the of andfiling partnership the one item existed and the other did not.

multiple (as here)individual tax returns with false That particularlyis true where
misleadingand entries. option positions gigan-individual werethe

tic, might bankrupt taxpayerand the orEgans subjectiveThe thatcontend their
if inoptionsthe dealer no offset weresubstance,intentions are Inirrelevant.

place.they longcontend that the transac-as as
is, long-as Egans point longstand-tions were not fictitious—that as The also to the

existed, money ing principle perfectly legitimatethe entities the was trans- that it is
ferred, payoptions purchased arrangeand the were to one’s affairs so as to as low

Thatpossible.and sold—the economic substance doctrine a tax bill as assertion is
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trae, goes, entirelyfar it It appro- Egansas as is knew that opinionthe letters were
priate, example, taxpayerfor for a to de- simply part of scheme,the tax shelter and

rent,buycide to a house rather than to in did not for a moment theybelieve that
advantage manytake oforder to the tax receivingwere independent legal advice

advantages ownership. taxpay-of home A after a full disclosure of all underlying
may buy mortgageer a house with a in facts.

advantageto take oforder the deductibili- short,In Fidelitythe High Tech and
ty mortgage taxpayerof interest. But a Fidelity International transactions were

phony meaninglesscannot undertake or complete shams, without any economic
transactions and claim a tax advantage; he any reason,substance of kind. For that
cannot, example, moneyfor lend to him- below,and for the other reasons set forth
self, loan,pay “interest” on the and claim the transactions recognized,should not be
the interest deduction. If the tax laws adjustments byand the made the willIRS

result,permitted theysuch a would be upheld.be
nonsensical, anyone paidand who taxes
would be a fool. The tax arelaws neither II. NATURE OF PROCEEDINGS

simple easilyso nor so evaded.
These consolidated broughtcases were

Finally, Egans theythe claim that relied by Egan pursuantRichard J. to 26 U.S.C.
goodin legal opinionsfaith on formal is- § challenge adjustments6226 to bymade

bysued SidleyProskauer Rose and Aus- the Internal Revenue Service to tax re-
tin, highly prominenttwo Itlaw firms. is by Fidelityturns filed High Tech Advisor

that opinionstrue both firms issued to the Fund,A FidelityLLC and International
Egans. And it is true that both firms Fund,Currency Advisor A LLC for their
opined that it likelywas more than not years.2001 and 2002 tax EganRichard
that their tax treatment of the transactions brought the in capacitymatters his as tax

upheld.would be partnermatters and notice partner of both
6226(a).too,opinions, just §But those were entities.addi- See 26 U.S.C. The

adjustmentstional acts of stagecraft. lawyersThe IRS’s were set inforth vari-
were not in the slightest rendering inde- ous notices of Final Partnership Adminis-

advice;pendent promoters Adjustment (“FPAAs”),the of the tax trative inissued
arranged opinionsshelters had 2005 2006.favorable and Plaintiffs calculated the

advance,from those in by adjustmentsfirms well and taxes dueas reason of those
part Indeed,of marketing strategy. depositstheir and made of those amounts with

(notpromotersthe Egans) paidthe the IRS. thenthe Plaintiffs filed these actions
law firms’ fundamentally, deposits.fees. More the to obtain a refund of the
opinions theywere themselves fraudulent: Fidelity High FidelityTech and Interna-

premisedwere purportedon “facts” that liabilitytional are companieslimited
Egansthe and the law firms knew were (“LLCs”). LLCs, theyAs are treated as

false, every-and reached conclusions that partnerships pur-for federal income tax
one possiblyinvolved knew could not be 301.7701-2(a).poses. Reg. §See Treas.
correct. opinions pur-The had but one Partnerships “flow-through”are entities
pose: to serve as a form of insurance tax,subject entity-leveland are not to an
against imposition penaltiesthe of if the although they must file annual informa-

light.transactions were ever to come to (Forms 1065)reportingtional returns vari-
6031(a).701,claim of good §§The faith reliance on coun- 26ous items. U.S.C.

whollysel is thus liability partnership’swithout merit. The Tax on a income is
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Fidelity High FidelityTech and Interna-partnerat the lev-imposedcalculated and
Fidelity High Tech and transactions lacked economic sub-Accordingly, tionalel.

(2)stance;pay Fidelity Highdid not federal that Tech andFidelity International
instead,income; they partner-income tax on their were shamFidelity International

among part-theirtheir incomeallocated for feder-ships, disregardedand should be
(3)ners. purposes;tax that Samuelal income

aMahoney, pur-the Irish citizen who wasjurisdiction to determinehasThis Court
International,“partner” FidelityinportedFidelity High Techpartnershipall items of

(4) thatpartner;was not in fact a true andraisedFidelityand International that were
options pairs should beoffsettingthe§§ 6221 andin the FPAAs. 26 U.S.C.See

a for federalsingle positiontreated as6226(f). judicial proceed-taxUnlike other
findspurposes.income tax The Court alsonot determineings, such a decision does

in-accuracy-related penalties,that variousby taxpayerthe tax owed a oramount of
40% valuationcluding grossthe misstate-to aanythe amount of refund of tax due

26penalty, applicable.ment are SeeInstead, oftaxpayer. the determination
6662(f).§U.S.C.partnership items in a case such as this is

declaratory judgment.in of athe nature convenience,For the sake of the Court
orproceedingThis determines the nature terms,followingwill use the unless the

items, thosepartnershipamount of and context indicates otherwise:
applied uniformlydeterminations are then

“Fidelity High FidelityTech” meanssubsequent, separate, partner-level pro-in
Fund, LLC,AHigh Tech Advisorceedings partner’s sepa-to determine each

6231(a)(5),liability. §rate tax 26 U.S.C. Fidelity“Fidelity International” means
(6). Fund,ACurrencyInternational Advisor

LLC.generallythis ad-Although proceeding
items, part-notpartnership-leveldresses Egans”“The means Richard and Mau-

matters, it not mean thatner-level does Michael,Eganreen and their son when
the ontreatment of the two transactions acting poweron their behalf under a of

Egans’the individual tax is irrele-returns attorney agent oror otherwise as their
contrary, goalvant. To the the of the representative.

enterpriseentire was to minimize the tax
liability Egan,of Richard and Maureen

III. FINDINGS OF FACT
and thethe tax shelter scheme included
making of indi-Egans’false entries on the A. Jurisdictional Facts
vidual tax returns in order to minimize the

Fidelity High1. Techof The tax re-risk audit and detection.
Fund,Egans Fidelityturns of the are therefore discussed 1. AHigh Tech Advisor

Tech”)length opinion, although timelyat some in this no (“Fidelity HighLLC
adjustments to are Partnershipthose individual returns filed its U.S. Return of

(Form 1065)proceeding.made in this Income with the IRS for
21, year by mailingits December taxsummary,In and for the reasons stated

(Id.).15,Aprilit on 2002.below, upholdthe Court will the adminis-
adjustments by Fidelity High timelyto 2. Tech itstrative made the IRS as filed

the the tax return with the for its De-partnershipsnature of the and IRS
31, year by mailing it onAmongrelevant transactions. other cember tax

(Id.).(1) 15,things, Aprilthat the 2003.the Court concludes
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actions,3. At the time he filed these business was inlocated Westborough,
(Id.).EganRichard was the Tax Matters Massachusetts.

(“TMP”) Fidelity HighPartner of
for years.Tech its 2001 and 2002 tax Fidelity2. International

(Ex. 108).
Fidelity13. CurrencyInternational

Egan4. Richard was the authorized Fund,Advisor A (“FidelityLLC In-
proper party bring Fidelityand to the ternational”) timely filed its tax return

High Tech cases under section with yearthe IRS for its 2001 tax by
6226(a). (Id.). (Id.).mailing 15,it Aprilon 2002.

partner5. a notice Fidelity HighAs of
Fidelity14. timelyInternational filedTech, EganRichard was the author-

its tax return with the IRS for itsized proper party bringand to the
2002 tax year by mailing Aprilit onFidelity High Tech cases under sec-

(Id.).15,2003.6226(b). (Id.).tion
15. EganRichard was the TMP of Fi-2006,11,6. On October the IRS sent a

delity International for the 2001 andBeginningNotice of of Administrative
(Id.).years.2002 tax(“NBAP”)Proceeding to the TMP of

Fidelity High Tech with respect to its 16. In capacityhis as both the TMP
31, (Id.).December 2002 tax year. a partnerand notice Fidelityof Inter-

13, 2006, national,I. EganOn October the RichardIRS mailed was the au-
a proper partyNotice of Final thorized andPartnership bringAdmin- to the

(“FPAA”)Adjustment Fidelityistrative Internationalto the cases under sec-
6226(a) (b). (Id.).TMP tionFidelity Highof andTech with re-

21,spect to its December 2001 tax 6, 2005,17. On April the IRS mailed an
(Id.).return. FPAA respect Fidelitywith to Inter-

2006,13,8. On October the IRS mailed national’s 2001 tax return to the TMP
an FPAA Fidelityto the TMP of High (Id.).ofFICAAFund.

31,Tech respectwith to its December 1,September 2005,18. On Richard
(Id.).2002 tax return.

Egan timely a complaintfiled with
13, 2006,9. On November Richard respect Fidelityto International’s

Egan timely complaintfiled a with (Id.).year.2001 tax
respect Fidelityto High Tech’s De-

26, 2006,19. AprilOn the IRS mailed21, yearcember 2001 tax pursuant to
an FPAA to Fidelitythe TMP of In-(Id.).section 6226.

respectternational with to its 2002 tax13, 2006,10. On November Richard
(Ex. 265).return.Egan timely complaintfiled a with

30, 2006,20. On EganJune Richardrespect Fidelity Highto Tech’s De-
timely a complaint respectfiled with31, yearcember 2002 tax pursuant to

Fidelityto 2002 taxInternational’s(Id.).section 6226.
(Ex. 108).year.filingII. Prior to the complaint in the

Fidelity cases,High Tech Richard filing21. Prior to the incomplaints the
Egan deposited million with the$13.6 cases,Fidelity International Richard

(Id.).IRS. $62,600,000Egan deposited with the
($62,100,00012.At complaintsthe time the in the yearIRS for its 2001 tax

Fidelity filed,High $500,000Tech year).cases were and for its 2002 tax
(Id.).Fidelity High Tech’s principal place of
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(R. 1:110,Egan,in in 1986.company,the complaintstimes that22. At the
788).108,Exs.cases wereFidelity Internationalthe

filed, Fidelity principalInternational’s publicfirst offer-Prior to EMC’s32.
inlocated West-place of business was approxi-owneding, EganRichard

(Id.).borough, Massachusetts. (R.ofmately 70% of the stock EMC.
28, 1:110). All, all,AugustonEgan Egan,Richard J. died or almost of the23.

(Docket 513).# Egan family2009. that theEMC stock
beginningat the of 2000 wasownedEgan Egan,and John R.24. Michael J.

(Id. atunregistered founders stock.Rich-of the estate ofas co-executors
28:42).2:13; Denby,have been substituted asEgan,ard J.

(DocketEgan.Richard J.plaintiffs for of shares held33. The number EMC
513).# by Egan grew over time dueRichard

(R.splits. Egan,multipleto stock
EMC, Egans, and Related Par-B. the 2:29-30).
ties 7, 2001,SeptemberAs of Richard34.

beneficially ownedEganand MaureenEgan1. and RichardEMC
25 million shares ofapproximatelyCorporation large, pub-is a25. EMC

(Ex. 108). As ofEMC stock. Janu-licly-traded corporation headquar-
1, 2001,ary Richard and Maureenin Hopkinton,tered Massachusetts.

Egan fully-vested optionsalso ownedsells,develops amongIt and other
8,320,000purchaseto shares of EMCstorage and retrievalthings, data

relatively prices.low strikestock at2000,Intechnology products.and it
(Ex. 1414).thanhad revenues of more billion$8.8

EganRichard and Maureen were35.24,000 employees.and more than
subject to various restrictions on the788).(Ex. 108; Ex.

stock, includingof theirsale SECinEgan26. Richard co-founded EMC
thatpoliciesrules and EMC restricted108).(Ex.1979.

trades to certain windows ofstockEgan position27. Richard held the of
(Exs. 326).21, 22,time.Chief Executive Officer from the

28, 2009,August after the trial36. On(R.untilfounding of EMC 1992.
matter, Eganof this Richard died.1:111-12).Egan,

(Docket 507).#Egan28. Richard was the Chairman of
the Board of Directors of EMC from

Egan Family2. The17, 2001,JanuaryJanuary 1988 until
Egan37. Richard and Maureen wereE mer-when he was named Chairman

1:107-08).(R.married, Egan,(Ex. 108).it us.
sons,Egans38. The had three Mi-resignedEgan29. Richard as Chair-

“Jack”)(alsochael, known asJohnSeptem-man E of onmerit us EMC
Christopher, daughters,and and two(Id.).10,ber 2001.

atall of whom were adults the rele-Egan30. Richard served as the U.S.
1:108).(Id. atvant times.Septem-to Ireland fromAmbassador

Egan39. Richard was a resident of10, 2001, 31,Januaryuntilber 2003.
(Id. 1:107).at(Id.). Massachusetts.

During years,relevant Mau-public31. had its initial stock 40. theEMC
inEgan residencyclaimed Flori-offering, publicly-tradedand became a reen
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da, although couplethe was not legal- publicly-traded stocks and other secu-
(Id. 1:108;ly separated. rities;at Egan,M. privateand equity investments.

5:47). (Exs. 73,120, 201).
Egan41. Maureen was a director of Christopher49. Egan largely handled

EMC from March 1993 until she re- real estate Carruth,investments for
17,signed Januaryeffective 2001. and Jack Egan largely handled ven-

(Ex. 108). ture capital privateand equity invest-
(M. 120).ments. Egan, 5:78-79; Ex.

Management3. Carruth and Subsid-
50. Carruth Partners is a wholly ownediaries

subsidiary of Management.Carruth
appreciation42. The in pricethe of (M. 5:79).Egan, Carruth Partners

EMC stock in the rapidly1990’s in- was used to control the commercial
(R.Egan family’screased the wealth. real estate that Egansthe owned.

44).2:28;Egan, 5:36,M. Egan, (Id.; 120).Ex.
1990’s,early43. In the Richard Egan

51. Carruth Associates LLC was“familyformed a office” to manage his
formed in 2000,Delaware in and is awealth, investments,make and handle
wholly-owned subsidiary of Carruth(Ex.personal administrative matters. (Ex. 120).Management.

108; 2:26-30).Egan,R.
52. During the period from 2001 toEgan,44. Michael previouslywho had

2003, Carruth Associates approxi-hadEMC,worked at began working full-
mately twenty employees. (Reiss,time at the family office in approxi-
26:119).(M. 36).mately 5:29,1992. Egan,

53. The following persons were em-EganJack and Christopher Egan also
ofployees Carruth Associates duringbegan working familyfor the inoffice

the relevant time:(Id. 5:78-79).the 1990’s. at
(a) James Reiss was the Chief Finan-1990’s,45. In the Egan familythe of-

cial Officer of Carruth Associates.began operatefice to under the name
(Id. 26:112; 120).at Ex. He has(Id. 5:26).Carruth Management. at
been a publiccertified accountant46. Carruth Management LLC was

26:114).(Reiss,since 1989. He(Ex.formed in Delaware in 1997.
joined the Egan family inoffice120). It is inlocated Westborough,

(Id. 26:117).1996. at(M. 5:26).Massachusetts. Egan,
(b)Carruth is owned in Patrickequal parts by Shea was the Oper-Chief

Michael, Jack, atingand Christopher Egan. Officer of Carruth Associates.
(Exs. 120,108). (Shea, 14:91; 120).Ex. He has

publicbeen a certified accountant47. Michael Egan is the Chief Execu-
14:91).(Shea,since 1981. Hetive Officer Management.of Carruth

joined 26,Carruth on June 2000.time,During the gen-relevant he had
(Id. 14:91, 15:128).at Among otherauthorityeral to invest and manage
things, Shea was the(R. supervisor ofEgan family 2:31,Egan,assets.
the tax and39, 50). accounting group at

(Id. 14:92).Carruth. at2000-2001,48. In Egan family’sthe in-
(c)principallyvestments consisted of the Melissa Seaver was the Senior Tax

following asset classes: EMC stock Manager of Carruth Associates.
options; estate;and commercial real joinedShe JulyCarruth in 2001.
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banking firm” based120). merchanttique25:116, been(Seaver, She has
that, among otherin New Yorkaccountant sincepublica certified

25:119). tax(Id. and marketedthings, designedat1999.
(Ex. 811).products.shelter(d) ManagertheFiddy wasCarolyn

Associ-at CarruthInvestmentsof President ofwas theJames Haber59.
(Calkins,2002.Marchuntilates (Id.).DGI.

35:27-28).
Tilevitz was Vice-President60. Orrin

(e) was an InvestmentCalkinsRobin (Id.).of DGI.and General Counsel
inAssociatesat CarruthAssistant

DirectorManagingTan was a61. Mox2002, FiddywhenIn March2000.
(Id.).Chicago.inof DGI basedCarruth, Man-Calkins becameleft

Jr., Manag-was aPhilip Kampf,L.62.(Id.; Ex.of Investments.ager
in Chicago.baseding Director of DGI120).

(Id.).(f) Director ofHenry was theDavid
at Associates.CarruthInvestments

Financial LLC2. Helios2001.in MarchjoinedHe Carruth
120).4:106; Ex.(Henry, Financial, aLLC was alsoHelios63.

2003,toperiod from 200154. In the “boutique merchantself-described
responsible forgenerallywas (Ex.Carruth Chicago.firm” inbanking based

returnsreviewing taxandpreparing 28). a contractual rela-Helios had
Egan andRichard and Maureenfor which,undertionship with DGI

(Seaver,familyEgan entities.various it marketed DGIamong things,other
25:120-23). inand assistedproductstax shelter

ac- (Ex. 400).also relied on outsideCarruth55. de-development. Astheir
for tax adviceand advisorscountants Ha-by colleague,one Jamesscribed
tax returns.preparation ofand that ran “simi-companieshad twober

5:67).(Seaver, 25:125; Egan,M. he had “differentlar deals” because
(Ex. 29).partners.”

Burke, Law Firm4. Warren
ManagingHaber was the64. James

Burke, Warren,firm ofThe law56. (Ex. 28).Director of Helios.
Serritella, is locatedMacKay & P.C.

KampfPhil wereMox Tan and65.Illinois.Chicago,in
(Id.).Principals of Helios.

Denby partnera ofStephanie was57.
28:8-9).Burke, (Denby,Warren.

KPMG, LLP3.Eganand Maureen becameRichard
KPMG, a national account-LLP is66.1994,Denby in when sheclients of

ing firm.Egan to assistbywas hired Michael
(Id. atplanning.them with estate partnera of67. John Schrier was

2:54).28:10-11; Egan,R. KPMG’sHe was a member ofKPMG.
inStrategies Group” the“Innovative

their Asso-The Tax Promoters andC. 470).(Ex.New York office.
ciates

ofTimothy Speiss partnerwas a68.
Group Incorporat-1.The Diversified a member of KPMG’sKPMG. He was

ed Planning”Financial“Personal
(“PFP”) in New York office.group theIncorporat-GroupThe Diversified58.

1684).(Ex.(“DGI”) “bou-was a self-describeded
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leyPrifti a Senior of aManag- merger MayRobert was was the result in69.
Sidleyer in office and was a 2001 betweenKPMG’s Boston Austin and

(Id.). Wood, (“Browngroup. Brownmember of its PFP & LLP &
Wood”).a inpartnerBrian Rivotto was70.

and aKPMG’s Boston office was 80. R.J. a partnerRuble was in the
(Exs. 249,group.member of its PFP New York office of Brown & Wood.

658). He inpartner Sidley Maybecame a in
2001.

Alpha4. Consultants. LLC
McGladrey,9.RSM Inc.Consultants,Alpha LLC is a71. Flori-

liability that,da companylimited (“RSM”)McGladrey,81. RSM Inc. ais
among conductedthings,other trades accountingnational firm.

options foreignin and currencies. 82. Wainwright, Jr.,Ronald G. was Di-
(Ex. 811).

rector of Tax inServices the Raleigh,
Ivan the managing72. J. Ross was Carolina,North office of RSM McGla-

(Id.).Alpha.member of drey. (Wainwright 1:27-28,Dep. 33-
was aBuesinger manager73. Ronald 34).

(Id.).Alpha.of
’EgansD. The Tax Problems

MahoneySamuel5.
1. Low-Basis EMC StockMahoney74. Samuel is a citizen of Ire-
83. As a result of the success of EMCland. He was a director and owner of

Corporation, the value of its stockLimited,Biosphere anFinance Irish
enormouslyrose from 1979 to 2000.Dublin,company, with inoffices Ire-

4-5;Dep.land. (Mahoney at Ex. 84. priceThe market of EMC stock
1012). peaked 2000,Septemberin itwhen

traded at than permore share.$100
CapitalRefco Limited6. Markets (Ex. 108). date,As of that Egans’the

sharesCapital75. Refco were worth more thanMarkets Limited bil-$2
(Ex. 278).(“Refco”) lion.options.was a indealer

(Ex. 108). 85. The basis of Richard Egan’s shares
veryof EMC was low. For example,

Rose,Proskauer7. LLP eventuallythe EMC shares that were
(“Pros-Rose,76. LLPProskauer part Fidelitysold as of the High Tech

kauer”) a law firm.is national transaction a of perhad basis $0.0208
(Ex. 10).share.Ira77. Akselrad and Janet Korins

were partners in the New York office 2001,In86. 2000 and EMC stock and
of Proskauer. options greatthecomprised majority

(R.of wealth.Egan’s Egan.Richard78. Matthew Sabloff and Michael
278).2:14; 5:46;Egan,M. Ex.Swiader were in theassociates New

York office of Proskauer. long-term capital gains87. The tax
high-income taxpayersrate for was

Wood,Sidley &8. Austin Brown LLP 20% in 2001. ifAccordingly,2000 and
Wood,Sidley & Egan79. Austin Brown LLP Richard had sold EMC stock for

(“Sidley”) million, likelyis a national law firm. Sid- he would be sub-$150
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Delegation Authority Taxof forE. Thegains tax ofcapitalject long-termto a
Egan and Car-to MichaelAffairsmillion.approximately $30

ruth
time, MichaelDuring the relevant94.Non-Qualified Options2. Stock

forprimary responsibilityhadEgan
1, 2001, Richard andJanuary88. As of respon-Thattaxparents’his affairs.

fully-vested op-Egan ownedMaureen decision to investsibility included the
8,320,-an additionalpurchasetions to at issue in thisin the tax shelters
1414).(Ex.of EMC stock.000 shares filingthe of the 2001litigation, and

ingrantedhad beenoptionsThe tax re-89. individual incomeand 2002
(Exs. 791).325, 780, Egan,1996 and 1997. and Maureenturns of Richard

varied, rangedbutpricesThe strike a ofsigned powerhe underwhich
232).(Exs. 8,andapproximatelybetween attorney.$1.15

791).(Exs. 325, 780,$3.05. 2001,12, EganRichard95. On October
attorney grantingpowera ofexecutedop-“non-qualifiedwereoptions90. The
authority, includ-EganMichael broadmeaning of the In-within thetions”

authority to his “tax matters.”ing as15:72).(Shea,ternal Revenue Code.
1128).(Ex.result, any gain from the exer-As a

2001,12,December Maureen96. Onresult inoptionsof those wouldcise
attorneyofEgan powerexecuted aordinaryat the incomeincome taxable
authori-granting EganMichael broadrate, rather than at the lowertax

including authority as to her “taxty,capital gains tax rate.long-term
(Ex. 15).matters.”

in-marginal federalhighest91. The
of,knowledgeEgan97. Richard had39.6%,tax rate in 2000 was andcome

in, the toand was involved decisionplanningin it was 39.1%. For2001
in tax at issue andinvest the sheltersand to take other taxes intopurposes,

filing tax returns with thethe later ofaccount, advisorsEgansthe and their
IRS, although delegatedhe much oftax rate on in-an effectiveassumed

responsibility, particularly thetheoptionsof ofcome from the exercise
day-to-day responsibility, to Michael(Exs. 1034).471, Accord-40%-43.5%.

employeesand of Carruth.EganEganif Richard had exercisedingly,
no role at allEganMaureen had98.gainanon-qualified options producing
affairs,regards to her tax whichwithmillion, likelywould beof he$150

byhandled her husband Richardweregain approxi-on that ofsubject to tax
(Maur. Eganher son Michael.andmillion to million.mately $65.25$60

59).15-16,atDep.
above, EganRichard92. As described Carruth, actingof atEmployees99.

Ireland onbecame Ambassador to Egan’s pursu-direction andMichael
10, 2001. In order to be-September delegation,ant to his also exercised

ambassador, necessaryitcome was authority over the tax affairs of Rich-
resign as chairman ofEganfor to Eganand Maureen to various de-ard

(Ex. 791).EMC. CFO,Reiss, the andgrees. James
2000)(after Shea,Patrick theoptions byheld Junenon-qualified93. The

COO, day-to-day responsibility athadEgan expire upon hisRichard would
infor the tax matters at issueCarruthfrom the board of EMC.resignation

(Id.). litigation.this
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ConcerningEarly TaxF. Discussions loss could then be used to offset
capitalShelters gains upon the sale of EMC
stock. These exploittransactions2000,By Egan100. the fami-Aprillate

ininstances which the tax code hashadly begunand its advisors discuss-
inconsistent treatment for what is inpossible strategies toing minimize or

positions.effect offsettingop-eliminate on the exercise oftaxes
tions and sale of EMC shares. In In 1998 we atlooked several of
particular, Egans beganthe consider- these Similar typestransactions. of

thating strategies generatetax would transactions stillare available. The
an instep-upartificial basis to elimi- certainlyIRS is aware that these
nate or thecapital gains creation of outtransactions are there. They

offset ordinaryartificial losses to in- have implemented new reporting
come. requirements tryto to stop these

they101. werestrategiesThe consider- To date report-transactions. new
theying, eventually adopted,and that ing haverequirements focused sole-

strategieswere tax reduction in-—not ly corporations.on C Although,
vestment that werestrategies intend- they easilycould appliedhave simi-

money, hedginged to ormake strate- individuals,lar to theyrestrictions
gies that intended towere reduce risk have failed so.to do

preserveor capital.
(Ex. 3566).

attorney102. Jim Reiss of Carruth and
memorandum,105.In 27AprilherDenbyStephanie of the law firm

Denby risks,also addressed the auditBurke, earlytook the inWarren lead
as follows:taxexploring possible strategies and

setting up meetings with tax advisors These clearlytransactions take ad-
promoters.and vantage “loopholes.”of The report-

2000,25,April103. On Reiss wrote to ing is with taxconsistent law al-
Denby Eganthat Michael was “antici- though the results are unintended.
pating hisunloading father’s EMC provideThe willpromoters tax

share,shares at andper asked$140” opinion penaltiesto avoid ifletters
if “goodshe had a lead on a transac- audited. It that there aappears is

(Ex. 3568).tion and insurance.” The very thatlow these transac-chance
had in“transaction” he mind was one picked up bytions would ever be

that (Denby,would avoid taxes. promotersthe IIRS. The have
28:71). not anytalked to have had audits.

2000,27, Denby104. On April wrote a reportedThe tax cases for similar
Eganmemorandum to Richard re- corpora-transactions all involve C

availabilitygarding “capitalthe of tions .... are further stepsThere
(Id.strategies.” 28:72;gains offset at that to limitwe can take these

3566).Ex. wrote:Denby First, promotersrisks. some of the
strategiesThere are in limit use of transactions to 5 toseveral still the

Therefore,play through theya 7 will onlywhich series of clients.
inpur- largecreate for tax allow to betransactions will used situations.

poses Secondly,a in of thestep-up capitalbasis or some transactions
generating op-loss while transactions net out focus on basis asas

posed loss.economically capitalneutral. The basis or to Basis is more
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if the transac-assessedmightthat belikely I be-and less[sic]discrete
disallowed.tions wereradar screen.the IRSto crosslieve

19, 2000,AprildatedBy110. e-mail(Id.).
“income tax tech-subject linewith the

memorandum,27AprilIn her106. regard-to ReissDenby wroteniques,”
availabilitytheDenby addressedalso insuranceavailability of suching the

offsetto furtherinsurancepenaltyof entity:an offshorefrom
audit, follows:asthe risk of

Today representativeI met with a
atsimultaneously lookingareWe matter.an unrelatedof AIG on

insur-availability purchasingofthe tax liabilitiesunderwritingThey are
in case offurther offset riskance to Theopinion letter....with a tax

Initially, optimisticI wasaudit. exposuretax andis 10% of thecost
availablewill beproductthat this penalties.interest andit also covers

of transactions.typefor these you gothat forsuggestThis would
However, digging deeperareas we lets[be]the total cost wouldit and

likelya lessthat this isappearsit exposurethe tax10% ofestimate
think that we willI do notoption. They are alsono future risk.with

is availableinsuranceknow whether youthatunderwriting offshore so
a little further downuntil we are publicaworryto aboutdon’t have

compa-path because insurancethis penal-thecoverageto forpolicy bar
the taxhave to look atnies will the ismyIf estimate of coststies.

a final deci-makingopinions before getcould the insurancecorrect we
sion. it wouldtechniques,theseon one of

(easyrunto a 50% homeappear be(Id.).
easy). mayWemoney maybe too—Denby possi-theFinally, balanced107.

in placeto have structuresneedstrategiessavings from thetaxble
the tech-sales for some ofbeforerisk, follows:cost and asagainst the
youif wantlet me knowniques—so

the risk of this transactionI think you haveget moving. Dome to
verythe IRS attention iscatching in mind?techniquesany particular

theseAt least for one oflow. youknow what think.Let me
transactions, the fees involved will (Ex. 3595).

potentialthe taxthan 25% ofbe less 2000,2,May Den-By111. e-mail dated
liability. Reiss as follows:by wrote to

(Id.). does not issueMarsh & McLennan
inception of their search108. From the no“transactions withinsurance for

theirstrategies, Egansthe andfor tax than theotherpurposeeconomic
strategiesknew that theseadvisors pursueif weI thinktax benefits.”

transactionswere not normal business rejected, we would begetthis and
to taxlikely expose themand would Accordingly, Ia bad trail.creating

everif the transactions werepenalties tosomething pur-notthink this is
bydiscovered the IRS. you agree.know ifLet mesue.

(internal28:69; quo-Ex. 3600(Denby,Aprilthe 27 memo-writing109. Before
original)).marks intationrandum, theDenby investigatedhad

day, replied by e-That same Reissto 112.obtaining insurancepossibility of
mail as follows:penaltytaxany liabilitytax orcover
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They help grantor optioninsure of anprobably is not liabilitya
fun the“straight” meaningtransactions. What within of section 752.

your strategythat? I withagreeis there to The took the position that
taxpayercomment. when a contributed paired

offsetting options to a thepartnership,28:69; (internal(Denby, quo-Ex. 3600
taxpayer contributed an asset notbutoriginal)).marks intation

liability.a2, 2000, EganstheMayAfter113.
early 2000,By118. KPMG mar-wasacquiretoattemptmade no further

keting the tax strategyshelter underor tax pen-insurance for tax liabilities
the name “Short Option Strategy.”alties.

458).(Ex.Burke,The bill sent by114. Warren to
119. ofVariations the strategy couldEgans for the workAprilthe 2000 for

a “gainfunction as eliminator” aorby Denby includes entriesperformed
generator.”“loss A “gain eliminator”“reviewing possiblefor income tax

would create an artificial instep-upstrategies,” “exploring capital gains
capitalbasis to avoid gains ontaxesstrategies,” “capitaland loss strate-

appreciatedthe sale of Aproperty.gies risk assessment alter-insurance
generator”“loss(Ex. 2802). would create an arti-natives.” The bill for

ficial to capitalloss offset gains orMay 2000 includes for “taxentries
ordinary income.strategies, legislationshelter and in-

gainssurance” and regarding“issues example, by120. For Julye-mail dated
(Ex 2803).techniques.” 2000,14, Peter Prescott of KPMG

sent James Haber of aDGl/Helios
Option Strategy”The “ShortG. summary“short of short options

(Ex. 464).The strategy115. record does not indicate who variations.” The
developed the initial of thevariant tax e-mail summarized several variations

strategies “plainshelter at this liti-issue in on the vanilla” thatstrategy
Nonetheless, 2000,gation. by early could be used to “increase” orbasis

KPMG, DGl/Helios, (Id.).Alpha generate purportedand were a “loss.”
(andworking together with other 2000,By121. June KPMG had devel-

firms) market,to develop, imple-and oped a PowerPoint presentation for
ment paired-option tax strate-shelter Option Strategythe Short for market-
gies. (Ex. 458).ing to prospective clients.

The strategy116. basic involved the presentationThe PowerPoint showed
of offsetting long strategyuse short and op- how the could offset capital

tions that were to an gainscontributed enti- from the sale of appreciated
(Id.).ty taxed as a in whichpartnership, property.the

taxpayer position legtook the that one important aspect122. An of the Short
optionsof the created a “loss” or a Option Strategy was the preparation

in“step-up” basis other legand the legal opinionof individual forletters
disregarded.should be taxpayereach and each “investment.”

(Ex. 426).One of taxkeys117. the to shelter A inthe law firm would agree
strategy generalwas the set toprinciple, provide opinionadvance a favorable

Comm’r,inforth Helmet v. 34 T.C.M. theletter after transaction was con-
(CCH) (1975), summated,727 that the claim of in order tax-to induce the
the holder of an option against the topayer/investor purchase the strate-
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EgantheCityof insurance New York betweento serve as a formgy and
Family firm &and the law Jenkenspenalties.taxagainst

(“J G”) accounting& and theGilchristlaw worked withFour firms123.
LLPYoungfirms KPMG and Ernst &develop andand KPMG toDGI/Helios

Y”)(“E in explore& to taxorderfa-strategythe and to issuemarket
28:63-64;strategies. (Denby,shelter(la-Brown & Woodopinions:vorable

431).Ex.Wood);Sidley Austin Brown &ter
Cave;Rose; andBryan 2000,Proskauer 4,By Maye-mail Den-130. dated

Lord, Bissell & Brook. by wrote to Reiss that she had
Rosenthal,up”“hooked with aStevenaused124. KPMG and DGI/Helios

(Denby, 28:83;atpartnertax KPMG.opinion” from Brown & Wood“model
3226). Ro-DenbyEx. had contactedthe Shortmarketingto assist them in

suggestion,at andsenthal Reiss’s132,(Exs. 443,Option Strategy.
“techniqueswith inspoke him about3565).

conjunction with the sale of EMCpaid by payer/in-The fee the tax125.
28:83). Rosenthal(Denby,stock.”Strategythe Optionforvestor Short

“very skepticalcautioned that he wasnormally opin-cost of theincluded the
techniques,”about these kinds of buttransaction,letter on the whichion

any techniquesto look“offered overto thepaid directly bywas DGI/Helios
(Ex.offer his assessment.”[and] risk(Exs. 2771).563,1519,firm.law

3226). Denby pursue Rosen-notdidsharing arrange-Helios had a126. fee
28:84).(Denby,offer.thal’stherespectment with with toKPMG

4, 2000,May Denby e-mailed131. On(Exs. 3231,Option Strategy.Short
meetingsconcerning plannedReiss3232). sharingHelios also had a fee

(Id. 28:93;& G E Y. atwith J and &Alpha.arrangement with DGI and
3227). DenbyEx. wrote:(Exs. 2771).1640,

Strategy127. The Short wasOption very squir-... the E & guysY are
taxpayers.tomarketed dozens of relly. havingI am a hard time

(Ex. 532). Theygetting detail out of them.
very proprietary....arebelow, is-128. As described the IRS

11, 2000, thatAugustsued a notice on (Ex. 3227).
Op-in substance identified the Short 5, 2000,May Denby sent132. On the

Strategytion an tax shel-as abusive following e-mail to Reiss:
days later, ater. Four KPMG issued

right per-upHave hooked with themarketing”to the“stopdirective
(John Schweiyer)atson KPMG(Ex. 282).strategy. partnersKPMG

He very knowledgeableis[sic].continued, however, DGIto work with
the 2 trans-about market. He hason of theand Helios new variations

interesting.actions that are Ipaired-option strategies.
[Maywould like to him to theadd

event. Even if we do not use15]May MeetingsThe 2000H.
knowl-product goodhis he has a

15,May MeetingsThe in New1. 2000 edge productsof the ofrange out
York a good eyethere and critical for the

Denby beMay 2000, plusesIn and minuses. He would aStephanie129.
meetings good specialin Thishelped upset a of consultant.... isseries
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weheavy hope analysisstuff so I don’t her of “each strategies”also of the
G,have overload.... to presentedthat were be by J &

KPMG,3229). 28:62-63;and E & Y.(Ex. (Denby,
3551).Ex.8,By Maye-mail to dated133. Reiss

2000, Denby she hadconfirmed that Denby’s139. ofOne charts enti-was
a Richardmade tentative schedule for tled “Jenkens & inStep UpGilchrist

meetEgan Eganand Michael to se- (Ex. 3551).forBasis EMC Stock.”
KPMG, G, Equentially with J & and 1,”“StepNext to Denby noted that

(Den-in May& Y New York on 15. strategythe was implemented using
3228).28:88; Denbyby, Ex. noted long“short and currency positions

planned meetingthat the J & Gwith offset each “verywhich other” with
“fairly theybe short arewould since (Id.).limited downside risk.” Next

only talking strategy”about one and 2,”“Step Denbyto noted that the
meeting“[t]hethat KPMG should be “generatestransaction million of$100

most presen-the informative since the basis Maureen Egan] when the[for
with[Johnter is familiar allSchrier] transaction is economically neutral.”

types of &strategies verythese is (Id.). 3,”Next to “Step Denby noted:
(Ex.inhelpful risk assessment etc.” options expire,When [Maureen

3228). noted, “IDenby again am hav- Egan] contributes LP units to LLC.
aing gettinghard time in-additional Transfer will allow 754 election.

(Id.).from Eformation & Y.” This ‘unleashes’ the basis it canso
EgansJ & required134. G the and againstbe applied the sale of EMC

representatives signtheir to non-dis- stock.
agreements priorclosure to the meet- (Id.).

ing theyat which their taxdisclosed
of Denby’s140. Another en-charts was(Exs. 3554).432, 438, 3552,strategy.

Capitaltitled “KPMG Elimina-Gains11,May 2000,On135. KPMG sent
(Id.).Strategy.”tion Denby notedDenby a copy presen-of a PowerPoint

followingthe in Mayher 12 covertation as “preparation material for
letter:(Ex. 131).your upcoming meeting.”

strategyThe KPMG cre-involvesplanned meeting136. Before the with J
of aation lot of subse-entities and15,May 2000,on provided& G J & G
redemptionsquent liquidations.andDenby with a memorandum dated

Therefore, verythe chart confus-is2000,April entitled “Tax Conse-
However,ing. redemptionsthesequences Optionof ofContribution

liquidationsand samecreate theSpread Partnership Corpora-to or
inconsistencyof tax occurstype thattion,” that strategy.described its tax

in the Jenkens & Gilchrist struc-28:92; 434).(Denby, Ex.
ture.10, 2000,MayOn E sent a fax137. & Y

(Id.).Denby outlining In-to its “Personal
Corporation Strategy.”vestment Denby’s141. of en-Another charts was

437).28:96-97;(Denby, Ex. Young“Ernst & Strat-titled Deferral
(Id.).12, 2000,May days prior 3,” DenbyOn egy.” “Step138. three Next to

planned “Capital gains byto the in New Yorkmeetings triggerednoted sale
City, Denby Egan byfaxed of stockMichael EMC offset investment

(Id.).that prepared outlining generatedcharts she had under Step‘losses’ 1.”
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the2000, not find testi-15, 146. The doesEgan,Richard CourtMay142. On
Reiss, mony Egan, StephanieDenbyand met of MichaelEgan,Michael

G,KPMG, concerningDenby, Eganof & RichardJ orrepresentativeswith
(Ex. 3532; May meetingsthe the 15 topurposeY in New York. ofand E &

Reiss,6:112; 28:34;Denby, beEgan,M. credible.
27:8-9). inmeetings147. of thepurposeThe

DenbyEgan and testified143. Michael 2000,15,May was forNew York on
meetingsattended theEgansthat the representativesthe theirEgans and

May 15 theon becausein New York G,by &to J Epresentationslisten to
for ac-looking a newEgans were Y, concerning tax& KPMG avoid-and

replace &firm to O’Connorcounting strategies.ance
Drew, accounting firm thatthe local 16,2000, dayMay the after the148. On

(M. 5:72,using. Egan,they had been followingReiss sent the e-meetings,
28:34).6:112;76, Denby, Denby:mail to

questionato as toresponse144. In [Egan]Dick tell Mike on[Egan] did
ofpurpose trip”“the that towhat was ratherthe that he’d havetrip back

15,May Eganon MichaelNew York moneyus him make than savehelp
testified: (i.e. Strategiesit Reduction[tax]

it, we were—I wasAs I understood guess).I I’llcupare not his of tea
talk ac-looking for—to to other this later inping Mike more on the

firms, morecounting larger Big— week.
accounting to un-Eight size firms 3230).28:105; Ex.(Denby,

ideas, theytheyif hadderstand
17, Denby sentMay149. On the fol-to leadqualified be our newwere

lowing “Interesting. Keep mee-mail:accountant.
up anythingto ifdate there is more(M. 5:72). acknowledgedHeEgan,
they me to do on the reductionwant

planning“tax was atthat discussed” 28:105-06;strategies.” (Denby, Ex.(Id. 5:74). said,meetings. at Hethe 3562). repliedthen as follows:Reiss
however, that the KPMG presentation

todaycomment to me wasMike’sinteresting”that and “wasn’t“wasn’t
youmay‘that have been what heard(Id. 5:83).atreally useful.”

reallybut that’s not what he said.’EganRichard that he did145. testified
moneyDick how to makeknows butMaymuch about the 15not remember

may to savenot know how it. I.e.(R. 2:47-48).Egan, Hemeetings.
keep pursuing op-we ourshouldthat he he wastestified understood

tions.meetingsin in toincluded the order
(Ex. 3562).people that wasup“size the Michael

(Id. Burke,by150. sent Warrenlooking to learn from or hire.” at The bills
2:47). Maythe 2000Eganstestified he did to for did notHe also that

any per-reference to workEgan,recall that he and Michael includenot
office, & Drew.anyone family replaceelse at the formed to O’Connoror

(Ex.(Id. 2000,2803). 15,May Denbyat For“ever about taxes.”talk[ed]
2:55-56). hours,billed whichEgansHe attributed his lack of the 8.5 she

with clientmemory kept regard-to the fact that he ex- described as “Meet
(Id.).(R. ing MayFormeetings. strategies.”from the losscusing himself

2:48). 16, 2000, EganstheDenby billed 3.5Egan,
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hours, deferral,as cepts, permanent,she described “Issues #/typeswhich
entities,opinion. fees,reliance on Re- ofregarding breakdown of opin-

(Id.). 4, letter,For ionMay compliance,view [Redacted].” etc.
Winters,2000, Greg associate atan Let’s include info Optionon KPMG

Burke, Warren, Egansbilled the 5 strategy as well.
hours, he as “draftwhich described (Ex. 3565).

Stephanie Denbyto re-memorandum
19,May 2000,154. DenbyOn met withgarding substantial understatement of

Mox Tan of in ChicagoHelios to dis-(Id.).penaltytax and tax shelters.”
strategy.cuss the Helios tax (Denby,

3527).28:109;19,May Meeting Ex.in2. The 2000 Chi-
cago 155. proposedThe tax strategy in-

During the inpresentation151. New offsettingvolved the use of options on
15, 2000,MayonCity NASDAQYork John the 100 TrackingIndex

Denby Stock,Schrier of KPMG told about which are also referred to as
Helios and recommended that she “QQQ” options, based on their stock

28:110;them. (Denby,meet with Ex. symbol,ticker
3527). Although the details are un- Immediately156. following Mayher 19
clear, suggest-it thatappears Schrier Tan,meeting Denbywith sent an e-

promotered as a of a moreHelios mail Eganto Michael and Reiss with
complex sophisticatedor variant of subjectthe line strategy.”“Helios

Option Strategy.the Short 3527).28:109;(Denby, Ex. The e-
18,May 2000, Denby152. On sent the mail summarized what she had

e-mailfollowing to Jim Reiss: Helios, includinglearned about the
meetingI am with tomor- fact gain[Helios] that Helios had both a elimi-

veryrow. It sounds like similar strategya nation for capital gains stock
to generationtransaction the trans- strategy[Jenkens] and a loss for or-

(Ex. 3527).Nasdaq options.It uses dinaryaction. It income. She also
is a more circulation. proposed meetinglimited a follow-up with

supplies opinionBrown & Wood the Helios in Boston:
Theletter. letter will be more like- [Reiss],As I discussed with Jim

ly than not or possibly should be. a veryHelios offers similar transac-
optionsThe actual more expen-are tion the &to Gilchrist[Jenkens]

sive. Between 3.5%.2.5% to After transaction. groupHelios is the
component pricedthat the fee is that KPMG recommended. The

similarly subjectand to the same foreign currency cantransaction be
type negotiation.of to offset ordinaryused income on

3565).28:107;(Denby, Ex. of options. Theythe sale EMC also
responded May153. Reiss to the 18 e- QQQ strategy Nasdaqoffer a with

mail as follows: beoptions. onlyThis can used to
(notcapitalisCompany gain op-called Is offset EMC[Helios]?

(should tions).& thinkreputableBrown Wood I the Helios will be a
unusual)?be is No moreopinion issue much customized solution

corps Theywith this tocomparedallowed into strate- have[Jenkens].
gy grid Currently? I think we to start to limitedneed also distribution.

only foreignout forproducts theythe different con- have done 12 cur-
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19, notifiedMayon Reiss161. AlsoQQQ strategy isTherency swaps.
Denby wantedEgan thatMichaelnone ofhave beenso therenew

May 25with Helios onto meetonly be themQQQ willyet. Thethese
strate-their tax reduction“to discussindividuals. Sometomarketed

28:127-28; Reiss,(Denby,curren-foreign gy.”thehave donecorps
442).27:24-25;you Ex.thoughtcy swap. [Reiss]Jim

meetingin withbe interestedwould
Denby’s Comparison of the Tax3.them.
Strategies May 2000(Id.). —

19, meeting withMay after the 2000,On 22,157. Denby sentMay162. On
aHelios sent herDenby, Tan ofMox enclosing an outline forReiss a letter

&from Brownopinionof a tax transaction,“form aproposedthe Helios
(Ex. 132). In the cover mem- Structures,”Wood.” “Comparison ofsummary

wrote,orandum, “Although theTan Echart for each of theseparateand a
in for-an investmentopinion discusses G, KPMG,Y, and Helios strate-& J &

analysis for thecurrency, theeign weighted] advantagesthegies “that
same, withQQQ should be thetrade disadvantages capi-of the variousand

Revenueexception of the [Internalthe 28:113;techniques.” (Denby,tal loss
(Id.).988 discussion.”Code] Section 3555).Ex.

opinionBrown & Wood sent158. The 22MayIn outline of the Hel-163. her
opin-a “modelby Tan labeled aswas transaction, Denby noted the fol-ios

top,at the andion” in bold letters lowing:
“for thethat it was intendedstated > ordinaryEliminates income and

analysisan offacilitatingofpurpose can becapital gains strategyso
(Id.).the issues.” optionsfor both EMC stockused

copyreceived a of159. Patrick Shea and EMC stock
joinedafter he Car-opinionthe model

> party purchasehave thirdCan2000,in on which he maderuth June
(I this)likestep-upfor2768).(Ex.handwritten notes.

> letteropinionBrown and Woodopinionmodel160. notes on theShea’s
following:include the > tooption periodCustomize

your goalsmeet business1). hedgeBusiness reason —
inagainst drop EMC stock > 12 transactionsHave done or so

2). forpartnershipNeed to be a > strategydo similar withCan
[nonrecognition] of721[Section] forQQQ onlybut will work EMC

gain partnershipon transfer to (not options)stock
3). option752 states shortSection 3555).(Ex.

therefore, not a re-liability,not a 22 thatMayof the charts164. In each
in fundduction basis to Y, G,E &Denby prepared for the & J

4). penalties [Section]No under KPMG, strategies, she rat-and Helios
for tax6662 due to reasonable basis the strate-uponand commenteded

treatment noting plusa if the transactiongies,
5). assurance moreReasonable strategy and atax “elimination”was a

attorneyslikely than not from only taxif the transaction was aminus
(Id.). For the(Id.). strategy.“deferral”
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Strategy,” Denby“Helios Elimination she 169. also rated and commented
capitalnoted that it withgains respect proffered“eliminates to the opinion

letter,ordinary plusand income so can use for ifnoting a the opinion was
(Id.).options directly byas well as stock.” not issued marketingthe

(Id.).firm ifand a minus it was.Denby and165. also rated commented
170. Denby summarized her conclu-time toupon length implementthe of

sions in a chart entitled “Comparisonstrategies, noting plusthe a if the
Structures,”of in which she listed andtransaction time was shorter aand

compared the fees for the “instru-completionminus if the time for of the
ments” and the “advisors.” All theimplementation receiptand of the tax
strategies ainvolved fee abased on(Id.).longer. gavebenefits was She
percentage of the size of the transac-a positive rating to the “Helios Elimi-

(Id.).tion.(Id.).Strategy.”nation
171. Denby specificallyalso noted that

Denby166. rated andalso commented strategythe Helios made it “[e]asier
respectwith manner into the which to purpose”establish business because

the tax generated, notingloss was a it “can be to hedgeused EMC stock
ifplus the wastransaction “harder for depending youron market view.”
IRS to and a if[the] find” minus the (Id.).

transaction was “easier” for the IRS
(Id.).to find. the Elimi-For “Helios 25,May4. MeetingThe 2000 in Mas-

nation sheStrategy,” noted that it sachusetts
“will be asstructured basis offset so By 23, 2000,172. Maye-mail dated

(otherharder for IRS to find Helios EganReiss advised Jack about the
offset).” (Id.).deals done as loss upcoming meeting Helios,with stat-

Denby ing:167. also rated and commented
respect complexity,with to their not- I youwanted to touch base with to

ing plus complexitya if the of the let you recentlyknow we have coor-
structure it harder formade the IRS meeting groupdinated a for a called
to “pick-up”“unwind” or and a minus Helios in ...to come to discuss
if the simplicity of the structure made strategy.their tax reduction Ste-

(Id.).it easier for tothe IRS trace. phanie IDenby preliminarilyand
For the “Helios Elimination Strate- grouplike what hasthis to offer.
gy,” she noted a concern that its “sim- They even have a strategy for stock
plicity of mightstructure” “make it options as as straightwell stock.

(Id.).easier for IRS to trace.” 442).(Reiss, 27:27; Ex.
meeting173. The with Helios wasDenby168. andalso rated commented

placed on calendarthe for Michaelrespectwith to the breadth of the
Egan Helios, Denbya “Mtg.as S.marketing strategy,of each w/noting a
& Jim to tax reductiondiscuss strate-plus if the transaction had “limited

(Ex. 447).gy.”ifmarketing” and a minus the trans-
(Id.).action “broadlywas 174. withmeetingmarketed.” The Helios occurred

For the Elimination“Helios Strate- at in Hopkinton,Carruth’s offices
gy,” Massachusetts, 25,she positive Maynoted as a that it had on 2000.

(Exs. 442).427,(expect“limited no Michaelmarketing Egan,more Den-
[customers]).” (Id.).than by, meeting20ish and Reiss attended the
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Burke,Reiss, Denby,28:133-34; Ex. and a(Denby, Stephaniefor Carruth.
442). namedattorney Wayne Coo-Warren

representativesmet with of Heliosper26, 2000, Denby sentMay175. On
3237).(Id.; 3235,Exs.Chicago.inprevi-theregardingReiss e-mailan

Haber, Kampf,Phil and MoxJamesandmeetingous her discussionsday’s
Tan on behalf of Helios.attendedthe concern-meetingwith afterHelios

3237).(Ex. purposeThe of the meet-ing fees:
was “to theings with Helios reviewmeeting... the I discussedafter

(Id.).strategies.”tax eliminationarethe fees. The feeswith Helios
handwritten on180. Shea took notesrate. werea 3% If KPMGbased on

July 13 that he titled “Helios Deal-just pock-not Heliosinvolved would
(Shea,Capital Reduction.”Gainourlarger percentage.et Sincea

2569).15:108; Ex. The notes wereKPMG,came from Hel-connection
provided byon Ha-based informationthem a referral feepayios would

ber.at rate.anyway. I think the same
notes,In outlined the181. his SheacostSo involvement does not[their]

capital gainstentative of a re-stepsjust inmore but results reallocation
(1)strategy, includingduction “DickIof fee. from otherthe base know

[Egan] transfers stock to Maureenthis reallocation occurssituations
(2)[Egan]”; [Egan]“Maureen createsnamegettingfrom thesimply [our]

entity buys optionan positions,andwronginKPMG. We are the[from]
QQQ foreign currency op-either orbusiness!
(3)tions”; Egan theMaureen “holds3232).28:134; Ex.(Denby,

(4)days”;14 “onoptions for at least
theresponded by176. e-mailReiss

day 15 the EMC[she] contribute^]
hasday, stating: [Egan]same “Mike

position”and Fi-optionstock the to
opinions this.very specificsome about

delity High “alongTech with sec-[a]
thoughts though.”I like onhis this

exactlypartnerond with same[the]3232).35:82-83;(Reiss, Ex. (5)securities”; dayand “on [a]31
Burke,by177. toThe bill sent Warren entity buysHelios for[the securities]

Maythe for theEgans 2000 describes of theEMC stock and value ofFMV
by May 25Denbywork onperformed 2569).(Ex.of 2.1%.options,” less a fee

as, things, meet-among other “Attend the182. Shea’s notes indicated that
ing regarding capital strategies.”loss in partnership”“basis the would be
(Ex. 2803).

“longthe in the ...position options
(low).”plus in EMC stock[the] basisDevelopments JulyI. Further in 2000

(Ex. 2569). theHe also noted that
10-13, MeetingsJuly1. The in purported purpose”“business would2000

Chicago a “hedge againstbe downward[a]
(Id.).drop in [stock].”EMC(who2000,10,July178. On Pat Shea

183. Shea’s notes also the fol-statedjoinedhad Carruth on Juneas COO
lowing:26), Reiss, DenbyJim and Stephanie

— line taxmet the Helios shows as one item onproposedto discuss
(Ex. 3236). returnstransaction.

— easilytimes179. At one or more between clean transaction —not
13, 2000, Shea,July 11 and Pat Jim discovered
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— easily reported options,” which itmade “hard to bury
(Id.).on the [tax] return.” Shea fur-(Id.).

notedther that the exercise of the“Risk,”heading184. Under the Shea
options would a reportablebe “taxableFirst,listed three items. notedhe

byevent EMC” that would result inthatanythat risk Helios would “not
the issuance to EganRichard of abydo was thedeal” addressed[the]

(Id.).Form 1099 or W-2.getfact don’t the“they paidthat until
187.Shea preparedalso typewrittenSecond,deal thatis done.” he noted

(Ex.13, 3237).Julynotes dated 2000.there thatwas a risk the “IRS [would]
notes,In those he described thetransaction, whichdisallow” the in

planned timingroles and for imple-facingcase in-Egans “[wouldthe be]
mentation of the Helios strategy ascharges, penalties,terest no as[but]
follows:legalwe have let-opinion[would] [a]

Third,ter.” he noted that there strategyTheir usinginvolves vari-
“gainwould be of a onrisk loss[or] code Eganous sections and and un-

options price[the] and stock fluctua- related entities to eliminate tax on
(Id.).tions.” Shea also noted that options.stock and

“we want Maureen to do the transac- [Helios] with willKPMG handle all
tion capitalbecause there will be a filing paperworkand to effect the
gain we dohere and not want it sub- transaction.

(Id.).ject to [Massachusetts] taxes.
Depending on ofsize transaction

July185. Shea also took notes on 13 their fee is between 3-4%—seems
that Ordinaryhe “Helios In-titled negotiationwe have some room

(Shea, 15:103;come Reduction.” Ex. there
496). Those notes detail a sequence

Timing 2 weeks to hold—needof steps implement ordinaryto an in-
indaysstock—30-90 partnership is(1)come strategy:reduction “Dick

recommended to show IRS business[Egan] NQO’s—optionsexercises his
purpose to complet-be—transactionpersonally through specialor trust—

in year.theed same tax Point(2)Maureen”;transfers shares to
being we want to do need to—if“Helios & createAlpha entityan as a

for sellingconsider windows and(3)fund”;hedge entity“Maureen’s
timing for paperwork completetopurchases foreigna currency options

toprior 12-31position long short——100m —98m
getshouldWe decision makers in-cost approx 2m—Maureen basisgets

tovolved understand the risk/re-(cost 2m)”;for long position100m of
towards see if we want to do in(4) days“Maureen holds for 30-90

please2000 or advise2001—when partnership foreigndistributes
KPMG is with ininvolved Helioscurrency to Maureen for her interest

(5) thisfund”;in transaction —We discussedthe “Maureen liquidates w/
them possibility bundlingof theircurrencythe foreign triggerto the

loss”; (6) Managementservices to Carruthand “Code Section 988
LLC____foreigntreats currencyloss on as or-

496).(Ex.dinary loss.” aup meetingfollowWill withw/
186. Shea that it “riskynoted was that John Schrier of KPMG—to discuss

we entityhave forreporting EMC fees and their services.
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meeting,JulyPrior to 18 Shea(Id.). 193. the
ques-a list ofprepared typewritten

tothat he discuss withtions wanted18, MeetingJuly with20002. The
471).(Id. 15:63; Ex.Helios. atChicagoHelios in

in,meeting, byAt the Shea wrote194.meeting was scheduledA further188.
hand, meetingnotes from the with18,JulyChicagoin forHelioswith

(Shea,questions.torespect his26).15:64;(Shea, Ex.2000.
26).15:67-68, 70-73; Ex. Shea’s

Den-July meeting,to the 18Prior189. include the follow-typewritten notes
analysis thatupdatedanby prepared corresponding notesing questions and

outlining bothupdated chartsincluded questions:hisas to the toanswers
Strategy” forCapital“Helios Gainthe

Q. youDo have a narrative forstock the “Helios Ordi-the EMC and
you relythatvarious sectionscodeop-for thenary Strategy”Income

a thedescription strategyon and of3549).28:146;(Denby, Ex.tions.
opinionthan ?legalother aandDenby preparedalso a “Timeline

gave StephanieA. andHe us case“Comparison ofFees Chart” and a
legal opinion.has draftcomparingchart the twoStructures”

Q. you registerto aKPMG, Do have as&transactions to the JHelios
(Ex. 3549). tax shelter ?G, products.E & Yand

table“ComparisonThe of Structures” A. No
report-“taxincluded a column for the Q. report-How will handle thewe

strategies;of variousing profile” the weing on the returns —can run
Capital Strategy pro-the Helios Gain through largeE to avoid aSchedule

low,”“extremelyfile was described as loss on the 1040-would likeface of
as “vi-and the others were described bury entitiesto with other on

(Id.).sible.” Schedule E.
“CapitalDenby noted that the190. A. KPMG toSchrier and handle.

Strategy” hadEliminationGains Q. filinghandleDoes KPMG all
“very tax re-reporting [the]clean on entity that inreturns —is included

it “hard for [the]turn” so would be or are there ad-our transaction fee
(Id.).find.”IRS to ditional fees?

Hel-meetingThe with191. scheduled theyA. the—included in fee—
18,Julyin Chicagoheld onios was and structure thewill returnsfile

26).(Shea, 15:64; The2000. Ex. deal
meetingat includedparticipants the

Shea,Egan, Pat and JimMichael
Q. chronology of theWhat is theCarruth; Denby;StephanieReiss of

youDo have sometransactions?KPMG; Ha-Schrier of JamesJohn
detailingof the chainsort documentTan,ber, Hel-KampfMox Phil ofand

timing ofof events the theand(Shea,ios; Alpha.and Ivan Ross of
same?26).15:64; Ex.

—They throughusA. will walkJulyAt both Ha-meeting,192. the 18
go as we wantand will as fastpresentationsber and Schrier made

each?Q. Wdiat the role ofisstrategies.”about “tax reduction
15:65-66).(Shea, Helios
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Alpha EganRichard if he exercised his non-
qualified options, reflecting pay-theKPMG

of ordinary (Shea,ment income.A. handwriting][no
15:74; 26).Ex.

July197. At the meeting,18 par-the
Q. [non-qualifíed op-mix ofWhat also waysties discussed various that a

longand term istions] shares —it large might disguisedloss be on the
advantageous for us usetaxwise to of Egans’ return,face the tax such as
NQO’s savingsbiggerbecause tax reporting it aon Form 4797 (Foreign

vs.for us 40% 20%—what about Transaction)Currency filed with a
impactstate state fedfollow—will partnership (Denby,return. 29:147-

rules here? 3582).150; 468,Exs.
[EganJ’s preferenceA. [is]Mike 198. Shea also took handwritten notes

to Dick [Egan] (Ex.use shares as wants July 468).of meeting.the 18 In
to sell some now— notes, wrote,those he “how do we

[$]500,000,000handle the 1099Q. need to confirm EMCWe how
(Id.).form[?]”report optionwill the toincome

19,July 2000,On199. Shea had a tele-or 1099 form.Dick-W-2
phone conversation Johnwith SchrierA. pushJim to answer[Reiss] for

(Ex. 472).of KPMG. Among other
Q. to ofWe need decide the size things, Shea and Schrier discussed a
the andtransaction the size of each

option” strategy“short in order “to
to get pricingblock—we need from (Id.).generate ordinary loss.”

reflectingthem the volume rate and
Burke,200. The bill bysent Warren toourapply that to blocks.

Egans Julythe for 2000 include en-
A. Looks onlike 250m^300m fortries work on “tax deferred strate-

another onmaybe 100mstocks— gies,” “capital strategy,”loss and
NQO’s Michael will discuss with (Ex.loss“capital strategy issues.”
family getto amounts— 2806). There are entries inno those

(Ex. added)).(emphasis26 that hedgingbills refer to or invest-
Thus, 18, 2000,July195. as of the strategies.ment

Egans consideringwere intoentering
Diligence3. DueCarruth’s Concern-a capital gains elimination transaction

ing the Promotersof pos-between million and$250-$300
sibly another million for an ordi- 2000,19,$100 July201. On Jim Reiss sent

(Id.).nary generator.income loss Denbyan to Stephaniee-mail and Pat
not,The size of the transaction had subjectwith lineShea the “Re: Elimi-

however, determined,been and follow- (Ex. 3238).Strategy.”nation Reiss
ing Julythe 18 meeting, Michael reported that he and Shea had met
Egan was to discuss the size of the Egan,that afternoon with Richard

proposedinvestment in taxthe Helios that gotand “we a lukewarm response
strategy family.reduction with his him. reallyfrom He wants us to do
15:73).(Id.; Shea, (Id.).diligence ondue Helios.”

20, 2000,At July meeting, par-196. the 18 July Kampfthe 202. On Phil of
ties thediscussed fact that EMC sent fax respondingHelios a to Shea

(Ex. 28).might aissue Form W-2 or to questions1099 to about Helios.
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thesemarketing 206. Each of LLCs was namedfax materialsThe included
“Fidelity” begin-the word at theincluded the follow- withthatabout Helios

Fidelityname. Invest-ning of itsing statement:
is the name of a well-knownmentstransactions are “docu-Because our

in Boston that sells mutualcompanyintensive,” abilitywe view ourment
products.funds and other investmentand thefirmly manageto control

29:14).(Denby, EganMichael select-toprocess getting two four setsof
“Fidelity” for these enti-ed the nameto ex-attorneysof and accountants

(Id.).ties.the con-peditiously reach desired
being one of our mostclusions as of name “Fideli-207. The selection the

intended,to our clients.valuable contributions inty” part,was at least to
help disguise the transactions.(Id.).

2000,21, aJulyOn Shea wrote203.
Fidelity High1. TransactionTechentitled “Memo Re:memorandum
EntitiesDiligenceDue Helios Financial LLC.”

29).(Shea, 15:91-92; Ex. thatIn Fund,Fidelity High208. Tech Advisor
memorandum, wroteShea that “be- formed DelawareLLC was as a LLC

significantinto a trans-enteringfore 19,Julyon 2000. Richard and Mau-
action with Helios as a facilitator we Egan were its two members.reen

theyassurancewanted reasonable (Exs. 1,108).
experiencedwere in transactions of AFidelity High Option209. Tech LLC

handlethis size and could our deal.” A”) single-a(“Option was formed as
(Ex. 29). The memorandum describes 19,Julymember Delaware LLC on
the due conducted to date.diligence 2000, Egan.on behalf of Maureen
(Id.). memorandum,According to the (Exs. 1,108).
Schrier told Shea that he had worked

Fidelity High A210. Tech Index Fundyears,with Haber for several and that
A”)(“Index asLLC was formed ahistory workingHaber had a of on tax

onsingle-member JulyDelaware LLCasgoingshelter deals back far as the
20, 2000, Egan.behalf Richardon of1990’s,earlylate and that1980’s and
(Exs. 1,108).broughtlitigation againsthad been

Haber when a tax shelter deal went
Fidelity2. International Transaction(Id.).sour.
Entities

FidelityFormation Entities inJ. of Fidelity CurrencyWorld Advisor211.
July World”)2000 Fund, (“FidelityA LLC was

single-membera Delawareformed as2000,By mid-July204. the proposed
(Exs. 108).19, 2,Julyon 2000.LLCHeliostransactions with and KPMG

Egan the sole initialRichard wasstagehad theprogressed to the where
(Ex. 108).Fidelityofmember World.Egans formdecided to the various

Liability CompanyThe Limitednecessary implemententities to the
Fidelityfor wasAgreement Worldtransactions.

by EganRichard and Michaelsigned20, 2000,July205. On 19 and certifi-
(Ex. 2).Egan.cates of in Dela-formation were filed

Fidelityliability Currencyware for 212. Internationalfive different limited
Fund, formedA LLC was ascompanies. Advisor
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19, 2000, (Ex. 490).ping JulyJuly meeting.a Delaware LLC on on the 25
(Id.; memorandum,InEgan.of Richard Ex. thatbehalf Shea stated:

108). Dick commit followingwill to the

capital gains200m reduction strate-ImplementPreparesK. to theCarruth
gy—Strategies

ordinary200m income reduction20,Denby’s July1. Fax of 2000
strategy—

20, 2000,July Stephanie213. Den-On
I upwill follow with Jack to see howby tofaxed various documents Pat
much, any,if if he partici-wants toShea, aincluding memorandum enti-
pate.“Steps Capitaltled for Elimina-Gains

(Id.).Strategy”tion that detailed the
planned steps to the strat-implement 217. spoke JulyShea on 27 with Jack

3240.1).29:13;egy. (Denby, Ex. In Egan, who indicated he was interested
memorandum, Denbythat wrote: in participating in a capitalmillion$30

(Id.;gains Shea,reduction strategy.reasons,For itpurposebusiness
15:99). however,Ultimately, Jackmay QQQdesirable to purchasebe
Egan participate.did not[i.e., NASDAQ options.index]100

However, you can use foreignalso Following218. July meeting,25the
currency options or a combination Shea accountinginstructed the de-

two.of the partment Carruth begin prepara-of to
(Ex. 3240.1). tions capitalfor the Helios gains and

ordinary (Shea,income transactions.20, 2000,July anticipation214. inOn of
15:99-101).implementing capital gainsthe reduc-

strategy, Egantion Richard trans- 26, 2000,219. JulyOn the accounting
4 millionferred shares of EMC stock department of Carruth a meetingheld

778).(Ex.Egan.to Maureen At the “specialto discuss the Helios strate-
time, tading ap-EMC stock was at gies” reducingfor taxes on “200 mill

mill,proximately per share. The 4$86.00 non-qualifiedstock” “200and
million of therefore (Ex. 2477).shares EMC had a stock options.” The

approximatelymarket value of $344 Shea,meeting bywas attended Pat
million. Reiss,Jim and members of the ac-

(Id.;counting Egan,M.department.
July2. Further Discussions in 2000 7:21-22). byThe takenmeeting notes

one of participantsthe Carruth state25, 2000,July215. SheaOn Pat attend-
that part strategyof the to “in-wasmeeting Egan,ed a with Richard Mi-

inbycrease cost basis putting newEgan, Eganchael and Jack concern-
(Ex. 2477).entity.”(Ex.taxing strategy.the reduction

490).489, preparedEx. Shea a mem- 28, 2000, Shea,July220. Pat JamesOn
of meetingorandum the that listed the Helios, Ross ofHaber of and Ivan

“Fee,following topics for discussion: inAlpha participated telephonea con-
Repre-Risk Reward” “Auditvs. and (Shea, 15:101-02;ference call. Ex.

(Ex. 489).sentation.” 2564). call,In his notes of the Shea
26, 2000,July gains216. Shea “CapOn sent a wrote: EMC stock-200m

Egan recap- “Foreignmemorandum to Michael Jack” andMaureen-30m
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much Dick wants forhow50 Confirmmill-4 CurrenciesCurrency 200
2564). currency(Ex. foreignmill each.” —100-200m
2000,31, Ross e-mailedJuly221. On re-registration[stock]Confirm

containing severala spreadsheetShea with EMCquirements
show-currency option tradesforeign partnerships begintoCapitalize the

from 1%ranginging a net investment tradingoption
(Ex. 32). theShea wrote1.5%.to

engagementthesignReview and“Theythe document:following on
letter for KPMGinvestingthat we arewant us to show

engagement letters for otherGettopayingwe arethan the feesmore
family membersdeal.”gooda economicshow IRS

(Ex. 31). (Id.).

10, 2000,Thursday, August225. On
2, MeetingAugust in2000The3. Denby stating thesent a fax toShea

Boston following:
2000,2, wasAugust meetinga222. On

[Egan]I Mike thisspoke with
in The attendees wereheld Boston.

Helios nextAM—we will execute
Reiss, StephanieEgan, JimMichael

[Augustweek—Tues or Wed15]Shea, ofDenby, Pat John Schrier
you getI all[August and16]—CanHelios;KPMG, Haber ofand James

done before then sogroundworkthe
byAlpha participatedRoss ofIvan

just signcan and execute—Iwe(Ex. 502). purposeThe oftelephone.
processthe as I seehave enclosed

imple-discuss themeetingthe was to
and let meplease commentit—-(Id.).strategies.of the taxmentation

missing anything—if I amknow
Among topics, participantsother the

(Ex. 3248).the “benefits draw-[and]discussed
entity remaining inEganof anbacks

Notice 2000-44 and Its After-L. IRSQQQ partnership forthe investment
mathtime after Hel-periodan extended of

(Id.).out.”buysios the main interest of Notice 2000-1. The Issuance IRS
theEganMichael took notes at223. 44

(M. 7:36;meeting. Egan,2August 11, 2000,Friday, August the226. On
2565). howdiagramEx. These notes Revenue releasedInternal Service

strategies to him.appearedthe Helios (Ex. 137).2000-44. TheIRS Notice
2565).(M. 7:36;Egan, Ex. “Tax Avoidancewas entitledNotice

to224. Pat Shea wrote a memorandum It ad-Using Artificially High Basis.”
2 meet-concerning Augustthe file the thatcertain “transactionsdressed

(Ex. 502). memoranduming. That taxpayersto forbeingwere marketed
followingthe as “to do” itemslists taxpurpose generatingof artificialthe

Heliosrespect plannedwith to the losses,” “pur-that theand concluded
strategies: losses” from such transactionsported

arefamilywhat membersConfirm fide losses re-representnot bonado
program andinterested and which conse-flecting “actual economic

how much not allowable asquences” and were
(Id.). It also noted thatdeductions.that Dick is in for 200mConfirm

taxpay-onmight imposedbeQQQs penalties
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inpromoters participated impacters or who plannedon the transactions.
(Id.). (Id.; Shea, 15:125).such transactions.

Among232. things,other the partici-provided227. IRS Notice 2000-44 two
pants in Augustthe 11 conference callexamples of the of transactions ittype
were concerned that the transactions(Id.).targeting. exampleswas Both
would have to be described on a listtaxpayer artificiallyinvolved a step-
that review,the IRS could and thatinping up the basis of his interest a
the law firms inparticipating thepartnership. examplesOne of the re-
strategy longerwould no issue a fa-taxpayer transferringferred to a
vorable opinion. Shea’s notes of thepaired options to a partnership where
conference state following:thetaxpayer onlythe claimed that the

—purchased option should be taken into likelyMore than not opinion—
account in incalculating his basis the need to opinionwait for the before

Inpartnership. example,the the tax- anything-we do
payer positiontook the that the sold — These are listed transactions-
option ignoredcould be itbecause was — Time frame for opinion-notthe

liabilitynot a for ofpurposes Section yet lawyersclear have to read no-—(Id.).752.
tice and if theydecide givewill
opinion—

2. The Reaction to 2000-IRS Notice — requirementslist sure—not44
what details are or will be—

11, 2000,August228. On John Schrier — registration issue—2 registra-
of KPMG sent Pat Stepha-Shea and filingstions—SEC

Denbynie a fax attaching copya of — The beauty of the transaction(Ex. 137).IRS Notice 2000-44.
was it[that so hiddenwas] but now

11,229. Later that day, Augustsame it is not hidden—
Schrier sent DenbyShea and a fax (Ex. 519 (emphasis original)).in
attaching a copy Treasuryof Decision

11,August233. Also on EganRichardannouncing8896 new temporary regu-
a copysent of a news article from the(Ex. 520).lations. Among other

bearing headline,Boston Globe thethings, regulations requiredthe new “ ‘Son of BOSS’ Tax Shelter on U.S.certain tax promoters to maintain a
Shea,Egan,Hit List” to Michael andpersonslist of who were ansold inter-

(R. 518).2:63-64;Egan,Reiss. Ex.(Id.).est in a tax shelter.
The article to areferred notice issued

11,230. AugustMinutes later on Mox by Treasurythe Department target-
Tan of Helios sent a fax Denbyto ing certain tax shelter transactions.

aattaching copy of NoticeIRS 2000- (Ex. 518). It further stated that the
(Ex. 521).44. “government’s spellsaction out the

11, 2000,August231. On practicesPat Shea and the objection-IRS has found
Carruth,Jim of StephanieReiss Den- puts taxpayersable and on thatnotice

KPMG,by, John Schrier of theyand Phil practicescannot those touse
(Id.).Kampf partici-and Mox Tan of Helios payingavoid taxes.” It also

pated in a telephone quotedconference call. an anonymous Treasury offi-
(Ex. 519). subjectThe of the call was cial statingas that the taxnew shelter
IRS Notice 2000-44 potential being byand its was marketed one or two of
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2). thatto assuredWe need bemajor accounting“Big Five”the
opinionwill do anBrown & Woodname.firms, byKPMGand listed

will behind itletter and stand(Id.).
3). of whatget a definitionWethat he cir-Egan testifiedRichard234.

any, exposedif we arepenalties,he knewarticle becauseculated the
to—happy” with“wasn’this son Michael

&accounting firm of O’Connorthe 4). dead we canprogramIf this is
ofDrew, contained “a listthe article to for other deals—look Helios

it, bigin all theaccounting firms 529).(Ex. added, “Dick still stat-He
thinking ofones,” son “wasand his ordinaryhe liked the incomeed that

(R. Egan,up, speak.”so tomoving duringand wants to sell stockportion
2:64). (Id.).this window.”

Richarddoes not findThe Court235. 16, 2000, Mox Tan ofAugustOn239.
the rea-testimony concerningEgan’s Jeffreyan to Eish-Helios sent e-mail

the news article tohe forwardedson KPMG, subject “KPMGeid of on the
The reason Richardcredible.be 11,Augustas ofOpportunitiesSOS
article because heEgan sent the was (Ex. 532). e-mail, TanIn the2000.”

taxproposedthat thewas concerned “highlya con-providingstated he was
subjectmight beshelter transaction 40“roughlyfidential” list of the SOS

rules.to the new IRS discussingwe have withopportunities
your partners, generalwith a status14, 2000, spokeAugustOn Shea236.

(Id.). The(pre-notice).”asregardingat KPMGwith John Sehrier 8/11/2000
opportuni-ofcategoryfirst of the listin theof the transactionsthe status

diligenceentitled “due com-(Ex. ties was2000-44.of IRS Noticewake
pleted-single member LLC has been526). call,In notes of that Sheahis

to do the trade.”formed-preparingknow ifwrote that KPMG “doesn’t
(Id.). “opportunities”One of thosethey behind the transactionwill stand

Egan”; ac-was “Dick and Maureen(Id.).yet.”
cording summary prepared byto the2000,15, ad-August KPMG237. On
Tan, Egans preparingthe were to do“stopto market-employeesvised its

bump appre-a basis on[million]“$230inOption Strategying” the Short
stock,” and that there was aciated(Ex. 282).of 2000^44.light Notice

follow-on deal” for a“potential $2002000,15, Shea metAugust238. On
option“trade for stock OI [or-millionEgan, andEgan,with Richard Jack

(Id.).dinary income].”im-Egan to discuss theChristopher
16, 2000,August Stephanie240. Onpro-thepact of Notice 2000-44 on

Denby spoke byPat tele-and Shea(Shea, 15:131;posed transactions.
concerning impactthe of Noticephone529). meeting,Ex. In his notes of the

533).(Shea, 16:6-11; Ex.2000-44.wrote:Shea
Denby had learned theBy point,that

Helios Tax Deal of the law firms who werereactions
I the IRS notice releaseddiscussed opinions.to render favorableexpected

and advised[sic ] Denby that she understoodtold Shea
1). certain” that Pros-until that it was “95%proceeddon’t now weWe

give opiniona “favorablekauer wouldget a confirmation that KPMG will
strategy,capital gainson theprogramthe letter”promotecontinue to
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strategy trig- bybecause that was “not Section 165” and that “penalties
(Ex. 533).agering Denbyloss.” also will be assessed under provi-various

him, however,told that Brown & (Ex. 542).sions and sections.” As to
at pointWood was “not this comforta- points,both posedShea question,the

letter,opinion especiallyble with [an] “how youare arguing against [that
KPMG,” that[with] neither Brown & position] yourin opinion letter?”
nor “giveWood Proskauer would [an] (Id.). issue,As to penaltythe he

onopinion ordinary por-income[the] asked, we“[a]re assured that there
tion the strategy][of because this will penalties?”not be and we“[i]f

loss,”atriggers genera-and that “loss enter this yourtransaction based on
(Id.).tion is what the notice attacks.” opinion letter and lose—what are rem-

Denby also told Shea that Brown & against youedies penalties?”for
give opinionWood would not an letter (Id.).

to a client itKPMG because was “too 244. Shea testified that he asked these
broad a market” with many“too cir- questions regarding penalties because
cumstances,” and because KPMG “we starting getwere to concerned or
might keep an “investor list” and had some concern on whether the

(Id.).presents “biggera audit risk.” transactions that Mr. Egan was enter-
call,241. In a follow-up Denby told ing notice,into fell under this and the

thatShea “Brown & Wood [was] notice did have penalties associated
clearer on opinion letter but not with (Shea, 15:16).with it.”

[they] don’t want to massKPMG — 245. posedShea’s notes followingthe
(Id.).produce the letter.” questions:further

If we enter this afterdeal this no-23,August3. The 2000 Conference
tice our exposureis more? AreCall
there enteringbenefits to this23, 2000,August242. On Michael
transaction orwith withoutShea, Reiss,Egan, Pat Jim and Ste-

appearsKPMG[?] [I]t we will havephanie Denby participated in a tele-
less chance of being audited if notphone conference to im-discuss the

also[,]under their radar doscreen—(Ex.pact of NoticeIRS 2000-44.
they responsibilityhave more of a542). Also participating in that call
to list the transaction where awere R.J. Ruble of Brown & Wood
smaller less mayvisible firm notHaber, Tan,and James Mox Philand

listinghave same interpretations?(Id.).Kampf of Helios. Prior to the
What are out there for other avail-conference, prepared typewrit-Shea

strategies mayable that work for us(Id.;points. Shea,ten discussion
and are not as visible or under scru-16:12-13).15:15; Shea sent a copy of
tiny?points Denbyhis discussion to by fax.

542).(Ex.(Ex. 540). The pointsdiscussion were
246. In his Augustnotes of the 23 con-(Shea,duringaddressed the call.

16:13). call,ference EganMichael wrote
(M.“penalties yes Egan,or no.”[-]243. Shea’s first two discussion points

541).7:82; Ex.2000-44,stated that in Notice the IRS
“taking position 2000,was the that 247. At point Augustthere is some in late

no theyeconomic loss and not Egans goare the decided to withforward
bona-fide business required capitallosses as the gains strategy, notwith-
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copy legal opinionathe risks of an IRS audit and draft of letterstanding
(Ex. 562).relating toof the transaction.imposition penalties.the

15, 2000,September253. On Haber
'OpinionsLegalInitial Draft4. The Shea, Reiss,sent an e-mail to and

Fidelity High Techfor ofDenby subjectwith the line “Notice
(Ex. 583).2000-44.” Attached tonoted, capitalthe for theplanAs248.

bythat e-mail a “rider” writtenwasstrategy of four lawgains was for one
regarding&Brown Wood Noticeprovide opinionto a favorablefirms

(Id.). document,In that2000-44.let-Egans. opinionthe Theletter to
and questionedBrown Wood the au-the trans-providedbe afterter would

thority of IRS to issuethe Noticeconsummated,action was and before
that2000-44 and concluded Noticeof the tax returns.filingthe relevant

apply2000-44 did not to the transac-2000,August Eganslate theBy249.
(whichtions at were not identi-issuetentatively thehad decided to use

fied). (Id.). Among things,other theopinionlaw firmProskauer for the
Brown & “rider” inWood assumedstrategy.the capital gainsletter for

2000-44distinguishing Notice that thecontinued, nonetheless, topartiesThe
bytransactions motivated“were non-&involve R.J. Ruble of Brown Wood

tax reasons” and that the investorin their discussions.
opportunity“had a reasonable to earn2000,point AugustAt in late250. some

a reasonable in excessprofit, of allDenby Ira Ak-Stephanie spoke with
costs,andfees transaction from theby telephoneof Proskauer con-selrad

Transactions, toregardwithout tax(Denby,cerning IRS Notice 2000-44.
(Id.).benefits.”3582).29:146-55; Ex. Denby’s hand-

15, 2000,September Denby254. Onin-written notes of that conversation
Egansent an e-mail to Michael advis-takingthat Akselrad was thedicate

him that:ingthatposition Notice 2000^44 was dis-
Jimmy me the por-forwarded[Haber]tinguishable it loss-because addressed

opiniontion of Brown & Wood’s letter(Ex. 3582).es, “gainnot elimination.”
that deals with 2000^44. TheyNoticesuggestedHe also that the IRS had

jobhave done a good differentiatingthe notice in to “reduceissued order
this transaction from the Inotice.thatactivity,”shelter] but it[tax
think we should feel comfortable thatorganize goto“didn’t strike force”[a]

bat,if Proskauer not come todoes(Id.).promoters.tax He alsoafter
that Brown & will cover IWood us.“good”said that he felt that the firm

have problem proceedingwould no atget“should not hit with sanctions.”
point.this(Id.).

(Ex. 585).31, 2000,August251. On Matthew Sa-
20, 2000,September Denby255. Onbloff, Proskauer,attorneyan at sent a
stating:sent an e-mail Tantoopinion”“draft of a transactionsimilar

(Ex. 138).Reiss,Denby,to and Shea. Jimmy metold that he[Haber]
thought getting awe would be draft11, 2000,September Carolyn252. On

opinionof the letterProskauer thisFiddy questionsforwarded fromsome
youweek. Can let me know whereEganMichael about the transaction to

we stand.(M. 562).7:102;Egan,Shea. Ex. One
(Ex. 595).question responded:was whether Carruth had a Tan
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aJimmy parties capitalhas received draft described the to the[Haber]
A,”inopinion gains strategy “Optionthe Proskauer and is asof “Index

A,” Tech,” Helios,itreviewing “Highof and mak-processthe and HSBC.
(Id.).youcomments on it. Woulding

for the second draft orrather wait September259. The 5 “Implementa-
like to see we haveyouwould what Steps”tion memorandum set forth a

in righthand now? specificseries of steps imple-to be
(Id.). Denby then responded: mented over a period approximate-of

(Id.).ly sixty days. On the firstI can wait to see the second draft.
daysthree of plan, followingthe thejust give me anJimmyCould assur-

(1) Optionwas to occur: A and Indexfairly good shapethat is inance this
A openwere to accounts with HSBCagetting& that we will be usable

(or (2)affiliate);Bank an Maureenproduct?
Egan Eganand Richard towere(Id.).
transfer shares of Op-EMC stock to

26, 2000,September Shea and256. On
A, (3)tion A respectively;and Index

Denby both received a revised draft of
Egan EganMaureen and Richard

from Proskauerlegal opiniona letter
capitalwere to transfer sufficient to

relating Highto the Tech transaction.
purchase options longwith and short(Shea, 24:82-83; 29:40-43;Denby,
positions inas described the memo-604).Ex.
randum acquire offsetting op-and the

inUltimately, opinion257. its letter (4)tions; provideand Helios was to
2002,5,April opineddated Proskauer daily option positionsvaluations of the

inapplicablethat Notice 2000-44 is to (Id.).byheld AOption and Index A.
transaction,High principallythe Tech

According September260. to the 5inoptionbecause the transaction the
later,plan, approximately two weeks“directly in a taxNotice results loss

Egan EganMaureen and Richard
disposes part-when the investor of his

Op-were to transfer their interests in
Highinterest” while in thenership

A,A respectively,tion and Index totransactions,Tech “the increased out-
inFidelity High exchangeTech for

resultingside basis from the contribu-
(Id.).membership interests. Under

option spread simply per-tion of the
plan,the this transfer would allow the

Egans]mits to avoid a taxable[the
Egans to claim a basis in their Fideli-(Ex. added)).gain.” (emphasis122
ty High equalTech interest to the

optionspremiums “paid” longfor theImplementationM. Carruth Resumes
any premi-without reduction for theCapital Strategyof the Gains

ums “received” for the short options.
5,September1. The 2000 Memoran- 5According September261. to the

dum plan, for the next six toapproximately
5, 2000, Tan, weeks,September provideHelios would da-258. On seven

Kampf, ily option positionsof Helios sent valuations of theand Haber Den-
(Id.).Highby by Fidelitythe first in a series of memoranda now held Tech.

time,During the same Helios andImple-entitled “Discussion Draft —
Op- negotiatewould and enterSteps Purchasingmentation for Carruth
(Ex. purchase agreement governinginto aCapital Strategy.”Gainstions—

550). 5, inEgans’draft the sale of the interestsSeptemberThe 2000
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(Id.). Shea, Reiss,orandum to Pat Jim andto Helios.Fidelity High Tech
(Ex. 561).Ira at Proskauer.Fidelity Akselradperiod,the end of thatNear

opento an accountHigh Tech was
affiliate)(orBank an andwith HSBC Begin Implementation2. The Parties

it to thatthe EMC stock heldtransfer Highof the Tech Transaction
(Id.). Fidelity High Techaccount. 8, 2000, PatSeptember265. On Shea

provide Helios with atwould then
settinganEgansent Michael e-mail

closinga notice of theleast 48-hour
of eventsforth an “estimated schedule

Egans’date of the sale of the interests
withimplement plan” respectto our(Id.).Fidelity Highin Tech to Helios.
(Shea, 16:22;to the “Helios deal.”

Thereafter, purchaseHelios would 565). stepsEx. set forth in the e-The
in Fideli-Egans’100% of the interests

instepsmail tracked the set forth the
fairty High Tech for 98.7% of the

updated “Implementation Steps”
market value of the EMC shares. (Ex. 565).memorandum.(Id.).

8, 2000,September266. On MichaelAccording September262. to the 5
Egan Egancaused Maureen to trans-plan, Egans’the sale of the interests

1,990,800fer of low-basis EMCsharesFidelity Highin Tech—which held the
A,Option Eganstock to and Richardhigh-fair-market-valuelow-basis EMC

20,200to transfer shares of low-basisgenerate capital gainnostock—would
(M.A. Egan,EMC stock to Indexto the their claimedEgans, because

7:98; 2555; Kolbe, 37:116-17;Ex.Fidelitybasis in themstepped-up
3000).Dem. Ex. Those transfers con-High slightlyTech interests would be

stepformed with the first of thegross proceedsgreater than the to be
inplanned transaction as outlined the(Ex.byreceived them on the sale.

September memorandum from Hel-8519).
ios.

September plan263. The 5 called for
14, 2000,September267. On funds to-Egan’spurchaseHelios to the interest

($4,989,600taling more than million$5(and it,Fidelity Highin Tech with the
Eganon behalf of Maureen andentity).EMC stock in that As de-

$50,400 Egan)on behalf of Richardbelow, planscribed the was later
(Ex. 594).were wired to HSBC.changed permit Egansto the to sell

These transfers conformed with thethe stock in the market direct-open
steps plannedsecond and third of thely referred to the “stockwas as—what

in Septem-transaction as outlined thestrategy.dribble”
ber 8 memorandum.

September again264. On 7 and on
8, 2000, Tan,September Kampf, and

3. The of HSBC as theWithdrawalDenbyHaber of Helios sent a revised
Counterpartyversion of the memorandum entitled

2000,“Implementation Purchasing early SeptemberAs ofSteps for 268.
Options-Capital Strategy,” proposed optionsGains HSBC was the coun-

Fidelityinchanged terparty Highwhich some of the details of the Tech
(M. 7:42;plan Egan,the for the transaction. It did transaction. Exs.

566).not, however, 507,materially Alphaalter the Helios and had rec-
(Exs. 564). (Shea,plan. 557, Tan toalso sent ommended HSBC Carruth.

15:19).copya of Septemberthe 8 draft mem-
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13, 2000,September Carruth know. FYI-I bet that it269. On was not
$3,999,600 thewired to HSBC to fund atpleasant TuesdayCarruth on

of for ofpurchase options purposes 19,[September typeThis of2000].
implementing High Tech transac-the thing crazy.drives Mike

(Ex. 573).tion. (Ex. 595).
point SeptemberAt before270. some September 27, 2000,275. As of the

15, 2000, R.J. Ruble of Brown & Wood Egans were looking counterpar-for a
prepared opiniona draft for HSBC ty replaceto HSBC on the transac-
concerning proposedthe transaction. (M. 7:119; 2782).tion. Egan, Ex.
(Ex. 582). Haber,reportedRuble to
however, partnersthat his at Brown 4. The Selection of Refco as the Sub-

not “go along”& Wood would with his Counterpartystitute
transaction,oftreatment the because

276. On the advice of Helios and Alpha,they purchasedid not believe that the
Egansthe decided to use Refco as theoption ignored:of the short should be

party Fidelitycounter to the Highthey optionbelieve that if the short
(M. 6:25;optionTech trades. Egan,liability partis a then it is of the

Shea, 603).15:19; Ex.penalty‘investment’ on which the is
277. Refco calculated the feebid/askimposed .... that ‘noview is[t]heir

for the TechHigh options as of10%in the partnershipinvestment would
(M.$1,000,000.the net payout, orhave been made without the use of

710).8:102;Egan, Ex.optionthe short to finance the long.’
Egan278. competitive-Michael did not(Id.).

ly price High optionthe Tech tradespoint271. At some Septemberbefore
to make a determination as to what19, 2000, theHSBC withdrew from
fees or spreadsbid-ask other brokerscapital gainsHeliosplanned transac-

charge,would even after he learned(M. 15:19).7:96; Shea,Egan,tion.
charged bythat the fee Refco would272. James Haber of Helios told Pat

(M.$1,000,000. 7:38-39,Egan,bethatShea HSBC withdrew as counter-
103).party itbecause did not want to take

“reputational lightthe risk” in of IRS
Registration5. The First of EMC(Shea, 15:20,Notice 2000-44. Ex.

Shares603).
19, 2000,By September 2000,273. fax dated 279. Before October most or all

Calkins, Egan’s byRobin at Michael di- of the stockEMC owned the
(R.rection, requested return of Egans unregistered. Egan,the the was

28:42).2:16;money that had to Denby,been wired HSBC The stock had to
14, (Shea, however,September registered,on 2000. 16:27- inbe order to be

594).28; 7:118;Egan, FidelityM. Ex. The as ofpart Highsold the Tech
money Septemberwas returned on 20. transaction.
(Ex. 646). 26, 2000,September Special280. On a

20, 2000,September Denby274. On e- Meeting of the Board of Directors of
Tan of Helios:mailed approved filingEMC the of a Form

2,000,000... registeringwhat is the status of HSHB S-3 shares of
going imple- by Egans.[sic]? When are we to common stock owned the

40).(Ex.purchase?ment the Please melet
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2, 2000, EganEMC filed a 287. Shea also told Michael that281. On October
(Ex. Schrier,41). spokenhe had with John whotheForm S-3 with SEC.

himtold that “KPMG has a deferralregisteredForm S-3 for saleThe
income),”plan options (ordinaryfor2,020,000 commonshares of EMC —

that “no more ehmina-but there wereby High Tech afterstock owned
(Id.).planstion out there.”Richard and Maureentransfer from

(Id.).Egan. EganRichard reim-
The Year-End Transfer of Mau-7.registrationthe fee ofbursed EMC

Egan’s Fidelity Highreen Tech(Ex. 275).$52,661.
Interest

21, 2000, Carolyn288. On DecemberFidelity Highthe6. Carruth Puts
Reiss,Fiddy an to Patsent e-mail JimTech on HoldTransaction

Shea, Egan alertingand Michael them
meantime, price282. In the the of Eganthat because Maureen held a

fallen, makingEMC stock had it less Tech,Fidelity High99% interest in
desirable to sell. The combination of 2,020,000which held shares of EMC

legal uncertaintythe after the issu- stock, subjecther interest would be to
ance of IRS Notice 2000-44 and a (Ex. 664).the tax.intangiblesFlorida

pricein ofdecline the EMC stock responded suggestedReiss and some
delay in im-temporarycaused a the tax,avoidingsolutions for the includ-
capital gains re-plementation of the ing having Egan giftMaureen make a

strategy.duction Fidelity Highof her interest in Tech
Eganto theRichard before end of theIn a283. memorandum dated October

year havingthen Eganand Richard2000,13, Carolyn Fiddy informed
give the interest after theback newEgan Fidelity HighRichard that the

(Id.; 45).year had started. Ex.(Ex.Tech transaction “onwas hold.”
28, 2000,289. MelodyOn December634).

Dunn, Warren,attorneyan at BurkeDuring period284. the from October
Reiss, Shea, Fiddye-mailed and two2000,2000 to December Shea met and

todocuments: one transfer Maureenspoke periodically with James Haber
Egan’s Fidelityentire interest in Highand John Schrier to discuss tax reduc-

EganTech to Richard “effective as of’(Ex. 627),strategies.tion Shea also
(in'27, words,December 2000 otherperiodically Eganmet Michaelwith to

before)daythe and to indicate Rich-himkeep up to date on those discus-
interest,Egan’s acceptanceard of that(Id.).sions.

and one to transfer 99% of Richard
11, 2000,285. On December Schrier Egan’s Highentire ininterest Tech

notified others at KPMG that he had Eganback to Maureen “effective as
Shea,met Eganswith and that the 3, 2001,Januaryof’ and to indicate
talking reducing“still taxwere about Egan’s acceptanceMaureen of that

(Ex. 43).gainon some built-in stock.” (Ex. 667).interest.
13, 2000,286. On aDecember Shea had 290. Those documents were sent to

(Exs. 627,meeting Egan.with Michael Egan byRichard Jim Reiss awith
657). (Ex.EganShea and Michael dis- backdated cover memorandum.
cussed, 44).among things,other the fact EganRichard and Maureen then

(Ex. 45).that the capital gains transaction was executed the documents. It
(Ex. 627). however,appears, theystill “on that werehold.” exe-
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(R.3,January projected2001. Shea then calculatedcuted after tax benefits
7:125).2:112-13; Egan, for that scenario asEgan, M. follows:

=xSavings 150,000,000 million]20% 30Fideli-No tax return was filed for291.
(Ex.ty High yearTech for the 2000. =h- mil6.6 30 22%

1176). later,However, many months
savings gainCost is 22% of 23,400,000—net19, 2001, Shea e-mailedon October

(Ex. 698).that he met withreportReiss to had
Haber, that “itKPMG and James and 295. Shea thus calculated the cost of

thatwas discussed and decided we Fidelity Highthe Tech transaction as
Fidelitytaxshould file returns for the percentage planneda of the tax bene-

in 2000—upFunds that were set fits.
although filings will be late we want to

24,JanuaryThe2. 2001 Memoran-historyfile to establish for the
dum from Shealimi-funds—and start the statute [of

(Ex. 1158).running.” Ittations] 24, 2001,296. JanuaryOn Shea sent a
however, anydoes not thatappear, Eganmemorandum to Michael to pro-

returns were ever filed.such “recapvide a of the Helios Trade to
bring up to date” to “refam-[him] and

Resumption HighN. of the Tech Trans- iliarize with[him] the transaction and
Januaryin 2001action (M.the timing Egan,of the trade.”

7:130; Shea, 147).16:38; Ex. In that19, 2001,January292. On Shea sent an
memorandum, thatShea noted onEgan stating:e-mail to Michael “Hel-

8, 2000,September Richard and Mau-youios trade —do want to resurrect—
Eganreen had acontributed total ofreadythey goare to when we are—

2,020,000 Fidelityshares of toEMCthe stock has bounced back some-
(Ex. 147).High Tech. Shea also re-(Ex. 681).what.”

the of stepsviewed series of the trans-
timingaction and the between each23,January AnalysisThe 2001 Tax1.

(Id.).step.by Shea
January297. The 24 memorandum also23, 2001,January293. On Shea re-

noted that James Haber of Helios was“Comparativeceived a Investment
“very timing”comfortable with the ofSummary” fourcomparing scenarios
the transaction and that “recent vola-proposedfor the Helios trades.
tility price] sup-the EMC stock[in698).(Shea, 16:38; Ex.
ports timing strategyour and —rein-294. Shea made handwritten notes on

(Id.).forcing purpose.”our businessthe document in which he calculated
January298. The 24 memorandum alsoprojectedthe of one of thecost sce-

noted that “this transaction does notnarios, toincluding payablethe fees
require registration a tax shelter[asand KPMG and the cost of theHelios

theywith the IRS] [KPMGand andoptions, as follows:
maintainingnotHelios] [a]are cus-=150,000,000 2,250,000xFees 1.5%

(Id.).tomer list.”
4,386,398OptionsCost of point,299.- At some Shea wrote on the
6,636,398Total Cost January 24 thatmemorandum “we are

698).(Shea, 16:38; uponEx. Based these not a tax shelter each deal isbecause
costs, rate,capital gains unique theyand the 20% tax and and[KPMG Helios]
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Egansand that if there was and that the would receive apromote,”do not
transaction, opinion daysit final letter after therelatinga to the 30penalty

698).(Ex.completed.he transactionwould be “on Haber” because is is
(Shea, 16:42-43;“promoter.”the Ex. The memorandum also stated that

698). pay legal opin-for the“Helios would
fees,”fromion letter their 1.3% butcopy Januarya of the300. Shea faxed

that “we want invoice to show[an]24 memorandum with the notes to
(Id.;Helios,”separation from M.698).(Shea, 16:38;Denby. Ex. He

8:86).Egan, providedShea that in-a marked-up copyalso faxed her of
(Shea, 16:38;Denby.formation toJanuary “Comparativethe 23 Invest-

698).Ex.16:38;(Shea,Summary.”ment Ex.
698). 30, 2001,January304. On Haber sent a

2001,January 30,301. On Haber sent legal opinion“draft” of a Proskauer
“Compar-Shea an e-mail with another Denby (Denby,letter to and Shea.

Summary”ative Investment for the 3271).29:38-39; 704,Exs.
trades,proposed again outlining dif-

31, 2001,January305. On Shea e-ferent scenarios for the transaction.
Eganmailed Michael as follows:703).(Ex.

received the draftAgain,302. Shea made handwritten We [Proskauer]
opinion [Fidelityin letter for Highnotes on the document which he

projected Stephaniecalculated the tax and I both feelcost and Tech]—
678).(Shea, 16:46; comfortable with the wordingbenefits. Ex. He and

context—itprojected a cost as to one addresses all areas ofscenario as
$6,711,439, theoptionsbased on a cost of transaction as well as the 2000-

$4,311,439; 44 notice thatof a Helios fee of came out last fall—if
$2,250,000; proceed,weand a fee of we will have our cus-KPMG

(Ex. 678).$150,000. [opinion]tom approximatelyShea also calcu- letter
projected dayslated tax 30 after we close thebenefits for that deal.

(Id.). capitalscenario. He assumed a (M. 713).8:103-04;Egan, Ex.
million,gains tax rate of 20% on $150

in taxwhich would result a of $30
29,January4. The 2001 Memoran-million; he then subtracted the $6.7

bydum Sheamillion cost and thatconcluded the net
gain from the transaction would be 29, 2001,January306. On Pat Shea

(Id.).million. He also calculat-$23.4 a Egansent memorandum to Michael
thated the cost would be 22.3% of the noting that he participatedhad in a

(Id.).potential conveyedtaxes. He conference call to review the details of
(M.that Egan.information to Michael pendingthe options trade —“the tim-

8:97-98).Egan, ing stepsas well as the to execute.”
(Ex. 696). memorandum,In the Shea

Legal OpinionThe3. Initial Draft specifically pointed out that the as-
Letter from Proskauer bysignment Richard and Maureen

January303. Shea’s 24 Egan respectivememorandum of their interests in
Eganto Michael stated that he had A Option FidelityIndex and A to

requested legal opinion Higha draft letter Tech “is the transaction that
(Id.).relating High gives step upto the Tech transaction us the in basis.”
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ing exposing familyDecision to Allocate of other5. The 99% mem-—not
(Ex.High 147).tothe Tech Transaction scrutiny.”bers to IRS

EganMaureen
Fidelity311. HighThe Tech transac-

EganMichael de-point,307. At some tion for openingcalled the of an ac-
Fidelityto allocate 1% of thecided Bank,count at Mellon from which the

(that is, theHigh Tech transaction EMC shares would be transferred.
contribution)option trades and stock 2000,In September Jim Reiss had

Egan’s wholly-ownedRichard LLCto inquired as to whether the sale of
(Index A) Egan’sand 99% to Maureen

triggerEMC stock would the issuanceA). (M.wholly-owned (OptionLLC
(Ex.byof a Form 1099 Mellon.8:93). that the de-Egan, He testified

3255). 8,Specifically, Septemberon
cision to have Maureen contribute

2000, Jim Reiss had e-mailed someoneHigh Tech99% of the EMC stock to
inquireat Mellon to whether it wouldon the fact thatwas based she owned

accept a letter from Carruth concern-that was tomost of the EMC stock be
ing the basis for the stock and wheth-(Id.).to Tech. How-Highcontributed
er it would issue a Form 1099 if theever, given 4 mil-EganRichard had
stock were sold proceedsand the wentlion shares of EMC stock to Maureen

(Id.).into the account. Mellon re-20, 2000,Egan Julyon which was the
sponded that it would accept a “note(or after)day daysame one the three
or e-mail” from Carruth as to theHighthe Techentities for transaction
basis, reportand would not the pro-(R. 3:38;Egan,were Ex.formed.

(Id.).ceeds on a Form 1099. Reiss778). Egan,Maureen as a resident of
Denbye-mailed that he thisFlorida, “like[d]subjectwould not to abe

response,” Denbywhich called “againsstate tax on thecapital sale of
(M. 5:49). (Id.).Egan,her EMC stock. home run!”

original plan High312. The for thePlanning Reporting6. for Tax of the
Tech transaction called for a transferHigh Tech Transaction
of the EMC stock to a Paine Webber

During period,308. the same Pat Shea account, from which it be soldwould
kept EganMichael informed of the (Exs. 696).53,by Helios.
anticipated consequencestax of the

29, 2001,(M. 12:85-86). January in-313. On SheaEgan,transaction.
in aEganformed Michael memoran-22, 2001,January309. On in-Shea

dum that:Egan theyformed Michael that were
“using Dick and Maureen in toorder [FidelityThe 1099 for the sale of
keep reportingthe on one [Form]

High bywill be issued MellonTech]
using partner—1040 and not another

adjustedand will reflect the basis(Id. 12:82-83;elegant reporting.” at
provide anythat we will to them—683).Ex.

1099 from Paine will toWebber be
Similarly, January310. Shea’s 24 mem- they sellingHelios as are the stock

Eganorandum to Michael noted that
through selling part-them —we are

intentionally“we want the transaction interests, securities,nership not and
between Dick and Maureen so that

no 1099will be issued to us.
only ongets reportedthe trade one

(M. 696).16:43;8:91; Shea,elegance report- Egan,1040 in Ex.[tax] return —
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Registration 20, singleof EMC 2000. Index A was a mem-7. The Second
onlyber LLC whose member wasShares

AEgan. Option singleRichard was a14, 2001,February314. Shea dis-On
onlymember LLC whose memberEgan regis-with Michael thecussed

Egan. Fidelity Highwas Maureenof additional EMC shares “fortration
Tech awas multi-member LLC.(Ex. 627). Byanother Helios trade.”

2001,April Egansthe had decided to
Option1. Index A and A Enter intoregistration.theproceed with

Option Trades9, 2001,May315. On the EMC Board
approved filingof Directors the of a 30, 2001,January321. On AIndex and

registering upForm S-3 to 10.1 mil- Option A were funded with a total of
lion shares of EMC common stock ratio,inmillion cash in a 99-to-l$5

(Ex. 851).by Egans.owned the Optionwith million to A and$4.95
however, required316. that theEMC $500,000 (Kolbe, 37:117;A.to Index

Egans execute an indemnification 3000).711;Ex. Dem. Ex.
agreement indemnifying companythe 31,day, January 2001,322. The next
in anyconnection with losses or claims AOption and Index A each entered

outarising registrationof the and sale into trades for a ofpair offsetting put
(Ex. 878).of the shares. options NASDAQ 100,on the with

required317. EMC the indemnification very narrowly separated prices,strike
inletter order to ensure that Richard each with counterparty.Refco as the

Egan responsible any“would be for (Kolbe, 37:117; 1, 108;Exs. Dem. Ex.
and all penaltiestaxes and if IRS[the] 3001). options “digital,”The were
ever audited takingEMC due to not meaning that pay-the amount of the

(Ex.requiredthe withholdings.” out was in lumpfixed advance as a
676). sum, optionsThe “Europe-were also

Egan318. Richard reimbursed EMC an,” meaning theythat could be exer-
registration $98,071,for the fee of only date,cised expirationon their

(Ex. 869). and not before. Each of the four
319. The second registrationEMC was options comprising pairsthe had a

8,approved by the SEC on June 2001. days.term of 44 optionsThe two
(Ex. 2777). within each pair entirelyalmost offset

another,one because one was a long
Implementation Fidelity HighO. of the (that is,option purchased) theand
Tech Transaction (that is, sold),other was a short option

(butabove, A,320. As described Index Op- nearlywith not precisely) identi-
A, 1).tion Fidelity High (Kolbe, 37:117;and Tech were cal features. Ex.

formed as liabilitylimited Thecompanies optionsterms of the can be sum-
under JulyDelaware law on 19 and marized as follows:

NASDAQOption OptionA 100 Pair

Maturity Strike Initial Possible
Option Underlying PayoutDate Price Premium

NASDAQ 2,288.15 $154,997,563Sold Put ($638,800,318)1003/16/2001
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2,288.20 ($158,400,000) $648,700,318NASDAQ 100Purchased Put 3/16/2001

InitialNet Net Possible
Payout:Premium:

($ 3,402,437) 9,900,000$

(Ex. 1).
NASDAQ OptionA 100 PairIndex

Maturity InitialStrike Possible
Underlying PayoutOption PriceDate Premium

3,452,528)NASDAQ 2,288.15 $1,565,632100PutSold 3/16/2001
2,288.20 ($1,600,000)NASDAQ $6,552,528100PutPurchased 3/16/2001

Net Initial Net Possible
Payout:Premium:

($ 34,368) 100,000$

(Id.).

payoff Egansof the to the could be im-premium pairsThe net for both323.
$3,436,805, 39:103).NASDAQ options (DeRosa,100 was mense. For exam-

by A and Indexpaid Optionand was ple, possible payout Optionthe on the
(Id.). is, OptionThat AA to Refco. pairA more thanwas million.$648

inbuyersA were net theseand Index (Ex. 1).
transactions, premiumbecause the for

was, however,325. There no realisticpairin ex-option boughtthe each its
large payoffthat such apossibilityoption itpremiumceeded the for the

could occur.(Id.). Although potentialsold. the
indi-“Payout Amount” stated for each one-option payoutFor the to be326.

ac-option quite large,was thevidual priceeven the referencepossible,
Egansthepayouttual net available to targethit a precisewould have to

moneyin atoptionsif the were the time,ofwithin a narrow window which
small,expiration comparativelywas

possibility.was a remote
andaccountingeven before for fees

theagreements,the Refcowith the transaction. 327. Undercosts associated
(Id.). premiumSimilarly, the stated to meanpricereference was defined

optionsthe fourfor each of individual NASDAQprice of the 100closing“the
netmany greaterwas times than the prices be-byindex as defined the

premium actually paid. example,For a.m.,and 9:45 New Yorktween 9:30
aOption long optionA’s had stated time, date.”City expirationon the

nearly million and itspremium of $639 39:105).(Id.; DeRosa,
premiuma of moreoptionshort had

“closing price” on the328. There is nomillion, thatthan with the result$648
periodtheNASDAQ during100 indexactually paid for thispremiumthe net

(DeRosa,exchange open.when the is(Id.).pair onlywas million.$9.9
39:105-06). rou-priceThe fluctuates

Possibility One-Option2. The of a in-tinely any particularin 15-minute
Payout 39:107).(Id. priceat And theterval.

indices,by three differentis measuredinlong optionIf the finished the324.
same,not, always the butwhich are almostoptionthe didmoney and short
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(Id.).necessarily. Egans positionnot Refco thus 333. The took the that
7, 2001,to apower closing pricehad the select February“effective” Maureen

any point during 1,999,-at the 15-minute in- Eganand Richard contributed
terval, any 20,200and on one of three indi- stock,800 and ofshares EMC

assuming highlyces—even that the respectively, Fidelityto High Tech.
unlikely event price (Ex.of the index hit- 1). fact, however,In as de-

rightthe atting rightlevel the time above,scribed those shares of EMC
(Id.).pass.came to practicalAs a actuallystock were contributed to Fi-

matter, that meant that the possibility delity 8,High SeptemberTech on
one-option payoffof a was non-exis- 2000.

(Id. 39:109,116-17).tent. at
329. Refco could have precise,used a Purported4. The inIncrease Basis

(suchunambiguous number as the
below,334. As Egansdescribed theclosed),price when the market but

position onlytook the that the(Id. 39:108).chose not to. at
$158,400,000 premiumof stated debit-

long NASDAQed for the option100CapitalizationThe Fidelity3. of
High by Optionentered into ATech should be

taken into in calculatingaccount Mau-7, 2001,February330. Effective Mau-
Egan’sreen in Fidelity Highbasisreen Egan contributed 100% of her

Tech, $154,997,563and that the ofin Optioninterest A to Fidelity High
premium credited for optionthe short(Exs. 742).1,Tech.

(Exs. 8).3, 4,should be disregarded.7, 2001,331. Effective February Rich-
Eganard contributed 100% of in-his result,335. As a EganMaureen

interest Index A to Fidelity High claimed a in Fidelity Highbasis Tech
(Exs. 743).1,Tech. $158,400,000,of more than even

Option332. A and thoughIndex A owned no the premium paid bynet her
assets other than pairsthe two of for the NASDAQcontributed 100 op-
options theyat the time were contrib- $3,402,437.onlytions was

Fidelityuted to High Tech. Because Likewise,336. in calculating Richard
Option optionA’s pair was 99 times Egan’s Tech,in Fidelity Highbasis
the size of Index option pair,A’s this

Egansthe positiontook the that only
created an allocation of High Tech

$1,600,000the premiumof stated de-
membership interests such that 99%

bited for long NASDAQthe op-100tobelonged EganMaureen and 1%
bytion entered into AIndex shouldbelonged to Egan.Richard All other

be taken into account and that theFidelitycontributions to High byTech
$1,565,632 premiumof credited for theEganMaureen and EganRichard

optionsshort disregarded.should be99:1,were also made in a ratio of with
(Exs. 8).3, 4,EganMaureen contributing 99% and

(Ex. result,EganRichard 337. As a Richardcontributing Egan claimed1%.
122). FidelityAs a result a basis in Highof these contribu- Tech of
tions, $1,600,000,agreement,and the though premi-LLC Mau- even the net
reen Egan paid byum himcontinued to own a 99% for the contributed

Tech,share of Fidelity High NASDAQ optionsand Rich- 100 onlywas
Egan $34,368.ard a 1% share.
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a 340. As a result of the contributionstherefore claimedEgansThe338.
by Egans, Fidelity HightheFidelity High Tech madeincombined basis

2,020,000owned shares ofmillion. Tech EMCFebruary 2001 of $160as of
stock, eligible receiveand was to

9,Receipt FebruaryDivi-of McData Stock McData shares. On5. The
2001, rataHigh proTech received itsdend
shares from the McData dividend.12, 2001, an-January EMCOn339.

37:118).(Kolbe, High Tech receivedCorporation,McData anounced that
74,349 shares of McData stock.EMC, spunwould be offsubsidiary of
Those shares had a cost basis ofcompa-separate publicly-ownedinto a

share, 99% of which wereper$0.0005145).(Ex. result,a all share-Asny.
to the shares con-attributable EMC24,Januaryofof EMC asholders

by EganMaureen and 1%tributed2001, A commonreceive Classwould
con-attributable to the EMC sharesproMcData on a rata basisshares of

(Exs. 3,by Egan.tributed Richardnumber of EMC sharesbased on the
771).(Id.). shareFor each EMCowned.

owned, Egans’341. The result of the combinedthe shareholder would receive
High upof contributions of stock to Tech0.0369 of one shareapproximately

7, inFebruary February2001. to 2001 is summarizedstock onMcData
(Id.). followingthe table:

FebruaryHigh upTech to 2001and of Stock Contributions toBasis Value

FMV Per Share
for at Time of FMV forCost Basis Cost BasisContributed

Share_Contribution_Contribution_ContributionShares_Per
2,020,000Shares

EMC_$0,0208_$42,016_$70.00_$141,400,000of
74,349 ofShares

2,755,37437.17_$37.06_$McData_$0.0005_$

4).(Exs. the1, 3, options sellingthe without EMC
thatposition we discuss—canThe of NAS-6. Cover/Termination

we don’t to sellthought want—ifDAQ Options100
optionsthe andEMC so low—sell

market movements in342. Because of helps supporttokeep the EMC—it
index,NASDAQ 100 within a fewthe gives apurposeour usbusiness —it(be-gaindays optionsthe showed a

gives profitit us a ontrack record
than mil-expenses)fore of more $1.4

us to hold EMCthe trade —allows
lion.

increases.priceuntil the
10, 2001,February Shea sent343. On

752).(Ex.informingEganan e-mail to Michael
following:him 12, 2001,of the FidelityFebruary344.On

NASDAQout theHigh Tech closedFriday, profithad a ofas of 2/9—we
bypositions entered intooption100inoptionson ourover mill[ion][$]1
31,JanuaryAA and Index onOptioncan look atthe Helios trade —we

intoby entering2001. It did soMonday have talked Ivan[with]—I
NAS-pairs oftrades for additionalconfirmed that we can sellRoss and
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DAQ 12, 2001,withoptions precisely consequence February100 terms after
31,Januaryofoffsetting the terms the they kept placewere in and allowed to

(Exs. 108).1,2001 aoptions. As expire according to their terms on
entryof intoresult the this second set (Ex. 1).16,March 2001.

offsetting options, optionsof the col-
345.The followingresults the Febru-lectively zero nethad value and no

12,ary NASDAQ2001 closeout of thepotential gainfor future or loss.
options100 can(Exs. 108). be summarized as fol-1, though op-Even the

tions had no value and no economic lows:

NASDAQOption Option Pair-Covering OptionsA 100 BEFORE Fees

Premium
(Paid)/ReceivedInitial Premium

(Paid)/Received Covering Resulting PayoutStrike for
Option (Paid)/ReceivedOptionPrice 1/31/2001 2/12/2001

2,288.15 $154,997,563 ($313,082,018)Sold Put ($158,084,455)

($158,400,000)2,288.20 $317,934,007 $159,534,007PutPurchased

Net CoveringInitial Net Net Result
Premium: Premium: before Fees:

($ 3,402,437) 4,851,989 1,449,552$ $

(Id,.; 122).Ex.
NASDAQ OptionIndex A Pair-Covering Options100 BEFORE Fees

Premium
(Paid)/ReceivedInitial Premium

(Paid)/Received CoveringStrike Resulting Payoutfor
Option (Paid)/ReceivedOptionPrice 2/12/20011/31/2001

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

Net Initial CoveringNet Net Result
Premium: Premium: before Fees:

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

(Exs. 1,122).

below,346.As in $900,518 fees,described connection reflect in resulting in a
(Ex. 3).$563,677.Fidelity reported gainwith the High Tech transac- of

tion, Egansthe paidincurred and $1.8 following347.The results the Febru-
million in fees to Helios and KPMG. 12,ary NASDAQ2001 closeout of the
In the Form 1065 Short Year Tax options reported100 as on the Form

byReturn High coveringfiled Tech 1065 Short Year Tax Return byfiled
period 21,the through December High coveringTech periodthe

2001, High adjustedTech reportingits 21,through 2001,December can be
of optionthe transaction outcomes to summarized as follows:
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NASDAQ Option Covering Options AS REPORTEDOption 100A Pair —

Premium
(Paid)/ReceivedInitial Premium

(Paid)/Received Covering Resulting PayoutforStrike
Option (Paid)/ReceivedOption Price_1/31/2001 2/12/2001

($313,377,648) ($158,526,081)$154,851,5622,288.15PutSold
$159,084,099($158,549,657) $317,633,7562,288.20PutPurchased

CoveringInitial Net Net ResultNet
Reported:Premium: asPremium:

4,256,113 558,018($ 3,698,095) $ $

(Id.).
NASDAQ Covering OptionsOption100 AS REPORTEDIndex A Pair —

Premium
(Paid)/ReceivedInitial Premium

(Paid)/Received Covering Resulting PayoutforStrike
(Paid)/ReceivedOptionOption Price 1/31/2001 2/12/2001

2,288.15 1,584,165 ($3,165,431) ($1,581,266)Sold Put

$3,208,433 $1,606,9252,288.20 ($1,601,508)PutPurchased

CoveringInitial Net Net ResultNet
Reported:Premium: Premium: as

($ 17,343) 43,002 25,659$ $

(Id.).

2001,12, only point youto a where feel com-February the crease348. After
by Fidelity (Ex. 47).remaining assets owned selling.”fortable

McDa-High Tech were the EMC and
by Richard andta shares contributed “Stuffing” of Additional Low-BasisP.

(Ex. 1). However, al-Egan.Maureen Fidelity High TechStock into
had been terminat-though optionsthe

ed, Septemberbeginningthat an outside 350. At the ofEgansthe claimed
long option premiums 2000,from the tradingbasis was atEMC stock

A re-by Option A and Indexpaid (Ex. 634). There-per share.$98.00
122).(Ex.mained. after, steadilyofpricethe share EMC

14, 2001,February sent349. On Shea declined, exceptionthe of a smallwith
EganMaureen variousRichard and By the endJanuaryincrease in 2001.

concerningsignaturefordocuments 2001, wasof November EMC stock
Fidelity Highthe Tech transaction (Ex.trading per share.at $16.79

for transactions(including consents 1472).
(Ex. 47).occurred).alreadythat had

Tech transac-Fidelity HighThe351.theEgansthe thatShea advised
purporteda “basis”tion had createdAof interests from Index andtransfer

of EMCpriceof million. As the$160Fidelity High “givesA to TechOption
decline, however, itbegan tostockin for taxstep up pur-us our basis

andEganto Michaelapparentbecamethat “all we need now isposes,” and
not be soldin- that the stock couldto othersMcData]the and stock[EMC
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Fidelityweto take McData stock have togain advantageafor sufficient
Fund[;]Advisor A con-addition, High TechIn thethat entire “basis.”of

2tribute 1 to million shares of EMCto show a loss onEgans did not want
will back in to theto the fund—weinAccordingly,the ofsale the stock.

shares when we knownumber ofadded additional low-Egans2001 the
fair ofpricethe and market valueHighthe Tech Fund —abasis stock to

all and the fund comparedMcDatatopractice that referred as “stuff-was
(160 million])to weourShea,advised Pat the basis—ing.” As Haber

gain.want aEgans [High withTech]could “stuff
(Ex. 3279).perourgetmore stock to share basis

18,lower that will allow us to sell 2001,[■•] May EganMichael356. On—
(Ex. 1150).shares tax free.” of his staff atasked members Carruth

theto determine amount of additional
”“Stuffing May1. inActivities and that have to beEMC shares would

June 2001 Fidelityto inHighcontributed Tech
2001, bringorder to the value of the stockearly May352. At asleast as

mil-up purportedto the basis ofEgan being provided $160Michael was
9:37-38).(M.lion. Egan,prepared byspreadsheetswith Caro-

lyn Fiddy that forth the fair 1,605,912set mar- 357. The staff calculated that
ket stock in High EMC,value of the held additional shares of at a value
Tech, million,spreadsheetsThe showed how of needed to be contrib-$63.2

860).(Ex.much stockadditional would need to uted.
bringbe contributed to the value of MayIn of a meeting358. his notes on

portfoliothe to the amount ofup the 22, 2001, Michael andEganwith
(M.million purported basis.$160 Reiss, Shea wrote:

2780).9:40-41;Egan, Ex. stuffingWe will be McDataw[ith]
353. The of “stuffing”first round oc- waitingstock and on EMC until we

2001,curred in whenJune additional many you toknow how shares want
shares of McData and EMC stock Carolyn [Fiddy]do. a spread-has

Fidelitywere to Highcontributed sheet basisw[ith] [numbers].
Tech. 2780).(Shea, 15:26; Ex.

2001,2,May Stephanie Denby354. On 31, 2001,May359. On Shea confirmed
asked Shea Reissand whether “we with that EgansHaber the could

anygoing[were] to stuff more McDa- “stuff’ accountthe with additional
Fidelityta or into HighEMC stock” stock, and could withdraw the shares

(Ex. 3277).Tech. Shea responded if they chose before the transactions
that hadEganMichael told him “to (Ex. 891).finallywere consummated.
put it back the fronton burner to 1, 2001, Egan360. On June Maureen”‘stuff the to utilize thefund basis.’ 516,978contributed shares McDataof
{Id.). (Ex. 108).Fidelity Highstock to Tech.

2001,15,355. MayOn Shea informed time,At con-Eganthe same Richard
Fiddy, byDenby, and Reiss e-mail 5,222tributed shares of McData stock
that: {Id.).HighFidelityto Tech. The

522,200At a onmeetinglunch with Mike McData shares contributed
a[Egan] he informed that date had total cost oftoday, me of basis

{Id.).the all The fair market valuefollowing the $261.10.—contribute
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2,000,000pershares was EMC shares$26.20of McData contributed onthe
(Exs. 4).1, 3,$13,681,640. that a total costshare, date had basis ofor

(Id.).$41,600. fair marketThe value4, 2001, EganMaureen361.On June
of the EMC shares was per$31.651,980,000 shares of EMCcontributed

(Exs. 4).share, 1,$63,300,000. 3,or(Ex. 108).High Tech.Fidelitystock to
time, Richard 362.The contributions ofEgan Egans’At same con- stockthe

20,000 Highto Tech inFidelityshares of EMC stock June 2001 istributed
(Id.). followinginFidelity Highto Tech. The summarized the table:

Fidelity Highto Tech in 2001and Value of Stock Contributions JuneBasis

FMV Per Share
forContributed Cost Basis Cost Basis at Time of FMV for

Shares_Per Share_Contribution_Contribution_Contribution
2,000,000Shares

EMC_$0.0208_$41,600_$31.65_$63,300,000of
522,200Shares
of McData_$0.0005_$261.10_$26.20_$13,681,640

=(Exs. 1, 3, 4). 4,000,000 pershares 40.00 share.”
(Shea, 1150).16:62; Ex.“Stuffing”2. in LateAdditional 2001

13, 2001,366. On December Robin Cal-stockprice363. The of EMC continued
meetingkins a atattended Carruth.(Exs. 715,Mayto after 2001.decline

1442).(Calkins, 35:51-52; Ex. Her1472). EganstheAlthough consid-
notes of 1meetingthe state: “HeliosHighin insellingered the stock Tech
(754 election). Do not want to show2001, theythe of tosummer decided

a reason for itstuffing[at] [ ]loss —(Ex.topricewait for the rebound.
1442).(Ex.gain.”to a[is] show53).

2001, employees364. In late at Car- in her367. Calkins also recorded notes
ruth further calculations inperformed Egan familythat various accounts

howorder to determine much addi- would to stuff toFidelity]“be used
tional to bestock needed contributed (Id.).get to 160Mvalue.”
to Tech in orderFidelity High to take 14, 2001, the Egans368. On December

purportedof the mil-advantage $160 controlled)(through theyentities con-
stock,lion In addition tobasis. EMC tributed low-basis securitiesadditional

authorizedEganMichael contribution aFidelity Highto Tech with market
byof stock theother low-basis owned (Ex. 2094).$39,615,366.value of

HighEgans Fidelityto Tech to take
2001,17, FiddyOn e-369. Decemberadvantage “stepped-up”of the basis

Denby:Stephaniemailed “Once we(or, it, toputas “absorb” thatShea
have basis of assets trans-the costbasis). (M. 9:61-62; Reiss,Egan,

(the)ferred, computewe will number16:64).27:82; Shea,
”toof EMC ‘stuffshares of additionalin365. In handwritten notes created

(Ex. 1458).2001, made a cal-roughOctober Shea
18, 2001, the Egansof 370. On Decemberculation of the number EMC shares

controlled)(through they con-necessary to reach the desired num- entities
$160,000,000 tributed 2.3 million additional sharesber: “Inside Basis
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2002,Fidelity High January 2,to Techstock 377. On Reiss askedof EMC
$33,695,000. Robin Calkins whether “the finala market value ofwith

2094).(Ex. stuffing” expectedashad occurred on
(Ex. 1517).20,December 2001.2001,18, Calkins371. On December
2002,29,On January378. Pat Sheain her notes:recorded

(who byRichard wasEgansent thenEgan] to under-decided[Michael
Ireland)the Ambassador a memo-tothe [num-fund Helios of[because]

withrandum various documents at-shares needed to stuff it.ber] of
(Shea,for signature.tached hisAssuming stepped upa basis after

16:78; 1557).Ex. The memorandumcomputingtaken. KPMGelection
agreementincluded a contributionhap-basis. But willthis new what

“prepared by Stephanie Denby [that]pen underfundingbecause of is
thedetails additional assets wethangreater][will be[the] basis
into fund to‘stuffed’ the increase theHoping [ap-for a percentvalue. 10

market value even further to take ad-preciation] of some of the stocks.
vantage of highthe tax basis we struc-

35:53-54; 1447).(Calkins, Ex. (Ex. 1557).tured.”
19, 2001, EgansDecember372. On the The closing High379. binder for the

controlled)theyentities con-(through Tech transaction recorded that the fi-
280,000tributed additional shares of nal stock werecontributions made “ef-

Highto FidelityEMC stock Tech (Ex. 1).14,fective 2001.”December
$4,110,400.with a market value of fact,In some of transfersthose were

(Ex. 2094). (Exs. 1464, 1466,made afterwards.
on373. The securities contributed De- 1475).

relatively18 and 19 allcember had a AgreementThe380. Contribution me-
(Ex. 1459).low basis. morializing the final share transfers

19, 2001, Carolyn374. On December signed 2002,inpoint longwas at some
Fiddy reported 14,to Reiss that “the final after 2001.December Shea did

Fidelityfor‘stuffing’ High Tech Ad- not transmit agreementthe to Rich-
(Ex.visor A has been organized.” Egan signature Januaryard for until

1464). 29,2002. (Ex. 1557).day, reportedThe same Shea
‘stuffing’to Reiss that “the Helios Iof

Q. ChangeThe of of theStructure Fi-(Ex.[High place today.”Tech] took
delity High Tech Transaction1466). 20, FiddyOn December re-

ported to Haber that con-“additional Original Step1. The Final of the
oftributions low basis had beenstock” Transaction

1475).(Ex.Highmade to Tech. The step originally381. final in the
20, 2001,375. On December Pat Shea planned Fidelity Highstructure of the

reported to Haber that “we have Tech fortransaction was Helios to
‘stuffed’ this fund with several other purchase Egans’the 100% interest in

includingassets more stock.”EMC High Tech for 98.7% of the fair mar-
(Ex. 1447). (Ex.value of itket the stock held.

550).21, 2001,376. On December the fair in pur-The 1.3% difference the
by pricemarket value of the securities held chase would constitute Helios’s

$144,172,002.Fidelity High onTech was fee the transaction. The tax conse-
(Ex. 108). sale,of such aquence according to the
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743(b) to basis.eliminate and redistribute thewould tooriginal plan, be
(Id.).gain in thecapital EMCany built-in

stock, purportedEgans’thebecause 2001,9,387. November Reiss sentOn
partnershipin interestsbasis their a Michael andEganmemorandum to

proceedsthan thegreaterwould be following:thethat statedPat Shea
on sale.by them thereceived restructuringthe isThe benefit of

out in-that we can dribble stock
31, 2001 Tilevitz2. The October it.sellingof all of It wouldstead
Memorandum“Stock Dribble” ifflexibility you pre-moreprovide
2001,By EganMichael382. November to sell the at onefer not all shares

waysfor to sell the stocklookingwas time.
by Fidelity directly,TechHighheld (Ex. 1302).

interestselling Egans’instead of the
(M.High Egan,in to Helios.Tech Proposal to3. The Initial Use a Sub-

16:80-81).9:55; Shea, chapter CorporationS
1, 2001, Shea e-On November383. step strategy388. A central in the de-

“Youmailed Haber as follows: men- in the October 31 Tilevitzscribed
wayis to [bifur-tioned that there a for thecalled one ofmemorandum

[Fidelity Highin Tech]the stockcate] in LLCinvestors the multi-member
dispose of the stock if weto of some (in Tech)case, High toFidelitythis

you the detailsexplainchoose ... can inter-membershiptransfer his or her
” (Ex. 1245).thisof feature.... corporation ora Ssubchapterest to
5, 2001, Haber sent trig-384. On November inpartnership, provideorder to a

aDenby memorandum thatShea and ger mechanism for a Section 754 elec-
by (Ex.had been authored Orrin Tilevitz of adjustment.and tax basistion

(Ex. 1262).31, 1262).DGI on 2001.October
The Tilevitz memorandum de- 389. In accordance with the Tilevitz385.

memorandum,technique earlyby taxpay-a which in Novemberscribed
step-up Egans contemplatingthepurportedlyers could 2001 the were

Egan’sthat held a inter-byof was transfer of Maureenbasis stock the
through S-corporationthe use of an to anpartnership Highest in Tech

(Id.). trigger754. the mecha-election under Section in order to create
(Exs. 3290,allow the 754techniqueThis would for a election.nism

3294). Reiss, however, pointed outbyof heldEgans disposeto stock
gradual- S-corporation could bepartnership directlythe and an interestthat

tax,time, intangiblesof instead of to the Floridaly period subjectover a
in- a resi-selling partnershipof their Maureen was Florida100% because

(Ex. 3294).(Id.). EgansThat The accord-Helios. tech-terests to dent.
tothe the transferknown as “stock decided to makenique inglybecame

(M.strategy. newly-created partnership.adribble”
9:70-72).Egan,substance, techniqueIn calledthe386.

9, 2001, in theNovember390. Onpartnershipa of interestsfor transfer
an e-mail discussion betweentermi- course oftrigger a technicalin order to

subject,thatDenbyand onReisspartnership under Sec-nation of the
of an increasedtopicraised the708, by Reissby an electiontion followed

toif werefactor” the transaction“riskpartnership Sections 754the under
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(Ex. Eganbe restructured as discussed. 394. Maureen ofowned 99.8803%
3294). “IDenby replied, Holdings (through grantordo not think MEE her

trust) Eganis much inthat there increase risk and Richard owned the
remaining (through single-the 754 a form 0.1197%with election. This is a

LLC).that I think never memberwould be audited.”
(Id.). strategy395. withConsistent the out-

lined in the October Tilevitz memo-31
Change Partnership4. The to a randum, 21, 2001,effective December

14, 2001,On Denby391. November EganMaureen contributed her inter-
ansent e-mail to Shea and Reiss stat- Fidelityin Highest Tech to MEE

ing following:the Holdings, which caused a technical
Fidelityof Hightermination Tech forjustI offgot phonethe with Haber.

(Shea,purposes.federal income taxagrees putHe that if we [Maureen
1, 122).16:88; purposeExs. The soleEgan’s] Fidelity High [inter-Tech

of the oftransfer the interest in Fidel-(MEEa partnershipest] into new
ity High to HoldingsTech MEE wasLP),Holdings then we can do the

Highto allow Tech to make a Section754 election. This will allow us to
(M. 9:72-73).Egan,754 election.Fidelityshelter the interest from

intangiblesthe Florida tax. If we 396. The December 21 “effective date”
proceed with transferring Fidelity for the transfer of Egan’sMaureen

corp.,into an then goingS we are to Fidelity Highinterest in Tech to
intangibleshave an tax problem be- Holdings assignedMEE was retroac-

putcause we can’t then an S corp. tively 2,by JanuaryReiss on 2002.
(LP 1517).into (Shea, 16:88-89;interest an LP can’t own S Ex.

stock)corp. and awe can’t do trans- Eventually,397. and as be-described
(willfer to Dick theupscrew basis low, Fidelity High Tech filed a Form

investment).in Fidelitythe partnership1065 tax return for the
(Ex. 3297). 21,year endingshort December 2001.

reportedIt that a termi-technical392. The reason for the transfer of
nation of the had occurredEgan’s LLC forMaureen Fidelityinterest in

taxpartnership purposes ofHigh as De-Tech to entityanother was to
(Ex. 3).21,cember 2001. thattrigger Withthe 754 pursuantelection to

return, Fidelity High Tech filedthe anstrategy inoutlined the October
election under Section 754 to redis-31 Tilevitz memorandum. EgansThe

the tax intribute basis Maureenused a limited partnership, rather
inEgan’s Fidelity99% interest thethan subchaptera corporation,S to

High Tech across MEE Holdings’intangiblesavoid the Florida tax.
in99% interest assetsthe then held

Egan’s5. The Transfer of Maureen (Id.).by HighFidelity Tech.
anInterest to LLP and Section 754 Egan’s398. purportedMaureen out-

Elections Highside basis in her share in99%
14,On 2001,393. November Denby Tech as of the December 21 transfer

caused HoldingsMEE $162,779,413.LLP to be to MEE Holdings was
(Id.).a partner-formed as liabilitylimited That basis included the

ship. (Denby, 28:51-52; 108, $158,400,000Exs. long premium paid by
180). A,Option as well as the cost basis of
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28,In an Novemberthe 402. e-mail datedsecuritiestheher 99% share of
2001,to Tech.Highcontributed the effect of theEgans had Reiss described

(Id.). contrast, Egan’sMaureenIn election as follows: “TheSection 754
thein share ofher 99%cost basis steps up754 election the basis of

onlyin TechHigh wasstock held Fidelityin [High Tech]EMC the fund
(Id.).$8,672,617.73. EMC in Fundso the sale of the would

below, the principaldescribed399. As gross stepped upandproceedsshow
flowingconsequencestaxclaimed D the taxcost basis on Sch for Fund’s

finalrestructuring of thefrom the decent obscuredprettyreturn —a
High trans-Fidelitythe Techstep of 3303).(Ex.event.”

(1)as Maureenaction were follows:
partnershipIn Form tax403. the 1065FidelityinEgan’s stepped-up basis

Fidelityby Highfiled “new”returnto MEE Hold-overHigh Tech carried
yearthe fromcoveringTech short723)(under and becameings Section

31, 2001,22 toDecember DecemberTech;Holdings’ HighinMEE basis
(2) Fidelityto Tech claimed thatHigh High againwasFidelity Tech deemed

of thetechnically terminated ashave termination of the LLCa technical
(under21, 2001of Decemberclose taxpartnership pur-had occurred for

(3)708(b)(1)(B)); a Fidel-newSection (Ex.21,as 2001.poses of December
entity was toity Tech deemedHigh return,4), second tax Fidel-With that

(4)place; andin itshave been created ity High filed second electionTech a
MEEHigh increasedFidelity Tech 754 to theunder redistributeSection

of basisHoldings’ proportionate share Egan’s 1% oftax basis in Richard
full ofupin to the amountits assets Fidelity Tech the remain-High across

(under Sectionsstepped-upthe basis by1% in thening share assets held
743(b)). 43:106-07,(LaRue,754 and (Id.).the LLC.

44:8-9).
outsideEgan’s purportedRichard404.short, Holdings claimed400. In MEE

Fidelity Highin his 1% share ofbasisEgan’srightthe to receive Maureen
as 21 technicalTech of the December$162,779,413,andtax ofoutside basis

(Id.).$1,644,242.wasstepped-up basis terminationto redistribute that
$1,600,000in assetsits 99% interest theacross theThat basis included

3).(Ex.High Tech.by Fidelityheld A,premium paid by Index aslong
optionall positions401. Because of the his 1% shareas the cost basis ofwell

Fidelity longTech hadHighinheld hadEgansthe con-of the securities
and then ex-been closed outsince (Id.).Fidelity Tech.Hightributed to

inonly remainingpired, the assets contrast, costEgan’sRichard basisIn
Fidelity High Tech were the low-basis inhis of the stock heldin 1% share

bycontributed Maureensecurities $87,602.Fidelity onlyTechHigh was
during 2000Egan Eganand Richard (Id.).

(Id.). The inside tax basisand 2001.
SectionAs result of the second405. aFidelity Highthein 99% share ofthe

election, Egan claimed754 RichardhadEganMaureenportfolioTech
right stepped-histhe to redistributewasHoldingstotransferred MEE

$1,644,242tax basis ofup outside$8,672,618from toincreasedtherefore
in the assetsacross his 1% interestadjustment of$162,779,413, an

(Id.).(Id.). by LLC.held the$154,106,795.
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all ofAgain, option406. because the audit ticking, disarrayclock 2. The
Highinpositions held Tech had thatlong currentlythe IRS is in and 3.

outsince been closed and then ex- Limit time for the IRS to outcome
onlypired, remainingthe assets in with ruling barringthe a this transac-

High entity However,Tech were the low-basis tion. given pricethe of
stock,bysecurities contributed Maureen the I think the economics

Egan Egan duringand Richard 2000 would probably waitingdictate until
(Id.).and The tax2001. inside 2002.basis

Highin the 1% share of the Tech (Id.).
portfolio byretainedstock Richard

2001,In early410. December MichaelEgan following the technical termi-
Egan briefly selling allconsidered ofnation was therefore increased from

Fidelitythe EMC stock in High Tech$87,602 $1,644,242, adjustmentto an
before December of year31 that and(Id.).$1,556,640.of

back,then itbuying assuming that
asuch sale did not create problema6. Discussions at Year-End 2001

16(b)under SEC Rule or anywithConcerning Sale of Stock
(Exs.other rule policy.SEC or EMCEgan407. Michael had originally con-

3310).3303, According Shea,to Patselling allsidered the EMC stock and
an 6, 2001,in e-mail dated Decemberby Fidelityother securities Highheld

“the reason we are itconsidering is to(Ex.yearTech in calendar 2001.
start the statute [of limitations] clock3303). However, he became con-
running protecttoand the transactioncerned doing varietyabout so for a of

(Ex. 3310).unwinding.”from IRSreasons,different including the low
Ultimately, however,411. Michaelstock,price of beganEMC and to

Egan against sellingdecided the stocksellingconsider ofsome the stock in
because pricethe had fallen3292). and be-(Id.;2002. Ex.
cause he did not want to report losses9, 2001,On408. November Reiss ex-
from both Fidelity Highthe Tech andpressed concern about “dribbling”
Fidelity International intransactions(Ex. 3292).sales of stock into 2002.

29:59;year. (Denby,the same Ex.He itasked “Does increase audit
3292).andrisk[?]” “would we now have 2

positions to thandefend rather 1?”
(Id.). by7. The FidelitySale of Stock Held

High inTech 200228, 2001,409. On November Reiss
Denbyasked by e-mail theywhether 412. The market price of EMC shares

should insell/liquidate 2001 to either continued to indecline 2002. On
start the statute running sooner or 7, 2002,March Shea discussed with
whether there is concern that [the] James EgansHaber whether the

requireIRS will unwinding the trans- “pull Fidelitycould out [of High Tech]
(Ex. 3303).action before we sell. (Ex. 1419).aat loss.” Among other

Denby replied: (thethings, he asked Haber “how will
thingsAll equal, transaction)Ibeing would be shown on [tax] re-

agree youwith that it would be “anyturns” and issues or risks?”
(Id.).better to sell the in[all 2001.stock] apparently suggestedHaber

keyThe 3 being:factors 1. Get the continuing to “gaincontribute assets”
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$87,305,690 long-term capitaltween of“disguise theTech in order toHighto
(Id.). $312,298 capi-losses and of short-termreported.”... toloss be

(Ex. 232).tal losses.2002,April addition-In March and413.
If ofFidelity Fidelity418. the inside basis theintoal were “stuffed”shares

1847).(Ex. High portfolioTech stock had notTech.High
adjusted pursuant the Sectionbeen to2002,May 10, Stephanie Den-414. On

elections, by Fideli-754 the stock soldsellingaboutby Orrin Tilevitzasked
2002ty High duringTech would haveHigh Tech.Fidelityinall the stock

original aggregateits costretained(Ex. 1851). that “the stockstatedShe
(Ex. 3).$8,760,220. In thatbasis ofup has nowthey steppedbasiswhose

event, proceedstotal for thethe salevalue, selling it wouldin sogone down
$79,695,408, reported inportfolio of asloss.”capitalin an millionresult $80

2002 FormFidelity High Tech’s 1065(Id.). the EgansShe asked whether
return, in ahave resulted re-wouldwaiting hopingandbetter off“[were]

$70,935,188.capital gain ofportablenow,selling itgo upit in value orwill
(Ex. 5).startingand the stat-taking the loss

(Id.).running?”limitations][ofute
Egans ExploretoR. The Continue anIrainquiryher toTilevitz forwarded

StrategyOrdinary Loss(Id.).Akselrad.
meantime, Egansthe419. In the as2002, Fidelity High TechDuring415.

and im-developedand their advisorsin its portfo-all of the securitiessold
gainsthe elimina-plemented capital2093).(Shea, 16:91; Ex.lio.

Fidelitystrategy throughtion theconditions, the416. Due to market
transaction,High they continuedTechby Highheld Tech continuedshares

strategy eliminatinga forto considerthroughout 2002.to in valuedecline
ordinarytaxes on income.sold,By they all beenthe time had

were re-proceedstotal realizedthe
Options1. Exercise ofbeby High Tech toported

2001, Egans exercised420. In the$371,214$79,695,408, incomposed of
8,320,000 options purchaseto EMC$77,323,734 insales andshort-term

1414). (The(Ex. options hadstock.(Ex. 5).long-term sales.
to abeen transferredpreviouslypartner-1065417. its 2002 FormOn

trust, actually exercisedgrantor whichreturn, High reportedTechship tax
791).(Id.; Ex.options).thestock portfo-the sale of its entirethat

2,000,000 op-Egans421. The exercisedofproduced capitala losslio had
22, 2001, at a strikeJanuaryontions$87,509,884, betweendivided

(Exs. 1414).780,price of $1.1563.$87,194,495 capital losseslong-termin
(Ex.price wasThe market $76.50.$315,389 capitalin short-termand

780).(Id.). entiretyThe of theselosses.
320,000Egans422. also exercisedThethroughflowed to thecapital losses

2, 2001, at a strikeoptions on Marchfortax returnEgans’ personal income
price ofa marketprice of and$3.05862002; bythe 1040 filed RichardForm

1414).(Id.; Ex.$38.40.reported2002EganMaureen forand
4,000,-Egans also exercised$87,617,988 flowing 423. Thea ofcapital loss

2001,7, at aonFidelity options September000Highinthem interestsfrom
2,000,000$1.15625,of andpricestrikeHoldings, divided be-Tech and MEE
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7, 2001,options Septemberon at a taxes the gainincome on from the
(Exs. 791,pricestrike of options.exercise of EMC$2.3125.

1414). gainThe from the exercise of above,430. As described KPMG direct-
options in Septemberthe 2001 was employees “stop marketing”ed its to

treated as compensation pur-deferred Option inStrategythe Short the wake
plansuant to an EMC that was Nonetheless,of IRS Notice 2000-44.

(Ex. 325).amended for that purpose. KPMG remained in mar-interested
above, keting a strategy Egans424. As noted to the toEganRichard be-

ordinaryto shelter income from ex-Sep-came ambassador Ireland on the
10, ofrequired options.tember 2001. He ercisewas to

resign from the EMC board in order 2000,11,431. On December John
position,to take that which would reported internallySchrier of KPMG

optionshis expire.cause to Accord- that he had met with “toPat Shea
ingly, Egans’all of the options were a designeddiscuss structure to reduce

7,by Septemberexercised 2001. in Egan’s]taxes connection with [Dick
proposed options.”exercise of stockEgan425. hadRichard received these
(Ex. 43).options capacityin his as a member of

(Ex.the EMC board of directors. 14, 2000,On432. December Schrier
791). byIncome himreceived on the was notified that Brian ofRivotto

optionsexercise of the was therefore making “pitchKPMG was a Car-[to
(Prifti,self-employment income. for ongoingruth] the andconsulting

25:92). subjectThe was taxincome to work,”compliance with Schrier to be
ordinaryat taxincome rates. positioned “as cuttingthe resource for

(Id.).edge tax planning strategies.”426. The of the inoptionsexercise 2001
produced 3,Egan 2001,income to Richard in January433. On Pat Shea

(Ex. 64).$150,687,400.the amount of awrote filememorandum to labeled
Corporation providedEMC a strategy (Shea,Form options.”“Tax for

to Egan January 16:35-36; 676).1099 Richard in 2002 Ex. The memoran-
(Id.).reflecting that amount. dum addressed recent hediscussions

Egan,had with Michael Jack Egan,427. The exercise of the in 2001options
and Jim Reiss concerning “whetherproduced income to inEganMaureen

made sense”(Ex. [it] for Carruth to127). imple-$11,309,248.ofthe amount
ment “the tax strategieseliminationEMC Corporation provided a Form

plans”and deferral of an-KPMG orto Egan January1099 Maureen in
(Ex. 676).promoter.other Mi-Both(Id.).reflecting2002 that amount.

Egan Eganchael and Jack told Shea428. At point, Egans projectedone the
“theythat didn’t think goodit was atheir federal liabilityincome tax on
totime enter into such a transaction”their income from ofthe exercise

because of the of “participationlevel(inoptionsthose the absence of a tax
co-operation” requiredand with EMC.shelter) (Ex. 1192).$63,575,074.to be

(Id.).
Ordinary2. The Search for 19, 2001,Income January434. On anShea sent

Strategies Egan:e-mail to Michael
2001,429. In late 2000 and theearly presentKPMG wants to to an-me

Egans and their advisors continued to programother for tax minimization
discuss toways paying ordinary Februaryavoid youon 12—do towant
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concerning thoselow-up discussionsandoutfeel itI canMaybeattend?
(Shea,strategies.”“additionala fol-asmeetyou canif interested

627).16:102-03; Shea informedEx.discuss—low-up—let’s
discussions.of theseEganMichael681).16:37;(Shea, Ex.

627).(M. 9:91; Ex.Egan,2001, sent10, SheaFebruaryOn485.
“update.”e-mail 16, 2001,an Prifti andEganMichael March438. On

e-mail,752). In the16:56;(Shea, concerningEx. conversationaShea had
791).(Ex.he wasthathim strategies.informedShea taxadditional

tofor“looking solutionswasSheawithFebruary 12]meeting [on
from... income[thewithhelp dealvariousto discussin BostonKPMG

options.”[EMC]thosethey of]have exercisethestrategieseliminationtax
23:111). thatrequested(Shea, Sheapart-bringingaretheyavailable—

andYork CaliforniaNewfromners at a solutionlookspecificallyKPMG
anythingthey havemeeting iftheto ordinary in-the[sic]offsetthat could

usformay workthatinteresting or on exer-spreadthe thehit fromcome
meeting withupset a followI will stock]EMC[nonqualifiedof thecise

you. awould bespreadtheSinceoptions.
e-mail,752). Shea(Ex. In the same event, off-setthe ideal1099[Form]

withalso methadthat heindicated net-white-papera “Line 21”bewould
possi-concerningpromoteranother ting transaction.

(Id.). e-Thesavings.”“taxble 791). on an(Ex. the lineLine 21 is
continued:mail 1040)(Form forreturntaxincome

oth-Helios abouttalked withI have in-miscellaneous“otherreporting
avail-they may havestrategieser 25:77). pa-(Prifti, A “whitecome.”

meeting withbyalso—at leastable isthator scheduleis statementper” a
pro-KPMG, and other[theHelios (Id. atreturn.to a taxattached

is ona whatget feelwe willmoter] one25:78). is“netting transaction”A
strate-eliminationmarket forthe combined.a loss areandgainwhere a

activity go-ofand the amountgies 25:79).(Id. at
keepindustry willtheon ining —I 2001,28, Speiss spokeMarch439. On

you posted— sug-telephoneby andSheawith Pat
(Id.). calledstrategytaxKPMGagested

2001, in-12, SchrierFebruary436. On “convert $150that would“Euram”
toof KPMGTimothy Speisstroduced (Ex.ordinary income.”inmillion

taxproposingofpurposetheforShea however,not,802). didEgansThe
(Ex.for his consideration.strategies strategy.adopt the

notes, one735). toAccording Shea’s
2001, at-SheaofIn summer440. thethewasstrategies discussedof the

withgameSoxa Boston Redtendedoptionshortimportation-Helios“loss
Bostonthe localRivotto ofPrifti and762).(Ex.plan.”

theygame,theKPMG. Atoffice of2001,15, in an e-mailFebruaryOn437. (Ex. 901;strategies.taxdiscussedTechHighconcerning theto Haber
16:107). saidSheaSpecifically,Shea,stated, wouldtransaction, “I alsoShea

following to Prifti:theregarding additionalyoutotalklike to
in-know, of thoseBob, someyoumay have available.”youstrategies

thattax structuresin—investments771). had fol-Haber(Ex. andShea
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(Ex. 797).about,talked to meyou periodically
may have an inwe—we interest 444. DGI sent Partnership Op-also the

those, specifically po-and those that Strategytion tomemorandum Ira Ak-
can atentially result in favorable (Ex. 798).atselrad Proskauer. Ak-

said, know,youbenefit. hetax And
respondedselrad that he the“like[d]

generator.a loss
change” can positionbecause “we it as

25:16).(Prifti, hedge[,]a i.e. investor likes invest-
exposure.”ment but wants to lessenDesign DevelopmentS. The and theof

(Id.).StrategyFDIS

Partnership Strategy1. DGP’s “2001
2. DevelopmentFurther theof “Fi-Memorandum”

nancial Derivatives Investment
2001,point early441. At insome Strategy”

Alphaand devised a newDGI/Helios
4, 2001,445. AprilOn Tan circulatedvariation its tax productof shelter

for “review andit comment” draft mar-that called the “Financial Deriva-
ketingStrategy,”tives Investment materials for the strategyor new

“FDIS.” under the name “Financial Deriva-
(Ex.Strategy.”tives Investment442. In a memorandum dated March

809).2001, The23, materials were in the formentitled “2001 Partnership
(Id.).of presentation.a PowerPointOption Strategy,” Orrin Tilevitz of

to,steps amongDGI detailed a The materials were sentstrategythe of
others,by partnership gains Wood,which and R.J. Ruble at Brown &losses

paired options Proskauer,from were allocated Ira atAkselrad and law-
among partners according to re- yerstheir at Lord Bissell & Brook and
spective (Id.).common in part-interests the Bryan Cave.

(Ex. 801).nership. According to the 446. Ruble and participatedAkselrad
memorandum, the “loss” would be Haber,in a conference call with Tilev-
largely taxpayer/in-allocated to the itz, Apriland others on 4 to discuss
vestor the “gain” “foreignand to a (Exs. 812).807,strategy.the new
person subject ju-not to taxingU.S.

447. also fourinvolved ac-DGI/Helios(Id.).risdiction.”
counting firms into assist the devel-443. James Haber of sent theDGI
opment marketingand of the FDISPartnership Option Strategy memo-
strategy to prepareand and file taxrandum to R.J. Ruble at Brown &

KPMG,returns. The four firms were23,Wood on March 2001. In his cov-
Seidman, Thornton,BDO Grant ande-mail,er Haber said:

(Exs.McGladrey. 810, 811, 924,RSMWe contemplatedhave revised our
2087).Partnership Strategy with what we

hope 4,will be a 2001,better result. 448. AprilPlease On Tan circulated
review the outline ifand see there the draft marketing materials to BDO

any and,are faults in our orreasoning 5,Seidman on April to RSM
thinking. (Exs. 811).expectWe be McGladrey. 810,to launch- Ron
ing the idea within Wainwrightthe next 3-^1 at McGladreyRSM re-
days, humblyso I your (Ex.ask for im- a ofcopyceived the materials.

811).mediate attention.
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27, 2001, DGI sentde- 452. On June Grantmarketing materialsdraftThe449.
(at copy marketingThornton a of the ma-as it wasstrategy leastthescribed

(Ex. 924).for Interials FDIS. thetaxpayer-investors)topitchedto be
memorandum, Haberkey cover wrote:of thebackgroundthegaveand

(Ex. to confirm that the“This is enclosedAlpha.at DGI andpersonnel
willmaterials not be distributed to813). materi-marketingThe draft
(Id.).anybody.”materi-Heliosthe earlierals—like

following:thestatedals—also
Foreign Partners-MahoneyThe3.firmlyabilityour to... we view

and Hawkesofprocessand themanage control
above,As described the453. FDISattorneystwo to four sets ofgetting

strategy majoritythat the ofrequiredexpeditiouslytoand accountants
“gain” from transactionany the bebe-asthe desired conclusionsreach

a foreign partnerallocated to who wasour contri-one of most valuableing
juris-subjectnot to United States taxto our clients.butions

diction.(Id.).
Haber enlisted two454. James Irish5, 2001, circulatedApril Ruble450. On

citizens, MahoneySamuel and Martinthetoproposed modificationshis
Hawkes, play foreignto the role of theTan,marketing materials toFDIS

3-4;atpartners. (Mahoney Dep.Tilevitz,Haber, Akselrad, others.and
55).Dep. at HaberHawkes described(Ex. 814). e-mail, RubleIn the cover

them, pro-andstrategythe FDIS towrote:
pres-ofcopyvided a the PowerPoint

I theBasically, have eliminated entation, (Mahoneyin May 2001.
‘Foreign and re-term Investor’ 55).3-4; Dep. atDep. at Hawkes

Tnvestor(s).’theit with termplaced
Ultimately, as described in455. andit, the statusparty receivingTo the

below, Mahoneydetail orgreater(or whetherof the other investor
role of foreignHawkes served “in theone) is irrele-are more thanthere

in 47 intransactionspartner” FDISThean investment matter.vant as
2001, (Mahoney Dep.and 55 overall.ex-alwaysand role bestatus can

57-58;6-7; Dep. at Ex.at Hawkesone-on-one.plained
2060). They part-the role ofserved

(Id.). asalternatingon an basis thener
5, 2001, Wainwright sentApril451. On 8;(Mahoney Dep.in. atcamedeals

McGladreye-mail atan internal RSM 59).Dep.Hawkes at
concerning presentation”the “client Mahoneyrole of and Hawkes456. The

strategy.for the new FDISmaterials was to followin the FDIS transactions
820).(Ex. that theThe e-mail noted pre-steps in an outlinethe described

materials (Mahoneyby Dep.pared DGI/Helios.
out-... “not” be distributedshould 60).9; Hawkes at NeitherDep.at

pres-a[group]our andside if/when funds,any performed anycontributed
the be-is made to a cliententation work, anymade invest-orsubstantial

bylow information is collected 9,Dep. at(Mahoneyment decisions.
thewill left withand not be[DGI] 63-72).60,13-22; Dep. atHawkes

confidentiality purposes.client for required,the extent funds wereTo
by DGI or another(Id.). they providedwere
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20-22;Dep. made(Mahoney suggestionsat comments and onentity.
70-72). Mahoney opinionat the model over the nextDep.Hawkes few

(Id.; 981).paid 835,an aggregateHawkes were months. Exs.and
in 2001 ofDGI for the servicesbyfee “signed a “generic463. Ruble off’ on

million, which was not differentiat-$2 form” of FDIS inopinionthe the sum-
(Mahoney Dep. atbyed transaction. (Ex. 1600).mer of 2001.

1657).66;16; at Ex.Dep.Hawkes legal464. The fees of the four law
topayments Mahoney457. The and opinionfirms for were gen-the letters

as expensesHawkes were treated erally bypaid AlphaandDGI/Helios
paid by Alphaand fromDGI/Helios (Ex. 1657).as an expense.

(Id.).gross revenues.
Brown, Raysman,465. The law firm of

Mahoney and un-458. Both Hawkes Millstein, pre-Felder & Steiner also• purposethat the of thederstood pared “form fordocuments” the im-
was to “generateFDIS transactions ofplementation strategy,the FDIS

(Ma-taxpayers.fortax losses” U.S. including an Investor LLC Operating
11-12;honey Dep. Dep.at atHawkes Agreement, a OperatingFund LLC

662).
aAgreement, Agree-Contribution

(Ex.ment, 1282).and Notices.Opinion4. The Model for FDIS Strat-
paidThose fees were byalsoegy

anAlpha expense.and asDGI/Helios
strategy,459. The FDIS like prede-its (Ex. 1657).

cessors, included, among things,other
preparation legalthe of individual The5. 2001 FDIS Transactions

opinion letters for each taxpayer and
Ultimately,466. the FDIS strategyeach “investment.” One of princi-the
successfully pitchedwas to dozens ofpal purposes legal opinionof the was

taxpayers. The exact total is unclearto serve as a form of insurance
record, partfrom the in todue differ-theagainst imposition penalties,of tax

ences in the counting of “customers”and therefore the taxpayer/in-induce
or “clients” and “transactions.”to purchasevestor the tax shelter.

A DGI/Helios/Alpha467. analysisfeeAs Tilevitz putOrrin of itDGI/Helios
document Marchfrom 2002 listed 61in a to Bryanmemorandum inCave

(Ex. 1657).“2001 customers.” TheFebruary 2002 concerning a different
same document indicates that the sizetaxpayer: opinion“The has goals:two
of the transactions of those customersto penaltiesinsulate the investor from

(Id.).thantotaled more billion.$1.5and malpractice.”[the law fromfirm]
to(Ex. 1602). paid promotersThe fees the were

(Id.).listed thanas more million.$32DGI/Helios, firms,460. lawthe and the
-accounting togetherfirms created An468. internal DGI document from

model, or template, opinion letters. approximatelyDecember 2002 listed
(including44 Egan)clients Richard25, 2001,April461. By DGI and Brown

for what toappear be FDIS transac-& Wood had created a draft model
2087).(Ex.tions.opinion for the FDIS ontransaction

(Ex. 864).&Brown Wood letterhead. 2002,February 28,469. On Grant
Ruble, Tilevitz, Haber,462. John anand Thornton sent invoice to DGI for

Cave, others,BryanBarrie of ofamong preparation partnershipthe 45 tax
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generator”in a2001 FDIS interested loss be-for transactionsreturns
$90,000, $2,000 “ordinaryper theyor cause hada fee of income”for
1618).(Ex. optionsThe returns from in45 “the exercise of Janu-return.

(Ex. 969).ary.”includ-preparedThorntonthat Grant
ordinaryreporting aned 25 returns

September1. The 2001 KPMG Power-reporting25 returns a short-loss and
Point Presentations(some reportedlosscapitalterm

3826A).both). (Exs. 3826, 7, 2001,By473. KPMGSeptember had
2002,January DGI memo- prepared470. In sent materialspresentation con-

attorneys at firms cerning Familyranda to different Entities“Egan Tax
following:thethat stated Advantaged Investment Structures.”

(Ex. 154). The materials includedtax opinionsis a list of weBelow
proposed “income tax elimination solu-by firmprepared yourbepropose to

(Id.).tions.”agreed compen-proposed [or to]and
2001,preparation. 13, Shea,sation for such 474. On September

Reiss, representa-Denby, and various(Ex. 1519). The memorandum to Ira
aparticipatedtives of KPMG in con-opin-at Proskauer listedAkselrad 28

concerningference call the new strat-“clients,” including Richardfor 19ions
(Exs. 156; Shea, 16:113).1014,egy.Egan, variousand Maureen and

partici-Shea’s indicate that thenotessuch astypes,” “standard“opinion
pants the fact thatdiscussed the(Id.).partnership” or “stock dribble.”
Egans million ofhad income“$150A memorandum sent to R.J.similar

to inoption January.”due exerciseSidley opin-at Austin lists 30Ruble
(Ex. 1014).clients, again includingfor 22ions

Egan; ofRichard and Maureen some 17, 2001,On ofSeptember475. Rivotto
style,”were “old andopinionsthe proposedKPMG asent Reiss Power-

not FDIS trans-presumablytherefore presentation “Eganfor anPoint Fam-
(Id.). A similar memoran-actions. Advantagedily Entities Tax Invest-

1017).Bryan (Ex.atdum was sent to John Barrie ment Structure.” The
Cave, listing opinions24 for 12 clients. apresentation multi-stepdescribed
(Id.). The record does not include involving pairedthe use oftransaction
any similar memorandum for Lord ofoptions step upto the basis the
Bissell. in aEgans’ ownership interest multi-

(Id.).member The transactionLLC.
PitchT. and Helios the FDISKPMG the gainsused a to allocate“straddle”

EgansStrategy theto aon the transaction to tax-indifferent
(foreign) and the losses toco-investorin the ofpoint471. At some summer

(Id.).Egans. presentationthe The2001, and decidedKPMG DGI/Helios
thediagramsalso of variouscontainedFDIS to thepitch strategyto the

to,of, proposedthesteps partiesandstrategy shelteringfor theas aEgans
(Id.).transaction.they fromordinary income received

options.exercise ofthe marketingAs the earlier476. with
172001, Septemberthe Pow-15, presentations,August Brian Rivotto472. On

indicated thatSpeiss presentationan e-mail erPointKPMG sent toof
Egans likelya “morethe could obtainseeking up meetingto set a with the

from one of fouropinionthan not” taxnoting “[t]heythat are stillEgans,
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(the Transaction,”Sidley posedAustin succes- based on his con-law firms:
Wood),merger pres-to Brown with about thebysor & versations KPMG

Proskauer, Cave, (Shea, 23:113-14;Bryan or Lord Bis- entation. Ex.
(Id.). 1024).sell.

September477. 17The PowerPoint 2001,September 21,On483. Thomas
presentation “expectedstated that the Levato, an at theassociate Brown

consequence[ to the]”income tax firm,Raysman copieslaw e-mailed of
the anEgans on transaction ordi-was FDIS “form documents” to Haber.

million, which,nary of in 1282).loss (Ex.$150 Haber forwarded the
turn, ordinarybe used tocould offset by Denby,“form documents” e-mail to

amount, resultingthat sameincome of Reiss, DenbyFiddy, and Shea. later
(Id).gainin net ofa taxable zero. edited the forms for use with thetheir

FidelitySeptember International478. The 17 PowerPoint transaction.
(Id; 28:48-49).Denby,presentation “Expect-showed that the

ed Permanent Tax of theBenefits” 25, 2001,September Speiss,484. On
proposed transaction were Haber, Denby, variousand Carruth

(Id).$62,500,000. This “Permanent a callemployees held conference to
Tax amount cor-Benefits” was later proposeddiscuss the “outline of trans-
rected, Pat pointedafter Shea out an stepsand requiredaction” the various

(Ex.error, $65,250,000. 1034,beto (Ex.consummate theto transaction.
16:114).Shea,2596; 1046).

2001,27,September485. On Carruth
2. Further Discussions and the “Out-

agenerated updatedfurther version
Proposedline of Transaction”

of the Outline of Proposed Transac-
2001,September 20,479. SpeissOn (Ex. 1056).tion.

a offorwarded revised version the
5, 2001,On Speiss, repre-486. October

presentationKPMG PowerPoint dated
Helios,of Egan,sentatives Michael

21, materials,September and related Shea, participatedand others in a con-
(Ex.to Pat andShea James Haber.

call toference discuss the FDIS strat-1034). The September 21 presenta- (Ex. 161).egy.
essentiallytion in-showed the same

diagramsformation and as the earlier Adopt3. The Decision theto FDIS
presentation.

Strategy
480. kept upShea Michael Egan to

8,At some topoint prior487. Octoberdate on the discussions with KPMG
2001, EganMichael todecided exe-and concerning ordinaryHelios the

the strategy proposed bycute FDIS(M. 9:90-91,strategy.income Egan,
andHelios KPMG.98-99).

8, 2001,On October488. Carruth wiredSeptember481. The 21 PowerPoint
the funds to the optionsRefco forpresentation anincluded “Outline of

(Ex. 1103).premium.Proposed Septem-Transaction” dated
8, 2001,on489. Also October Shea e-ber that steps20 listed various to

mailed Haber:implement proposed strategy.the tax
(Ex. 1034). opinionwill getWhen we the letters

482. Shea took anyonehandwritten notes on and do I have to contact or
September youthe of20 “Outline Pro- will take care of that??
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FidelityStep2. Two: World Enters1092).(Ex. responded:Haber
OptionsInto Interest RateOpin-law firm.with theWe work

January.inbe deliveredions will Following the formation of the493.
firm.on a lawyou decidedHave LLCs, step of thethe secondtwoLLP,Proskauer Roseare:Choices

Fidelitywas for World totransactionLLP,Austin Brown & WoodSidley
options.pairedenter into interest-rateBissell &or LordBryan Cave

1107).(Ex.Brook.
(Id.). Stephanieconsulted withShea 9, 2001, Fidelity494. On October

Sidley Aus-Denby, who recommended ofpurchased pairsand sold twoWorld
regarded,” and“highlymosttin as the with as theoptionsinterest-rate Refco

besthave done the“theythatadded 36:25;(Id.; Kolbe,counterparty.
(Ex.I have seen.”opinion letters 2).2839; FidelityEx. Ex.Dem.

1103). for apurchased optionstheWorld
2001,9, calledShea490. On October offset-total of million and sold$150

(Ex. 1109).Buesinger Alpha.atRon pricefor a ofting options $147.75
methim that he hadadvisedShea million, for an actual net cost to the

theythat wereEganMichael andwith (Exs. 2,1110).million.Egans of $2.25
the Fi-forward” with“ready to move

(Id.). pairwas a ofpairs495. One of thesetransaction.delity International
LI-options on the three-monthcall

Fidelity In-Implementation of theU. pairwas a ofBOR rate and the other
Transactionternational constant-options ten-yearon theput

trans-Fidelity International491. The (“CMS”) (Exs.maturity swap yield.
stepssequencea ofaction consisted of 1117-1120).2, optionsThe were “di-

the Outlinethat were consistent with in nature. Asgital” “European”and
Sep-datedProposed Transactionof above, that meant that thedescribed

2001,20, up-as lateras welltember fixed inpayoutthe wasamount of
of Transaction dateddated Outlines op-and thelumpas a sumadvance

2001, 25,17, and OctoberOctober on theironlytions could be excised
2001. date, Eachand not before.expiration

thecomprisingoptionsof the fourStep of Entities1. CreationOne:
days.44 The twoa term ofpairs hadabove, Fidelity492. As described

en-pair, almostwithin eachoptions,hadFidelityand InternationalWorld
another, onebecausetirely offset one19,Julyonbeen formed as LLCs

(that is, purchased)long optionawas2000, of Noticethe issuancebefore
(thatoptionwas a shortand the othersingle-was aFidelity World2000-44.

sold), preciselyis, nearly but notwithonly memberwhosemember LLC
(Exs. 2, 1117-features.identical(Ex. 2). FidelityEgan.Richardwas

1120). interest rateThe terms of thea multi-memberInternational was
as follows:(Id.). can be summarizedoptionsLLC.

Option PairLIBOR

PossibleInitialMaturity Strike
PayoutUnderlying PremiumPriceOption Date

$307,003,559($75,000,000)3.8740LIBOR3-monthPm-chasedCall 10/9/2002
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$73,875,000 ($303,633,750)Sold Call 3-month LIBOR 3.877010/9/2002

NetNet Initial Possible
Payout:Premium:

1,125,000) 3,369,809$_($

(Ex. 2).
OptionCMS Pair

Maturity Strike Initial Possible
Option_Date_Underlying_Price Premium_Payout

10-year Swap ($75,000,000) $307,736,486Purchased Put CMS 4.762010/9/2002
10-year Swap $73,875,000 ($303,668,823)Put_10/9/2002Sold CMS 4.7620

Net Initial Net Possible
Payout:Premium:

$3,367,663_($1,125,000)

(Id.).

noted, premium496. As the net for effectively equivalentwas to zero. As
result,ofpair optionseach the interest rate a aalthough there was theoret-

$1,125 million,was or million in possibility pairical of generating$2.25 one
total, paid Fidelitywas by positiveand payoutWorld a before fees and

Fidelity costs,to Refco. World thus a happenwas this could not for both
buyer transactions, 40:47-56;net in the (Rausser,because pairs. Dem. Exs.

3746-3749).premiumthe for the option boughtit
in pair premiumeach exceeded the for 16, 2001,On498. October Haber sent

itoptionthe sold. Although po-the Egan, Denby, SpeissMichael and a
“Payouttential Amount” forstated Proposedrevised Outline of Transac-

optioneach individual more thanwas that updatedtion was to show details
million, payoutthe actual$300 net stepsof in the transaction that had

the taxpayer optionsavailable to if the already been andcompleted, enclosing
moneywere in the expirationat was examples yenof euro and range

only million on pair,either be- (Ex.$3.36 1140).trades.
accountingfore for fees and costs.

Step Capitalization3. Three: of Fi-Similarly, premiumthe stated for each
delity Internationalof the four individual wasoptions

many greater net pre-times than the The step,499. next and the first of
actually paid; longmium the op-two 22,steps occurringseveral on October

tions a stated ofpremiumhad 2001,$75 capitalizationwas the of Fidelity
($150 total)million each million in and (Kolbe, 36:28-29;International.

optionsthe two premium 1181).short had a 2840;Ex.Dem. Ex.
$74,875 each,of million the resultwith

Fidelitya. The Contribution of Worldpremiumthat actually paidthe net for
paireach was only million.$1.25 2001,22,500. On October Richard

(Exs. 2,1117-1120). Egan contributed of his100% owner-
497. likelihood of FidelityThe both the LIBOR inship interest World to Fi-

option pair pair delity International,and the optionCMS The contribution
moneybeing in the at time Fidelitythe same of wasWorld valued at
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optionstwo short interest-ratethethe market val-$1,559,439, uponbased
disregarded.should beonly-itswhich wereoptions,theue of

36:29-30; Ex.(Kolbe, Dem.asset. result, Egan claimedAs a Richard505.
2).2841; Ex. Fidelityin International ofa basis

million, thoughevenmore than $150
Purported Increase in Basisb. The by him for thepremium paidthe net

options wascontributed interest-rateindividualany year,taxgivenIn501.
only million.$2.25to off setonly permittedaretaxpayers

ordinary incomeagainstlossescapital
Capitalc. ContributionsOther(LaRue,$3,000.ofto the extent

43:90-91). fornecessarythusIt was 22, 2001,October Richard506. Also on
way to createto find apartiesthe other LLC membersEgan and the

that couldordinary lossespurported with contribu-made or were credited
ordinary income.againstbe offset Fidelity Interna-capitalizetions to

704(d), EganSpecifically,tional. Richardaddition, under SectionIn502.
ofmade a contributiondeduct his cashpermitted topartnera is

$2,674,500; Mahoney wasSamuelpartnership’sof thedistributive share
ofmaking a contributionhis tax credited withonly to the extent oflosses

$651,000; wereAlphaand and Heliosas ofpartnershipin interesthisbasis
ofmakingwith a contributionyeartax creditedpartnership’sthe end of the

(Ex. 2).losses). $7,000.(before of thoseconsideration
necessary promot-thethus forIt was werecapitalThese contributions507.

Egan’sRichard tax basisto inflateers pre-common andallocated between
create an artificial loss.as well as Fidelity Interna-inferred interests

Egan wasfollows: Richardthat the tional asintendedpartiesThe503.
ininterest Fideli-assigned a commonFidelity to Fidel-from Worldtransfer

5%; Mahoney wasty ofthe claimed Internationality International create
93%;ofa common interestThus, assignedin notes writtenstep-up basis.

as-were eachAlpha and HeliosProposedof andon an “Outlineby Shea
(Id.;of 1%.signed a common interestthat the contri-indicateTransaction”

6). addition, EganRichardInmem- Ex.by Egan of hisbution Richard
preferredof theassigned 100%wassingle-memberin theber interest

2).(Ex.interests.outside basis [of]“creates [the]LLC
(Ex. 1024). tak-Notesmillion.”$150 contributions,of theseAs a result508.
during Septembertheby Calkinsen capitalan 86%Egan hadRichard

the same.conference call state25 International,Fidelity butinshare
(Ex. 1046). common inter-in theonly a 5% share

(Id.). Mahoney,Conversely,below, ests.EganstheAs described504.
member, had a 13.29%foreignthat thepositionthesubsequently took

share, ina 93% sharebut hadcapitalpremi-million of statedonly the $150
(Id.). As acommon interests.interest-rate thelongfor theums debited

2001,22,consequence, on Octobertaken into accountoptions should be
enti-have beenEganRichard wouldFidelityintheircalculatingin basis

any profitsonly 5% ofto receiveInternational, the tledand that
op-from thegeneratedmightthat be$147,875,000 forpremium creditedof
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justtions and cash he had Fidelity International,transferred cash to afor
$4,233,939.total initial contribution ofFidelity (Carrón,to International.

11:36). 510.The contributions resultingand
membership shares of each inpartner

Egan509.Richard thus contributed Fidelity International as of October
$1,559,439 $2,674,500optionsin and in 22, 2001, appear in the table below.

Fidelity Capital 22,International: Contributions and as ofShares October 2001

Proportionate
Aggregate Profit and

Capital Capital ProportionateContributions Loss/Common

CapitalLLC Member Common Preferred Account Share Share

(cash)$2,639,500
(value$1,559,439

35,000 World)Egan Fidelity $4,233,939Richard of$ 86.43% 5%

Samuel
Mahoney $651,000 651,0000 $ 13.29% 93%

Alpha
Consultants

7,000 7,000LLC $ 0 $ 0.14% 1%

TradingHelios
7,000 7,000LLC $ 0 $ 0.14% 1%

(Ex. 2). (USD/EUR) rate,exchange consisting
purchasedof a call aand sold call asStep4. FidelityFour: International
pairone a purchased putand and aForeign Currency Op-Enters Into
putsold pair. (Kolbe,as a secondtions

36:32; 2842; 2).Dem. Ex. Ex. The511. In the next step of the transac-
quartetsecond was a set of options ontion, which also occurred on October

22, 2001, exchangethe Japaneserate of theFidelity yenInternational en-
tered into eight currency option (JPY/USD),to the U.S. dollar consist-
trades with Refco as counterparty.its ing of a purchased call and a sold call

eight optionsThe consisted of two pairas one and a purchased put and a
quartets, quartetwith each consisting sold put as a pair. (Kolbe,second

pairs. (Kolbe, 36:32;of two Dem. Ex. 36:32; 2842; 2).Dem. Ex. Ex.
2).2842; Ex.

513.The terms of the foreign currency
a. ForeignThe Terms of the options can be summarized as follows:

Currency Options

512. One quartetsof these was a set of
options on the U.S. dollar to euro
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Option QuartetUSD/EUR

Maturity Initial PossibleStrike
Underlying PayoutOption PremiumPriceDate

$200,000,000 ($ 333,260,084)0.8656Sold Call USD/EUR4/19/2002
($197,706,830) 328,877,361$0.8653Purchased Call USD/EUR4/19/2002
$200,000,000 ($1,416,123,720)0.8115Put USD/EURSold 4/19/2002

($199,460,342) $1,411,740,997USD 0.8118PutPurchased /EUR4/19/2002
Net Initial Net Possible

Payout:Premium:
($2,832,828) ($4,382,723)

(Ex. 2).
Option QuartetJPY/USD

Maturity UnderlyingOption Initial PossibleStrike
PayoutPremiumPriceDate

($ 333,260,084)$200,000,000123.63PutSold 4/19/2002 JPY/USD
($197,711,391) 328,877,361$123.66Purchased Put 4/19/2002 JPY/USD
$200,000,000 ($1,416,123,720)130.89Sold Call JPY/USD4/19/2002

($199,453,397) $1,411,740,997JP 130.86Purchased Call Y/USD4/19/2002
InitialNet Net Possible

Payout:Premium:
($4,385,135)$2,835,212

(Id.).

pairsfor bothpremi- possiblenet 516. It was notFidelity International’s514.
pos- off atcurrency quartet payum for these trades was in the toUSD/EUR

itive, onmeaning premiumthat the pair payThe call wouldexpiration.
largerit was than theoptionsthe sold rate was at oroff if the USD/EUR

options purchased.the itpremium on 0.8656; put pair paythe wouldabove
Fidelity International was credited if rate was at oroff the USD/EUR

Refco ofpremiuma net fromwith (Kolbe, 36:33-34; Ex.0.8115.below
$2,832,828 optionson the USD/EUR 2). they the sameBecause shared

$2,835,212 op-and on the JPY/USD date, neverpairsboth couldexpiration
(Id.). However, re-tions. Refco money.in thesimultaneously be

to leaveFidelity Internationalquired 36:33-34).(Kolbe, Likewise, it was
andeposit postand tothese funds on in thepossible pairsnot for both JPY/

collateralmillion of cashadditional $3 expiration.off atquartet paytoUSD
options.moneyin it lost on thecase pay off if thepaircall wouldThe

40:39-40).(Id.; Rausser, 130.89;at or aboverate wasJPY/USD
pay off if theput pairthe would JPY/Foreignof theb. The Structure

at or below 123.63.rate wasUSDCurrency Option Pairs
2).(Id. 36:33-34; Ex. Becauseat

foreign currency quartets515. The date,expirationthey shared the same
pairscarefullyof balancedconsisted simultaneouslypairs could neverboth

matchedoptionin a sold waswhich 36:33-34).(Kolbe,money.inbe the
almostpurchased optiona onwith

currency option pairsforeignThe(Kolbe, 36:98-106; 517.terms.identical
2866-2870). narrowly separated strikeveryhadExs.Dem.
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(Id. 99).36:57-58, If,Allprices. at of amount of value. on the other
currency-option pairs hand,the a com- value,had the euro decreased in
expiration away.mon date six months positionsthese would be reversed.

36:99).(Id. at Like the interest-rate appliesThe same observation to the
options, foreign-currencyall of op-the (Kolbe,quartet options.of JPY/USD

digitaltions were and all largehad 36:100-01; 2867).Dem. Ex.
stated, “notional,” payoutor amounts. Thus, basis,521. on a foreignnet the
(Id.). Despite largethe pay-notional currency gains virtuallyand losses off-
outs, optionsthe had little gainnet or (Kolbe, 36:106-14;set each other.

potential,loss because longthe and 2871-2874). However,Dem. Exs. as
positionsshort offset each other. below,described Fidelitythe Interna-

(Id.).
tional transaction was structured to

518. The net value of the combined separate losses,gainsthese and allo-
quartet materiallycould not change cating “gains”the principally to Ma-

priceover time. As the market honey, a foreign part-tax-indifferent
beyondmoved to orcloser the strike ner, and the principally“losses” to

price specified in one of purchasedthe Egan,Richard the taxpayer.U.S.
options, gainit would value. Howev-
er, that gain would be counterbal-

Possibilityc. The of a One-byanced a simultaneous loss in value
Option Payout

pairedon the option closelywith its
Fidelity522. As with the High Techmatching terms. A movement in the

transaction, Fidelitytheunderlying Internationalcurrency would affect
transactionthem almost involved a theoreticalequally opposite pos-but in

(Kolbe, 36:98-106; sibilitydirections. of a huge payoutDem. to the Egans
2866-2870). (asExs. any pairif to offsettingof options)

optionone inresult, moneywas thetime,519. As a and theany pointat in
other was not. example,one side of For thepair produc-the would the-be
oreticaling gain possible payouta while onthe other side one of thewould

(Kol-producing optionbe an offsetting pairsloss. exceededUSD/EUR $1.4
be, (Ex.36:98-106; 2866-2870). 2).Dem. Exs. billion.

In520. the euro quartet, purchasedthe Again,523. there was no pos-realistic
call putand sold were both bets that sibility that such an payoffimmense
the euro would strengthen relative to would occur.

Theythe dollar. were counterbal- Again,524. any one-optionfor payout
byanced a sold call purchasedand a to be possible,even the reference

put that were inbets the opposite price precisewould have to hit a tar-(that is,direction that the euro would
get within a narrow window.dollar).weaken relative to the No

Again,525. effectivelyRefco had thematter which direction exchangethe
power to ensure that the final refer-moved,rate pairone side of each

priceence would not permit longthegain value,would while the other
option to be in moneythe if the shortwould lose value. In the pair op-of
option not.werecalls,tions made up of if the euro

value,inincreased purchased agreements,the call 526. Under the Refco the
value,gainwould in while the sold call price wayreference was defined in a

would lose a roughly equivalent permit priceto Refco to select a in a
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window, Again, partiesthe could haveusually from three 531. useddefined
number,unambiguousprecise,a butoptions.different

chose not to.theoption pairs,For the LIBOR527.
to beprice was definedreference

Targetingd. of Gains
of the 3 Month Libor Clos-pricethe

Alpha532. monitored the value of the
by pricestheRange defineding

foreign currency onoptionsindividual
P.M., New2:45 and 3:00between (Kolbe, 36:112;dailyat least a basis.

City time on the TerminationYork 2). foreignEx. The selection of cur-
Date, bypublished... as Bloom- underlying maderencies as the asset

inbyberg [Refco]and determined options especiallythese amenable to
commerciallyin agood faith and generating huge gains and losses for

manner.reasonable purposes, but withoutbookkeeping
2).(Ex. any consequences.net economic The

pairs, theoptionFor the CMS528. high volatility large underlyingand
defined to bepricereference was meantnotional size of the currencies

pricethat movement was inevitablemidpointsthe of theaveragethe of
and that even small movements wouldtheclosing pricesoffer ofbid and

produce large changestobe sufficientSwap quotedYear Yield asUSD 10
anliquidationin the value of individu-(3) BanksMoney Centerby three

(Kolbe, 36:108-115;option.al Dem.P.M., New3:00 and 3:15between
2873-2875).Exs.City Expirationtime on theYork

25, 2001, Ron533. On October Bues-Date, bydetermined [Ref-... and
e-mailed Haber thatinger Alphaofin faith in a commer-good andco]

morning roughlyof we had“as thismanner.cially reasonable
gains trig-in that could be$100MM(Id.).

taxpayer’sthat the advis-gered,” andand529. For the JPY/USDUSD/EUR
$174,716targeting gainwere a oforsprice wasoption pairs, the reference
Fidelitystepmillion for this of thedefined to be
(Kolbe,transaction.International

theaverage midpointsof the ofthe 1207).36:116-18; Ex.
theclosing pricesoffer ofbid and 25, pre-Also on October Haber534.

Spot Rate[or JPY/USD]USD/EUR of Pro-pared updatedanother Outline
(3)by Money Cen-quotedas three 1202).(Ex. Heposed Transaction.

A.M. andBanks between 10:00ter Shea,outline toupdatedcirculated the
A.M., City time on10:15 New York Speiss, andFiddy, Egan,Michael

Date, ... and deter-Expirationthe (Ex. 1203). point,At that sev-Denby.
in faith andby goodmined [Refco] of the transactionstepseral of the

commerciallyin reasonable man-a occurred; re-already they werehad
ner. in that ofcompleted versionported as

(Id.). 1202).(Ex.the outline.
matter, that meantpractical530. As a

Step Termination of Gain5. Five:one-optionapossibilitythat the of
Entering Replace-Legs IntoandAgain, Ref-payout was non-existent.

Legsmentthe to selectgenerally powerco had
on OctoberstepThe fifth occurredmultiple particu-within a 535.pricesfrom

29, day, Fidelity Interna-2001. Thatlar window of time.
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replacementRefco 537. The of theacquisitionwith to terminateagreedtional
options carefullythemaintained bal-options thatthe two hadUSD/EUR

position quar-anced of the initialriskvalue,inexperienced increases one
thattet and there was noassuredthepair quar-from ineach USD/EUR

anytoexposurematerial economicreferred to as thetet. These were
However,gain or the premiumloss.(Exs. 2, 1236).“gain” legs. pre-The

for thepaper replacementdebited onFidelitymium credited tothat was
options meant that there was a lossthese twoInternational for terminated

quartetbuilt into reconstitutedtheoptions simultaneously used towas
that the amountapproximated of thepurchase replacement options with
gain recorded on the termination of(Exs. 1236).2,nearly terms.identical

(Kolbe, 36:108-115;the “gain” legs.
replacementthese op-The net cost of 2873-2875).Dem. AccordingExs. to

$14,419, thatmeaningtions was the strategy,the that loss could be real-
price wasoptions immateriallyof the by Fidelityized International at the

premiumthedifferent from credited point option quartetsthe were termi-
options theyfor the terminated that (Kolbe, 37:20-22;or expired.nated

(Exs. 2,1236).replaced. 2880).Dem. Ex.
Fidelity538. International received nolater, 30,day536.One on October

“gain”funds on the termination of the2001, Fidelity International entered
(Ex. 2). Instead,legs. Refco credit-arrangementinto the same with re-

Fidelityed International with net pro-gard quartet, agree-to the JPY/USD
$115,641,750ceeds of for the termi-toing with Refco terminate the two

“gain”nation of the two USD/EURthatoptions gainedhad val-JPY/USD
legs, appliedall of waswhich to ac-ue, again pairone from each in the
quire replacementthe two USD/EUR(Exs. 1241).2,quartet. pro-The (Id.).options. Similarly, for the ter-

uponceeds that creditedwere on the minations of the two “gain”JPY/USD
(theoptionstermination of these two legs, FidelityRefco credited Interna-

“gain” legs) simultaneouslywere used proceedstional with net in the amount
purchaseto replacement options with $55,379,555,of ap-all of which was

(Exs. 1241).2,nearly identical terms. plied simultaneously acquireto the re-
FidelityThe net cost to International (Id.).placement options.JPY/USD

for the replacement optionsJPY/USD 539. To the gainscalculate allocable
$14,050,was representing the differ- gainfrom termination of the legs of

premiumence thebetween credited currency options, Fidelitythe Interna-
for optionsthe termination of the old proceedstional recorded the net cred-

premiumand the debited for the exe- ited to it from of theeach terminated
new,cution of replacement (Id.).the op- options. That calculation is

(Exs. 2,1241).tions. followingshown in the charts:

options B +C=A BUSD/EUR
terminated Initial Premium Termination Taxable Gain

(Debited)29, byOctober 2001 Proceeds RecordedCredited/ Credited/
(Debited)Fidelity Fidelityto to

FidelityInternational International
International

($197,706,830) $227,881,115 $30,174,285CallUSD/EUR
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($112,239,365)$200,000,000 $87,760,635PutUSD/EUR
$115,641,750 $117,934,920

=amount of net =amount of taxable
proceeds gain FidelityRefco

Fidelitycredited to International
International, imme- recorded and allo-
diately pur- amongused to cated its

replacementchase members
_option_

(Id.).
options B C=A+BJPY/USD

Initial Premiumterminated Termination Taxable Gain
Credited/(Debited) by30, Proceeds RecordedOctober 2001 Credited/

(Debited)Fidelity Fidelityto to
FidelityInternational International

International
($197,711,391) $210,321,601 $12,610,210PutJPY/USD
$200,000,000 ($154,942,046) $45,057,954CallJPY/USD

S55,379,555 $57,668,164
=amount of net =amount of taxable
proceeds gain FidelityRefco

Fidelitycredited to International
International, imme- recorded and
diately pur- amongused to allocated

replacementchase membersits
_option_

(Id.).

(Ex. 2651).gain leg Egan540. As a of the termi- Richard was allo-result
30, 2001, of this Ma-gain29 cated 5% and Samuelnations on October and

honey gain.was 93% of thisallocatedFidelity International recorded a tax-
(Id.).$117,934,920gainable of on the USD/

$57,668,164options and on theEUR then542. The member accounts were
for a total taxableoptions,JPY/USD adjustedfurther to allocate the entire-

(Id,.).$175,603,084.gain of $1,617,246 in toty of the fees the
(Id.).Egan.account of RichardFidelity debited541. International

$1,617,246against gainthis of the ad- chart shows the al-following543. The
incurred,visory it had and allo-fees among Fideli-gainslocation of taxable

$173,985,828 ofremainingcated the accordingty International’s members
gain its membersamong respective percentagestaxable ofto their

in-respective ownership priorbased on their common common to November
30, 5, 2001:terests as of October 29 and 2001.

Member of%
Net GainCommon

Ownership Allocation forAllocated Allocated
29-30,Portion of Portion of OctoberPrior to

5, $175,603,084 ($1,617,246) in 2001November
Advisory TerminationsTaxable FeesMember Name 2001 Gain
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($1,617,246) 7,162,9088,780,154 $Egan_5%_$Richard J.
Mahoney_93%_$163,310,868_0_$163,310,868Samuel

1,756,0311,756,031_0_$Alpha_1%_$
1,756,0311,756,031_0_$Helios_1%_$

1034).{Id.; 2; Kolbe, 37:23-26; fact, buyoutDem. Ex. In that was anEx.
2882). integral planned partand of the trans-

copyaction. took on aCalkins notesBuyout ForeignStep6. Six: of
of the of Proposed“Outline Transac-“Partner”

indicate,tion” that Maho-“[Samuelstep544. The next occurred one week
ney] being bought out for less from5,later, on November 2001. On that

Egan] getshe a[Richard [because]date, Egan purchasedRichard an 88%
(Cal-portion of the fee collected.”Mahoneyinterest from in Fi-common

1028).kins, 35:54-55; Ex. copyOn his$325,500.delity International for
21September pres-of the PowerPoint(Exs. 2).1269, 19, priceA minimum

entation, Shea wrote that co-“[thein Fidelityhad been established the
get[s] fee and 8% interest.”investor]Operating Agreement,International

(Ex. 1036). notes,In other Sheaspecifiedwhich that one member
wrote, buy“when do we out Ma-Sambuy partcould offer to all or of the
honey[?],” next to which he laterof another partner priceinterest for a

(Ex.wrote, trigger gain.”“after weorigi-not less than 50% of the amount
845).nally by partnercontributed that for

(Ex. 2). Followingthe sold shares. 1, 2001,548. On November Shea e-
purchase,this the common interest mailed Haber: “In the current [Fidel-

percentages of EganRichard and Ma- ity transaction I knowInternational]
honey Eganwere reversed: Richard buywe need to out the Irish [Maho-

93%,now held Mahoneyand 5%. ” (Ex. 1245).ney] soon....
{Id.).

provided545. Haber with theShea Step7. Seven: ofClose Out Interest
buy-sell agreement for Richard OptionsRate
Egan’s purchase Mahoney’sof com-

6, 2001, day549. On November themon arrangedinterest and for Maho-
following buy-backthe Mahoney,fromney (Shea,signto that document.
Fidelity International closed out the1253).23:41; 12:30;M. Egan, Ex.

(Ex. 2).options.interest-rate Thisbuy-sell546. Shea forwarded the
by enteringwas done into another setagreement Eganto Richard for his

options exactly oppositeof that were6, 2001,execution on November after
to the terms of the initial interest ratebyauthorization Egan,Michael and

{Id.).inoptions, every detail. As aalreadyafter the document had been
entryresult of the into this second set(Shea, 23:42;signed by Mahoney.

of offsetting options, the interest rate1269).Ex.
options collectively had netzero value547. presenta-The KPMG PowerPoint

potentialand no gainfor future ortion require-stated that there was “no
(M. 12:32; Shea, 23:50;Egan,loss.ment or thatdocument infers or

1275). happenedEx. No matter whatEgan] pos-states that will[Richard
rates,or thereafter to interest thereacquire optionsess an to obtain the

(Ex. Fidelityco-investor’s LLC interest.” would be no effect on Inter-
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position. Mahoney partnersIn addi- and in as untilnational’s economic at
tion, entry Jan[uary]into the second set ofthe least 03 to show bona fide

6,onoptions partners years,”interest rate November for at 3 taxleast and
2001, any gainin or loss from they keeplocked that to this“need[ed] Inter-

(M.options. Egan,rate Currencythe interest national Fund open [ap-for
12:32). (Ex. 1419).proximately] years.”5

27, 2001, Haber ad-550. On November
Step Eight:8. ofTermination Re-vised Robin Calkins that the desired
maining Foreign Currency Optionstriggered anycould “be at time.”loss

(Ex. 1371). thoughEven the interest- step555. The final of the transaction
norate trades had no value and eco- 3,occurred on December 2001. That

6,consequencenomic after November Refco,day, by agreement with Fideli-
2001, inthey kept placewere for “tax ty simultaneouslyInternational termi-

(Id.).until 2002.purposes” nated all of remaining currencyits
Indeed, according contempora-to551. options (including replace-the four

Reiss,by theytakenneous notes were optionsment entered into on October
a “few weeks”held for at least more 2001). (Ex. 2).30,29 and To ac-

try applicationin to to avoidorder the termination,complish Fidelitythe In-
“step transaction” doctrine.of the agreedternational to termination

(Ex. 1384). premium amounts that resulted in a
18, 2001,552. On October Shea had recorded “loss” on the euro transac-

$118,290,922Speissmet with Haber and to discuss tions of and a recorded
(Ex. 1151).the transaction. Shea’s yen“loss” on the transactions of

$57,861,427,notes indicate that Haber advised him for a total “loss” of
(Id.).$176,152,349.that the could “sell out”Egans their Fidelity Inter-

in Fidelityinterest the International national recorded these amounts on
“anytransaction at we[once] its books for a combined “loss” ontime—

... currency $178,124,493,have established our basis and the trades of
triggered gains foreign $1,972,159our on the advisorywhich included in

however,currency (Kolbe, 37:23-26;for busi- Ex.fees. Dem.trades —
2651).purpose longer keep 2882;ness itthe we Ex. This was the

presenta-arealive the better we for amount of the “loss” that had effec-
stepdon’t want to look as a tively pre-determinedtion—we been when the

(Id.).eyes.”transaction in the “gain”IRS[’s] were earlierlegs terminated
37:25-26).(Kolbe,replaced.andforeign553. The termination of the

Again, Fidelity adjustedInternationalcurrency options prior to the close of
assignthe loss allocations to all ofyear a inplanned stepthe tax was the

$1,972,159 advisoryin fees tothetransactions that had been determined
(Ex. 2651).Egan.Richardexample,in advance. For Shea wrote

Proposedthe ofon Outline Transac- Fidelity allocated556. International
20, 2001,Septembertion dated “Close amongthis taxable loss its members

(Ex.legs bythe loss 12-31-01.” according respective percent-to their
1024). ages ownershipof common after No-

5, 2001, as reflected in the554. Haber also advised Shea that the vember
Egans keepwould “want to Helios table below:
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Member of%
Net GainCommon

Ownership Allocation forAllocated Allocated
29-30,Portion of OctoberPrior to Portion of

($1,972,159)5, $176,152,349 in 2001November
Advisory Fees TerminationsName 2001 Taxable GainMember

($163,821,685) ($1,972,159) ($165,793,844)Egan 93%Richard J.
($ 8,807,617)($ 8,807,617)Mahoney 05%Samuel
($ 1,761,523)($ 1,761,523)Alpha 1%

($ 1,761,523) ($ 1,761,5231%Helios

37:23-26; 2882; 2, $5,000,000(Kolbe, Fidelityute to Internation-Dem. Ex. Exs.
2651). al, purchaseit to an in-which used

6A,vestment in Mariner Horizon9. The Stockton and Mariner Invest-
LLC, 5-yeara commitment to a “fundments

(Id.; Kolbe, 36:42-43;of funds.”outset, Egans557. From the the antici-
2848). dailyDem. Ex. The valuationspated making capitaladditional contri-

provided Fidelityin the InternationalFidelitybutions to International as
separately reportdocuments do notpurported evidence of a non-tax busi-

holding; appearsthe value of this it in(Exs. 1055).1029,purpose.ness
(Ex. 2).the “cash” column.byNotes taken Robin Calkins taken

Septemberin 2001 state: “Need to 560. None of the tax bylosses claimed
purposehave a business that is[sic] EganRichard in 2001 and 2002 are

why going in tailthere is the end.”$ attributable to the and Mari-Stockton
1033).(Calkins, 35:59-61; Ex. investments, appearner which to com-

31, 2001,As of October558. Carruth prise only activitythe other business
pre-existing Eganamoved invest- in Fidelity partici-which International

4,028ment, ownership of shares in (Exs. 8).6, 7,pated.
Ltd.,Holdings, CaymanStockton a

company, FidelityIslands into Inter- The Actual10. Economic Loss From
(Ex. 2; Kolbe, 36:39-40;national.

Foreignthe Termination of the
2845). dailyDem. Ex. The valuations

Currency Options
Fidelityof International’s investments

report the value actualof this block of shares 561. The economic loss from the
$4,663,135as a static for the entire foreign currencytermination of the

(October 31,period shown 2001 options usingcan be calculated the
2002). (Ex. 2).14,Januarythrough gaintaxable and numbers report-loss

2001, by Fidelityed559. In late November Carruth International as fol-
arranged Eganfor Richard to contrib- lows:

Reported AdvisoryTaxable Allocated Total
_Gain (Loss)_Fees_

175,603,084.00 (1,617,246.00) 173,985,867.00Reported gaintaxable result-
29-30,ing from the October

terminations_2001
(176,152,349.00) (1,972,159.00)Reported (178,124,505.00)taxable loss of result-

ing from the termination of all
remaining currency options,
including replacementthe
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options, 3,on December 2001_
549,265.00) (3,589,405.00) ( 4,138,670.00)Total_(

(Kolbe, 37:23-26; 2882; Shea, Haber,Dem. Ex. Ex. Speiss, Buesinger,and
2651). Ross, and AlphaHelene of in a confer-

(Id.).$549,265, day.562. The result is a loss of ence call that same
accountingbefore for millions of dol- 565. The October 5 memorandum stat-

paid Alphalars in fees to Helios and
ed that EganRichard “has large expo-

$549,265on the transaction. the inOf
sure to commercial real estate fi-loss, $837,244actual economic was at-

yearnanced with 10 fixed rate non-
paid bytributable to the feesbid/ask

borrowing,”call and indicates thatFidelity International to onRefco the
exposurethis was the reason to enter$416,359currency options: for the ini-
optioninto spreads based on the 10-option quartet,tial USD/EUR

(Id.).year rate.CMS$416,588 op-for the initial JPY/USD
$4,297quartet,tion and for the two fact,In below,566. and as discussed

(Kolbe,replacement options. 37:28- EganRichard anydid not have inter-
2883).29; 2;Ex. Dem. Ex. est-rate exposure from commercial

estate; onlyreal his commercial real
PurportedofV. Documentation the holdingestate anwas office building

Purpose” Fidelity“Business of the at 87 Elm Street in Hopkinton, Mas-
International Transactions sachusetts, and that building was not

Egans563. The were aware that the (Shea,byencumbered debt. 23:61-
ordinary strategyincome tohad have 62).

legitimatea purposebusiness or the
567. The October 5 memorandum alsoIRS would their taxdisallow treat-

optionstated that spreads based onment of the transaction. As with the
the 3-month LIBOR were intended totransaction,Fidelity High Tech the
“mitigate rising[the] risk of shortEgans that theydecided would claim
term rates in the[interest] interim”that Fidelitythe International trans-
until EganRichard his float-“lock[e]ddesigned hedge,action was as a this

(Ex. 1088).ing borrowing to fixed.”againsttime interest rate movements
currencyand Influctuations. order question568. The variable-rate debt in

prepareto possiblefor a IRS audit or by Capewas debt owed Clear LLC
created,challenge, Egansthe and con- LLC,Westshipand World Yachts two

templated creating, papera false trail (Id.).Egan-owned Capeentities.
to “document” the purported “pur- million, WestshipClear had and$81.1
pose.” million,had in short-term varia-$19.9

debt; Eganble-rate Richard had5, Buesinger1. The October 2001
guaranteed obligations.sets ofbothMemorandum
(Exs. 1239,1062).

5, 2001,564. Buesing-On October Ron
below,569. optionsAs discussed the asAlphaer of e-mailed Haber a memo-

provided virtuallystructured no suchrandum “Eganentitled Trades.doc.”
(Ex. 1088). hedging effect for that debt. More-That memorandum set

over,potential option anyforth trades that had there is no evidence that
been Egan, guaranteeddiscussed with Michael variable-rate debt owed or
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So, to downloadyou goingif areconvertedEgan was everby Richard
web, you should selectinfo from thedebt.to fixed-rate

periods.timeappropriatealso5 memorandum570. The October
yen optionsand eurothat thestated 2into areThe trades to be entered

aimpactthe ofhedge againstcould currency exchange tradesforeign
andon EMC salesstronger dollar hedging the valuation of the $—half
and“Bearish EURprofits overseas: yen againstand half theagainst the

in againsprovideYen trades will (If strengthens, thenEuro. the $
that will offsetrally scenarioUSDS increase).their value will

decliningin due tolosses EMC stock (Id. original)).in(emphasis
andEuropeinprofitsrevenue and

however,Henry, preparednever573.(Ex. 1088). As discussed be-Japan.”
a back-dated memorandum. Car-suchlow, provid-optionsthe as structured

nonetheless continuedemployeesruthhedging effect.virtually no suched
a memorandum intoto discuss suchFinally, the October 5 memoran-571.

5:12-13;(Henry,November 2001.enteringofreflected a discussiondum
1252).Ex.range optionsof basedinto a bullish

franc, “tocontemplatedon the Swiss
Purpose”“Business Discussions3.andequitieslosses in USD USDoffset

in October-December 2001flightin a tocommercial real estate
18, 2001, spokeOn Shea574. Octoberbysparked potentialquality scenario”

of thewith Haber about the close-out(IcL). Fideli-war in the Middle East.
Fidelity International transaction.not, however, en-ty International did

Egans couldHaber told Shea that theany ranges on theoptionter into
any“sell out time—we have estab-franc.Swiss

however,our basis ... for busi-lished
Proposed Henry Memo-2. The David itpurposes, longer keepness the we

randum for presenta-alive the better we are
stepadon’t want to look astion—welater, 19,on October572. Two weeks
(Ex.eyes.”in the IRS[’s]transaction2001, Fiddy an e-mail toCarolyn sent

1151).Henry confirmingDavid of Carruth
(Ex. 1159).an earlier discussion. 22, 2001, PatOn October Shea575.

aFiddy Henry preparehad toasked Eganto Richardsent a memorandum
thatback-dated memorandum would docu-requesting signthat he various

falsely to advise Michaelpurport InternationalFidelityments for the
foreign currencyEgan concerning the transaction, as awhich he described

(IcL).trades. The e-mail stated: strategy hedge against“to serve as a
1165).(Ex.fallingthe markets.”are ex-foreign currencyThe trades

memoran-originalThe draft of theMonday, theyonpected happento
dum, however, referred to the sameItoday,were discussed will forward

plan“the are work-transaction as weanalysis we sent.the were
youron to reduce 2001 tax liabili-ingThe memo we discussed should be

(Ex. 1164).ty.”a the date of theusing priordate to
5, 2001, Speiss senttrades, On Novemberthe memo should be 576.since

asking if he wasan e-mail to Sheadesigned helpto Mike decide what
regard to]to meet “[withavailabletrades to do....
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discussing investment documenta- tionship with Mahoney]—[Samuel
(Ex. 1282).tion.” would like a tel con with him—at least

profilea of him to establish common6, 2001,577. On November Shea sent
strategiesinvestment philoso-orCarolyn Fiddyan to and Davide-mail

(Id.).phies.” After speaking withtheyifHenry askingof Carruth were
Haber, Shea wrote in handwriting onto meet with “to de-available KPMG

memorandum,the “Haber will send usposturefine our investment are—we
profilehis suggestand that when oneestablishing purposea business and

(Dublin)is in[sic] Ireland that we setentering optionreason for the[into]
(Id.).meeting.”aputtrades we on earlier this month.”

(Ex. 1268). At the time that e-mail 581. There is no evidence that Maho-
sent, majorall optionwas of the ney was consulted or provided any

thattrades form the basis of the inputadvice or into the investment
in Fidelityclaimed losses Internation- International,decisions of Fidelity or

(Ex. 2).completed.al had been that he spokeeven with the Egans
3, 2001, during period.the relevant578. On December Shea sent Richard

Eganan had no contactEgan proposinge-mail to Michael or communica-
tion with Mahoneythat possible during entiretyhe meet with a advisor in the

(Ex. 1394). of FidelitytheAmongNew York. other International transac-
tion, includingthings, period duringShea said that themeetingthe 2001-

Dublin,2002 when“supportwould our both resided inpurposebusiness Ire-
(R. 3:95-96).Egan,land.by showingfor Helios” that they con- The two

(Id.). did not meet untilmultiple strategies. Egansidered Richard visit-
Mahoney’sed office while on vacation

Proposed4. Discussions with Samuel later,years Fidelityafter the Interna-
Mahoney tional transaction had come under

(Id.6, 2001, scrutiny. 3:97-98,IRS at579. On December all 4:29-after of
32). Moreover,options Eganthe in MichaelFidelityinvolved the testi-
fied that he soughtInternational transaction “neither nor wor-had been

covered, ried about Mr. Mahoney’sterminated or involvementShea sent an
in running [Fidelitye-mail to theHaber that included the fol- International]

(M. 12:58).lowing partnerships.” Egan,statement:

requestingKPMG is also that we
18,5. The December 2001 Shea Mem-have a [telephone withconference]

orandumMahoneySam or at least establish a
reason that we entered in to this 582. After all steps of the transaction
transaction with him—what are completed, 18,had been on December
your subject? 2001,comments on that Shea created another “memo to

1463).(Shea,(Ex. 23:61;1415). file.” Ex. In
memorandum,that Shea listed areas14, 2001,580. On December Pat Shea

in which he Eganstated Richard hadwrote a “memo to file” concerning
(Ex.“significant market exposure.”various matters to discuss with James

1463).(Ex. 1454).Haber. Among other
things, the memorandum listed as a purported “exposure”583. One area of

topicdiscussion the fact that “we identified in the December 18 memo-
would like to establish a business rela- randum was:



140

banking and financial ser-nationalfamily has sub-Real estate —the
Europe and thebetweenvicesin commercialinvestmentsstantial

rate ex-to our interestEgan U.S.—DueMr. and Mrs.real estate with
exposureinternationalposure andprop-on certainholding mortgages

Mahoney’sMr.with EMC we felterties.
experienceand wouldbackgroundabove,(Id.). fact, as describedIn and

deci-help us with our investmentEgan did notRichard and Maureen
....sionsexposure fromany interest ratehave

(Id.). false,That was as thestatementcommercial real estate.
Mahoney’s advicesoughtneverEganspurported “expo-Another area of584.

decisions, andanyas to investmentin the December 18sure” identified
duringhim thespokenever toindeedmemorandum was:

relevant time.lookingforeign markets —EMC is
felt weEuropein and weexpandto 12, Speiss Memo-6. The March 2001

foreign investments toneeded some randum
gettingin the dollarparticipate 28, 2002,February sent587. On Shea

aforeignin markets asstronger the stated,Denby amongan to thate-mail
expansionof EMCresult and/or things, planningthat he was toother

world economics.general
Speiss,meet Haber and and thatwith

(Id.). below, the marketAs described behe would
adjusted byprice alreadyof EMC was

looking for written notes in the files
currency More-any relevant risk.

I am comfortable thatto make sure
over, contains noShea’s memorandum

adequatelytheir show businessfilesAsia,expansion inmention of EMC
objectivespurpose [ ]——investmentjus-attempttherefore does not toand

us to enter suchand reasons for
yentify Japanese options.the

complex holdingamtransactions —I
18,The December 2001 memoran-585. Iup paying the fees until am com-

that:bydum Shea also stated fortable that their files are satisfac-
[Fidelitypositionsthe initial in prom-aretory write-upsand the as
(constantyearwere 10 CMSWorld] ised—

maturity calls monthswap) and 3 3382).(Ex. Denby responded,
hedge exposureto ourputsLIBOR helpful myit ifI think would be

against increasing interest rates. purpose yoursfile reflectsbusiness
(Id.). below, optionsAs described the mightYou want toand KPMG’s.

hedg-notas structured were rational copy yours.me a of I willsend
purposes.es for those compare youthen it to mine and let

586. The 18 memorandumDecember anything youif I have shouldknow
Ma-characterized the involvement of have.

in fol-honey Fidelity International as (Id.).
lows: 12, 2002, SpeissTim ofOn March588.

Stephaniean e-mail toan KPMG sent[Fidelity is invest-International]
Denby had “drafted astating2 ad- that hepartnershipment with of our

(Helios outlining... thean detailed narrativeAlpha)visors and and
(Sam [Fidelity In-Mahoney) purposebusiness of thepartyunrelated

(Ex. 1651).ternational]in inter- investment.”strong experiencewho has
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memorandum,The attached after a Legal1. The OpinionProskauer for
multi-page Egan Highdiscussion of the the Tech Transaction
family’s general objectivesinvestment 30,January 2001,593. On Haber for-

2001,during repeatsthen several of Denbywarded to a copyredacted of a
purposesthe claimed business set opinionProskauer from a transaction

18,forth in Shea’s December 2001 (Ex. 704).for another taxpayer.
(Ex. 201).to file.memorandum Denby had the Proskauer opinion put

on her systemlaw firm’s so that she
SidleyTheW. Proskauer and Austin (Id.).could “edit it later.”

Opinion Letters By594. at September 26, 2001,least a
opiniondraft for Highthe Tech trans-above,589. As described a central fea-

(Ex. 604).action had prepared.beenture of the tax shelter strategies pro-
27,595. 2001,On Novemberbymoted Denbyand KPMG wasDGI/Helios

Haber,sent an e-mail to copiesthe issuance of withlegal opinion letters to
Shea,Reiss andconcerning confirming “youtax thatconsequencesthe of

are coordinatingthe withopiniontransactions. The Proskauer toletters
get opinionanwere for the 754principally preventintended to election.”
(Ex. 1372).the imposition penaltiesof tax if the

taxpayer’s treatment of the transac- 14,596. 2001,On December Shea
tion bywere disallowed the IRS and spoke with concerningHaber the
that upheld bydisallowance were the legalProskauer opinion for Highthe
courts. (Ex. 1454).Tech transaction. Haber

confirmed that opinionthe590. EgansThe were to be provided
with an opinion us,letter from will specificProskauer be to will deal with

Fidelityfor the High Tech ourtransaction facts and the step-up of outside
opinionand an Sidleyletter from Aus- basis with the trade in Feb[ruary]

01,tin for the Fidelity International as well as the 754 step-up of
transaction. The fees of both firms inside step-upbasis and of individu-

paid bywere to be al assets.DGI/Helios.
DGI/Helios, however, would not be (Id.; 16:89-90).Shea,
paid by Egansthe for the transaction 4, 2002,January597. On Shea sent an
until the firm opin-law had issued its e-mail to Haber instating part, “I
ion. youthat workingassume are on the

legal opinion591. Egan opinionsThe final letters for both transac-were
... youin tions and don’tpart template anythingbased on or needmodel

(Shea, 24:95-96;fromopinions me.”that had been Ex.partcreated as
1525).of the design strategies,overall of the

and that were used helpto market the 25, 2002,January598. On Orrin Tilev-
strategies. itz of e-mailed Ira Aksel-DGI/Helios

rad at Proskauer a draft opinion for592. James Haber and Orrin Tilevitz at
transaction,Fidelity Highthe Techplayed a central inroleDGI/Helios

stating:the opinion letters,issuance of the
including making arrangements mywith Attached is draft of Eganthe

firms,the law drafting editingand the opinion. The deal ais variation of
letters, payingand the law firms. the stock dribble: investors contrib-
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Reiss, Denby,Speiss,toopiniondraftplus optionsstockappreciatedute
Shea, attachednoting that theandpartnership,taxed asLLCto an

by”preparedwas “asopinioncontributes draftmemberthen the 99%
Proskauer, that are review-“[w]eto a limit- andmembership interesther

(Ex. 69). Denbyyouto avoid are.”ingthe better it aspartnership,ed
proposedtax. withintangibles upmarked the draftthe Florida
196).28:12-13;(Denby, Ex.edits.youasked thatJimmy [Haber]

opinion your topmake thisplease 2002,27, TilevitzFebruary603. On
get paid.canso that wepriority suggestedinitialhissent Swiader

(Ex. 1613).(Ex. 68). changes opinion.for the
2002,February AprilandBetween599. 28, 2002, Swiader e-February604. On
opin-Fidelity High Techdrafts of the inasked whethermailed Tilevitz and

andcirculated for commention were exclude theopinionthe he should
multiple personsedits toproposed bypaid Egansfees theamount of

firm.the Proskauer lawoutside of Highthe Tech transactionrelating to
others, High opin-TechAmong draft priordid in the transaction.”“as we

Haber,by Jamesions were reviewed 1621).(Ex. “leavereplied,Tilevitz
Tan, at Hel-and Orrin TilevitzMox (Id.).out the actual amount.”

KPMG;ios/DGI; atTimothy Speiss 2002,12, e-SpeissMarch605. On
Burke, Warren;Denby atStephanie Denby with his comments onmailed

(Exs. 595,atand Pat Shea Carruth. (Ex.Tech letter.High opinionthe
704,1603,1612,1615,1678). 205). time, and as de-At the same

Fidelity HighThe drafts of the600. below, a “detailedSpeissscribed sent
proposed “Cer-opinion includedTech purportedly “outlining thenarrative”

of Fact” that were to be exe-tificates purpose of the investment.”business
Egan,by Richard and Maureencuted (Ex. 201).

pur-woulduponand which Proskauer 21, 2002, Denby14606. On March and
rely rendering opinion.in itsportedly

separately provided fur-Speissand
2002,25,February Michael601. On opinion.comments to the draftther

at sent an e-mailProskauerSwiader (Exs. 1689).1655, Denby provided
stating that “we are revis-to Tilevitz Haber, not Akselradher comments to

Egan opinionin drafting the facts the (Ex. 1655).or Swiader.
binder,”conform to the deal andto

3, 2002, sentApril607. On Swiader“couple discrepanciesthat a of minor
opinion, alonga draftHaber revisedpopped up hopingthat we are[had]

ofsupportingwith draft “Certificates(Ex. 195). Amongyou clarify.”can
(Ex. 1736).Fact.”thediscrepancies reportedthe were

8,April AprilBetween 3 and Pros-608.for the transac-purposes”“business
drafts,againkauer circulated revised(Id.). No one at Carruth wastion.

commentsDenby again providedande-mail,on the or asked to clari-copied
(Exs. 1738,1753).to Haber.fy any concerning opinion.“facts” the

(Id.). 5, 2002,April JungElizabeth609. On
at26, 2002, an e-mail to SwiaderFebruary of DGI sent602. On Swiader

re-asking “pleasethat heopin-tax ProskauerEgansent Haber “the draft
(Ex. Egan opinionthe final to us.”leaseyourion for initial review.”

(Ex. 1747).1612). forwarded theHaber then
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10, 2002, Pat sent andApril Egan produced copies610. Shea ProskauerOn
Fidelity High letter,of the engagementthe final version of the draft nei-

(Exs.Richard of signed.of Facts” to ther whichTech “Certificate were
1772,1774).in forEgan Irelandand Maureen

1766).(Ex. Thesignatures.their 12,April 2002,On614. Elizabeth Jung
thestates thatcover memorandum Denbyof DGI sent an e-mail to stat-

of“representationwas adocument thating “we would like to release the
Heliosyou makingare for thefacts opinion her “but[Proskauer] to are

that information was“[t]hetrade” and ablenot to do until the signedso
by Stepha-our staff as well asverified (Ex.Certificate of Facts is received.”

(Id.).Denby.”nie 1777).
and bothEgan611. Richard Maureen 15,April 2002,On Denby615. e-mailed

Highexecuted the Tech “Certificate and Tan that hadHaber she received
5,Aprilof Facts” “effective as of final opinionthe on the[Proskauer]

(Id.). signedactually2002.” It was TechHigh transaction and that it ap-
11,Aprilback on 2002.and faxed (Ex. 215).peared “fine.”

(Ex. 1767). 616. Michael Egan paidwould not have
11, 2002, gen-April612. On Proskauer Fidelityfor HighHelios the Tech

engagementerated a letter ad-draft transaction unless he had received a
dressed Richard and Maureento satisfactory and legal opin-favorable
Egan for a fixed fee ofprovidedthat (M.ion letter from Egan,Proskauer.
$50,000 in“renderingfor tax advice 13:47; Shea, 1603).24:85, 103-04; Ex.

withconnection certain investment opinion617. The legalProskauer for
that Investortransactions conducted Highthe Tech transaction was dated

(Ex. 1772).in letter2001.” The draft 5,April 2002 toand issued Richard
$50,000fee, thoughareferred to even 122).(Ex.Egan.and Maureen The

any relating to were tofees the deal opinion pages longwas 47 and includ-
paid bybe DGI/Helios. listingExhibit Aed an some of the

613. The draft Proskauer engagement purportedly upon bydocuments relied
letter of 11 follow-April contained the in rendering opinion.itsProskauer
ing language: (Id.).

youWe have advised that we also The opinion language618. Proskauer
represent GroupThe Diversified regarding virtuallyNotice 2000-44 is

Financial affili-and Helios and their gener-to the in thelanguageidentical
ated in vari-entities connection with marketing opinionic for the FDIS

acknowledgedous matters. You transaction, 4/25/01,”“DG Draft that
agreedexpresslyand that we would developed by and Brownwas DGI &

be free to continue to Therepresent in toAprilWood 2001 market the
Group Fi- (Ex. 864).Diversified and Helios FDIS transaction.

nancial, you anyand conflictwaived
Sidley Legal Opinion2. The Austinfromresulting or attributable to

Fidelitythe Internationalforrepresentation,such
Transaction(Id). Egan that heRichard testified

2002,7,Januarynot whether saw a On Haber for-does recall he ever 619.
draft letter. the on the Fi-copy engagement closingof the warded binder

(R. 3:69-70). delity to Mi-Egan, Both Richard International transaction
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duringon the“signedhad offDenby, Rublecopies toEgan, withchael
(Id.). Haber wrote:(Ex. 67). summer.”Ha-and Ross.RubleSpeiss,

that will be“[w]estatedletterber’s thatyouthat will find theI think
opiniontax underyou aforwarding over the sum-changes agreedwe to

(Id.).cover.” for theseparate substantial andmer are
Atapproach.apartmost betterJanuaryletter datedBy separate620.

your opiniondayof the it’sthe end2002, a9, also forwarded RubleHaber
yourand decision.Fi-closing for theof the bindercopy

(Id.).transaction, indelity International
17,FebruaryBy e-mail dated623.wrote:Haberwhich

2002, toreluctanceexpressedRubleyou RichardforwardingI am
any changes, becausemake editorialopinionHisEgan’s closing binder.
difficulty obtaining approvalinof thestylethe newprioritya first onis

(Id.).firm. He added:from hisonlyhis fee istransactions because
quasi-substantive... is oneThereupon delivery opin-of thispayable

economic substance andissue. Ourion,
regard-purposebusiness discussion(Ex. 1530). to theHaber referred

inis lockeding the new decisionsatransaction asFidelity International
come toI believe that westone.itstyle transaction” because was“new

conclusion, analy-but ourthe sametransaction, anopposedas toan FDIS
different. Thesis seems somewhatopinion.style partnership”“old

may bereal substantive issueone
2002,7, e-February Ruble621. On People here areNotice 2000-IP

mailed Haber: applysure that it doesn’tnot so if
through the ProskauerI’ve been a valid exercisethe Notice is of

Irafor the new deal. [Aksel-draft arguingI theauthority. am still
done an ex-rad of hasProskauer] point.

job down a numberparingcellent of added)).(Id. (emphasis
the from what wediscussion[s]of 22, 2002, Ruble for-February624. On

perfectIn apast.have said in the to thelegal opinionthe draftwarded
manyadoptI probablyworld would International transaction toFidelity

made,Ira but it’schangesof the 1605).(Ex. HeHaber and Tilevitz.
boilerplateget changeshard to to it one more“[g]ivethem toasked

problema if weyouhere. Do have they “happy”that if werelook” and
form of discus-continue to use our [off],”willing “signto his officeand

these issues?sion on most of it“getfinalize it out.”would and
(Ex. 1579). (Id.).

mark-upa with625. Haber forwardedFebruaryearlyinpoint622. At some
changesof to Ruble onanother set2002, copya of a draftHaber received

(Ex. 1608).25, Ti-February 2002.opinion for thestyle”Ruble’s “newof
byhis e-mail thelevitz sent comments1600).(Ex. OnEgan transaction.

(Ex. 1610).day.same13, 2002, sent an e-February Haber
27, 2002, Haber sentFebruarya of 626. Onenclosingmail to Ruble redline

Reiss, Denby, and Shea aSpeiss,initial draft ofchangesthe in Ruble’s
Fidelity In-opinion” on the“draft taxcompared tostyle” opinion,the “new

preparedtransaction “asthat ternationalopinion”of the“genericthe form
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(Ex.Wood,” 1661).by Sidley Austin Brown & and letter. The day,same
youitstating, reviewing“we are as Denby forwarded proposedthe repre-

(Ex. 70). Denbyare.” marked up Shea,sentations to writing:
opinion.this draft Attached are the representations

11, 2002, Denby627. On March wrote Sidleythat will want Dick signto in
Speiss completedthat she had her conjunction with opiniontheir let-

opinionreview of the draft and needed ter. The purposeinvestment lan-
comments,his and that once she in- guage pickedis up myfrom revi-

corporated his comments she would sions to the opinion Iletter. think
forward the draft to Haber to coordi- the letter is fine. Let me and Jim-

(Ex. 1649).Sidleynate with Austin. my youknow if any[Haber] have
12, 2002,628. On March Speiss sent to comments.

Denby his detailed comments on the
(Id.).

(Ex. 1651).Sidley Austin opinion.
18, 2002,632. On March Haber sentHe nine-pagealso attached a narra-

Shea a letter stating: <cYourtax opin­describing purportedtive the “busi-
complete.ion is We will forward it topurpose”ness of that transaction that

you upon receipt of the Rep­attachedsuggestedhe incorporating into the
resentation letter. signPlease where(Id.).opinion.
indicated, fax copya to me ... and14, 2002,629. On March Denby sent
return originalthe to inme the en­her comments on the Sidley Austin

(Ex.closed Airborne envelope.”opinion Haber,to sug-which included
1664).gestions statingfor purportedthe

19, 2002,633. On March“substantial non-tax Haber e-business reasons”
(Ex. mailed Shea and Denby stating,1655),for the transaction. “WeShe

forwarding youare to overnightviaprovidedid not those comments to
mail(Id.). Sidleythe final Austin BrownRuble. &

opinion.Wood Please let us know15, 2002,630. On March e-Tilevitz
when we can expect the executedmailed attachingRuble a revised draft
[representation] letter, as,as pay-wellof opinion, copiedthe which he to both

($3,375,000)ment for this transaction.”Denby and Haber. Tilevitz wrote
(Ex. 1678). replied: “PaymentSheathat he thought changes”“most of the
will be wired after I opin-review theproposed by Denby were
ion and get blessings Stephanie.”from“nits,” except for some substantive
(Id.; 24:97-98).Shea,to [representations]additions the

20, 2002,(and 634. Onthereon) March Shea sent thereasoningthe based
“representation letter” to Richardcoupleand a changesof necessitat-

(Ex. 1680).Egan signature.for hisbyed factthe that the man-LLC’s
“purpose”noted the ofShea the letterager is not Egan’sHelios the[but]

youthat“is as the investor have askedson.
legal opinionfor a from Mr. Ruble for(Ex. 1659).

(Id.).tax purposes.”and business15, 2002,631. On March Haber sent
EganRichard executed the letter.Denby for her review a draft pro-of

(Ex. 78).posed “fact” representations to be
bymade Egan Sidley 27, 2002,Richard to again635. On March Haber

Austin in connection opinionwith its asked Shea when DGI would receive
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wiring fees]onplanning [theI amInternationalFidelitytheits fee for
gets(Ex. 1706). provided Stephaniethis weekShea re-transaction.

opin-resolved with theall the issuesthat:sponded
lawappears yourion letters it—as webe made as soonpayment will

changes af-severalhas madefirmopinion lettersreviewing thefinish
changesStephanie[’]ster review—criticalreview is... I feel a careful

broughtnot tomade that werewerethat werechangesin of thelight
thoughseems asour attention —itlast final draft —I wantmade on the

[Sidley Brown and WoodAustin]comfortable withto sure we arebe
is athings pastto slide us—ittriedwording—the

Stephanie is so astutegood thing(Id.). reply,In Haber stated:
significantathere wasbecause

for ayour desirerespectWhile I knowledge—change without our
opinion, thereview of thethorough

is the feesMy positionconsistent(toin finalbeen issuedopinion has
satisfactory com-uponbe wiredwillyou changesfind furtherthe extent

legal opinionof letters—pletion thecoop-firm willI’m sure the law be
diligently andStephanie workingiserative) forpaymentand I feel that

themsitting getnot on them tobe[Fidelity shouldInternational]
each draft wecompleted however,—Furtherforthcoming at this time.
changesmoreget there are —andI do not believedelays pointat this

pointing out theno ‘redline’ draftsappropriate.to be
charge youIchanges (wait until—(Id.).

or fourth re-Stephanie[’]sfor third
2, 2002, Denby e-mailedApril636. On docs)—view of the same

Haber:
you getI am as are toas anxious

It in the last version thatappears get you paid—and tothis done
regis-the discussion on tax shelter opin-I must wait for thehowever

missing. Why istration ... is now ions—
they longerthat? able toAre no

(Shea, 24:104; (emphasisEx. 1733I am also con-opine on this issue?
added)).

why are not advisedcerned as to we
“replacementfaxed638. Haber thenchanges in a documentof these

Denby for herpages opinion”to the topriorcarefullywhich I had reviewed
(Ex. 209).approval.review andIt makes me uncomforta-drafts.

opinionSidley legalThe AustinPerhaps they provideble. should 639.
wasHighfor the Tech transactionus with a redline for Irwin’s [Orrin

8,March 2002 and issued tothe current datedversion toTilevitz’s]
EganRichard at an address for Car-version.

(Ex. 121). opinionruth. The is 1311723).29:119-20; Haber(Denby, Ex.
(Id.).pages long.the omission wasresponded, “I’m sure

(Ex. 1723).inadvertent.”
Payment Legalthe Fees of3. of2002,3, inquiredTan asApril637. On

Sidleyand AustinProskauerto receiveexpectto when DGI could
by Egansthe to Hel-$3,375,000 Fidelity paidIn- 640. The feeits fee for the

Fidelity High Tech andre- ios for theternational transaction. Shea
in-Fidelity International transactionsday,on that:sponded, same
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legalthe fee for a favorableeluded The eost to us will percentbe 1.5 to
13:47-48).(M. Egan,opinion. Helios somethingand to KPMG—

payHelios will upKPMG to 100kFidelity High641. For the Tech trans-
from the 1.5% as well payingas foraction, paid legalthe fee for theDGI

opinionthe letter—opinion issued to Richard and Mau-
Egan directlyreen to Proskauer. lookingKPMG is for an additional

1519).(Ex. The fee apartwas of 150k from us—
paymentlump opinionssum for 23 at KPMG total 250k—

$50,000 each, paymentfor a total to (Ex. 697).
(Id.).$1,050,000.Proskauer of

9, 2001,646. On November Stephanie
Fidelity642. For the International

Denby suggested to Jim Reiss that
transaction, paid the fee forDGI the

they should “consider renegotiating
legal opinion Eganissued to Richard

fees,”[Helios’s] because Highthe(Id.).directly Sidleyto Austin. The
Tech transaction changed,had been in

partfee was of a lump paymentsum
Egansthat the planned to sell the

opinions paymentfor for a total28 to
market,EMC stock on openthe which(Id.).$800,000.Sidley Austin of

reduced Helios’s “transaction costs.”
Sidley643. The relevant invoice from (Exs. 3294).

lumpedAustin to DGI per-services
6, 2001,647. On December Shea e-

formed for Richard and Maureen
mailed Haber asking for a reduction

Egan together with 16 other sets of
in Highthe Tech fee because the(Ex. 2758).taxpayers. The bill for
“transaction is completelynow differ-

services on behalf of the 17 sets of
ent what supposed[from] was hap-to

taxpayers was an undifferentiated
(Shea, 1415).pen.” 23:75; Ex.(Id.).$700,000.amount of

648. Haber responded the daysame as
follows:X. andCosts Fees for the Transactions

High Tech[The was fortransaction]
1. FidelityCosts and Fees on the million. proposingWe are$160

High Tech Transaction paidthat Helios be a fee of 1%
a. Helios and KPMG Fees which you receivingincludes a tax

opinion from Proskauer Rose. Theoriginally644. As proposed in the sum-
transaction will completedbe from2000, planmer of the Highfor the

perspectiveour once the memberTech transaction for acalled fee to
interests are transferred aand sec-Helios and KPMG of 1.95% of the
tion 754 election triggered.ispremiumamount of the for longthe

(Ex. 1415).options, expectedwhich was to be
(Shea, 15:118-21;million. Ex.$230 14, 2001,649. On December pre-Shea

514). Helios was to receive 1.3% of pared a to detailingmemorandum file
premium, million,that or and$2.99 a list of issues to discuss with Haber.

.65%, $1,495toKPMG was receive or 1454).(Shea, 16:89; Ex. In that
(Ex. 514).million. memorandum, Shea noted as to “fees”

29, 2001,January645. On FidelityShea advised for the High Tech transaction
EganMichael that proposedthe fee that the “deal in thatchanged” Helios

agreement had been revised as fol- was no longer “financing buythe out
trade,”lows: as well as the costs of the and
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b. Refco Feesa lower fee was war-thoughtthat he
(Ex. 1454). day,That Shearanted. fees for the fourRefco’s656. bid/ask

notHaber wouldwith Haber.spoke NASDAQ options enteredinitial 100
Fidelity Highfor thelower his fee AA and Index totaledby Optioninto

pre-1% of thetransaction belowTech onpotential payoutnet10% of the
23:78).(Id.; Shea, He didmium. million. Thatoption, oreach $1

however, forlower the feeagree, to $990,000of for theamount consisted
transaction.Fidelity Internationalthe A andby Optionentered intooptions

1454).(Ex. $10,000 byentered intooptionsfor the
(Exs. 728;706, Kolbe,Index A.2001, Shea hadBy mid-December650.

3009).37:124; Ex.Dem.Highfees for the Techagreed on
31, 2001,January Carolyn Fid-657. Onmillion to Heliostransaction of $1.6

Buesinger Al-bytold Ron ofdy was(Shea,$200,000to KPMG. 23:76-and
anthe bid-ask fee waspha that 10%78; 1415,1456).Exs.

being paidfee that wasagreed-upon
agree-thatIn accordance with651. options pur-when the wereto Refco

26, 2001,ment, Helioson December chased, a cost to enter the con-as
Highan invoice for the Techissued (Ex. 728). Fiddy wrote:tracts.

for million.transaction to Carruth $1.6 options2 forbought differentHave
2566).(Ex. economicallypurposestax [it]—but

really required pay-1 item. Theis27, 2001, KPMG is-652. On December
$9,900,000nets at for the Fideli-offHighinvoice for the Techansued

Aty High OptionTech Fund$200,000.to fortransaction Carruth
($100,000 Fidelity Highfor the(Ex. 11). stated that itThe invoice

Fund).A In both casesTech Indextaxwas “for 2001 services rendered”
that the 10%(Id.). agreedit has beenFidelity Highon of Tech.behalf

charge takenbid-ask would be4, 2002, e-mailedJanuary653. On Shea
options purchased.when the were

Haber and advised him that he had
$990,000Hence the bid-ask minushim,ready” payto but that“the cash

both the Breakdown scheduleon“waiting legal opinionsfor andhe was
Pricingand the schedule.(Ex. 1525).closing books.”

(Id.).
23, 2002, on instructionsApril654. On formula,658. Under the Black-Scholes

Egan, Carruth wired Hel-of Michael op-value of thosethe net theoretical
$200,000.million and KPMGios $1.6 million, which whentions was $2.4

(Exs. 84, 85,108). millionadded to Refco’s $1 bid/ask
fees, premi-of netequals million$3.4arrange-fee-sharing655. itsUnder

(Kol-paid options.um for those fourKPMG, paidHelios an ad-ment with
3009).be, 38:6; Dem. Ex.$50,000 in 2002ditional to KPMG with

Carolyn Fiddy specificallywas ad-Fidelity High Tech 659.respect to the
31,(Ex. 2771). Januaryby Buesinger onHelios de- visedtransaction.

2001, that the theoretical value of thethe as apaymentscribed “Schrier-
(Id.). $50,000 mil-options approximatelywasexpense. TheEgan” $2.4

lion, ofand that the total cost theto was treated as apayment KPMG
Helios, DGI, approximatelywas thereforejoint optionsand Al-expense of

(Ex. 728).(Id.). million.pha. $3.4
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c. Other Fees 667. ultimatelyCarruth paid fees to
partKPMG as Fidelityof the Interna-paid by660. The total amount of fees

tional transaction in the amount ofBurke,Egansthe to in con-Warren
$1,402,000. paidCarruth the Decem-Fidelitynection with the High Tech
ber 11 KPMG invoice in two install-possibletransaction is not to ascertain

$685,000ments: 27,on Decemberon presentthe record. It is more
(Ex. 187), $685,0002001 and on Aprilnot, however,likely than that the fees

(Ex.15, 214).2002 It also paid$104,000,greaterwere than and there
$32,000 25, 2002,KPMG Aprilon foris substantial evidence that the fees

(Ex. 2101).tax return preparation.$280,000 (Kolbe,were or more.
668. The paidfees to3008). repre-KPMG36:65-67, 37:123; Dem. Ex.

sented 0.935% of the pre-million$150
mium for the long interest op-rateFidelity2. Costs and theFees on In-
tions.ternational Transaction

a. andKPMG Helios Fees
b. Refco Fees

paid by Fidelity661. The fees to be
669. Refco’s fees for the four interest-International to Helios and KPMG

optionsrate byentered into Fidelitywere calculated as a percentage of the
$606,373.World totaled For LI-thepremium longfor the op-interest-rate

optionBOR pair, Refco received a fee1415).(Shea, 15:32-33;tions. Ex.
$303,283.of For optionthe CMS

662. The total Helios and KPMG fees pair, $303,090,Refco received a fee of
Fidelityfor origi-International were The fees were calculated at 9% of the

nally set at 3.5% of the million$150 payoutnet Refco requiredwould be to
(Ex. 1415).paid for premium.the Of make if optionsboth were “in the

that percentage, 2.5% was to paidbe money” expirationon their date.
to Helios and paid1% was to be to (Kolbe, 36:60-61, 68-71; Dem. Ex.
KPMG, or million to and$3.75 Helios 2855; 2).Ex.

(Id.; Shea,million to KPMG.$1.5
formula,670. Under the Black-Scholes23:78).

the net theoretical value of fourthose
above,663. As described after negotia-

optionsLIBOR and CMS was $1.64tion with in earlyShea December million, which, when added to Refco’s2001, agreedHaber to reduce Helios’s fees, equals premi-million of net$2.252.25%,fee on Fidelity International to
paidum for options.those four(Ex.$3,375 1415).or million.

671. Refco’s fees for quartetsthe two26, 2001,664. On December Helios is-
of foreign-currency options enteredsued an invoice to Carruth for the

by Fidelityinto International on Octo-Fidelity International transaction for
22, 2001, $832,947.ber totaled For(Ex. 1484).$3,375million.

the option quartet, RefcoUSD/EUR
10, 2002,April665. On ■Carruth wired $416,359.received a fee of For the

$3,375 (Ex. 213).million to Helios. quartet, Refco received aJPY/USD
11, 2001, $416,588.666. On December KPMG is- fee of The fees were calcu-

ansued invoice to Carruth for the payoutlated at 9.5% of the net Refco
Fidelity International transaction for if pairswould receive either of the two

(Ex. 1432).million. in quartet$1.37 the were “in the money” on
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(Kolbe, $13,750, Fidelityallocable todate. 36:60- was theexpirationtheir
2). (Dem.2857; Ex.61, 73-75; Ex. Ex. International transaction.Dem.

3741B).formula,672. the Black-ScholesUnder
quar-of eachthe net theoretical value

EngagementY. The LettersKPMGFidelitymillion. Interna-tet was $3.2
tional, however, with points during plan-was credited At various the678.
only premium ning implementationmillion of initial net and of the tax$2.8

quartet. strategies, soughtfor each The difference be- KPMG to thehave
and the Egans engagementtween net theoretical value execute letters for

Fidelity below,In-lesser amount credited to the transactions. As described
eventuallythe fee to anrepresentedternational Pat Shea executed en-

36:73-75;(Kolbe, Dem. Ex. gagement FidelityRefco. letter for the Inter-
2857). transaction,national but no such let-

Fidelityter was ever executed forreplacementthe673. Refco’s fees for
High Tech.options ter-options for the USD/EUR

29, 2001,minated on October and the
Engagement Policy1. KPMG Letteroptions terminated on Octo-JPY/USD

Option Strategythefor Short30, 2001, $4,297. (Kolbe,ber were
2857).2844,36:37-38; Dem. Ex. 24, 2000,July679. On imple-KPMG

total, requirementsmented variousFidelity674. In and Fidel- concern-World
$1,443,617 ing Option Strategyits Short so thatity paid inInternational

the firm had “the information neces-fees to Refco.
sary to maintain an investor list

c. Other Fees (Ex. 487).should it be needed.” As
part requirement,of that KPMG re-paid by675. The total amount of fees
quired certain information to be col-Burke, inEgansthe to con-Warren
lected on an Electronic InformationInternationalFidelitynection with the

(“EIF”). (Id.).Form Prifti andpossibletransaction not to ascertainis
Schrier both received an internalpresenton the record. It is more

24, 2000,JulyKPMG e-mail datednot, however,likely than that the fees
notifying them of this requirement.$83,000,were greater than and there
(Id.).is thatsubstantial evidence the fees

$260,000 (Kolbe,were or more. 680. The information to be collected for
3036).36:65-67; Dem. Ex. the EIF included the name and ad-

client,dress of the the name or de-$50,000paid676. Carruth a fee to
scription strategy,of the the amountopinionProskauer for a non-disclosure

invested, expectedthe client the taxFidelityrelated to the International
99). benefits from(Shea, 15:35; strategy,the and theEx.transaction.

engagement“date the letter was677. buyout Mahoney byThe of Rich-
(Id.).bysigned the client.”Eganard an out-of-pocketwas ex-

$325,500.pense Eganto Richard of 681. KPMG had a pre-approved stan-
(Kolbe 36:63-64; 2854; engagementDem. Ex. Ex. dard letter for the Short
1024). (Ex. 426).$27,500paid Option Strategy.Carruth a fee to The

McGladrey engagementRSM for review of their standard SOS letter ex-
2001 pressly providedindividual income tax returns. that if modifications
(Ex. 2058). desired,expense,Half of that to the letter were the modifi-
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(Ex.with, 495).be engagementcations were to discussed and The draft let-
by, languagethe location’s “business ter inapproved tracked the KPMG’s

practice partner-unit professional engagementstandard letter for the
(Id.). (Exs.Strategy. 426,tax.” Short Option

495).had pre-approved682. KPMG also
Terms and Conditions for“Standard 686. theThe terms of draft engage-

partTax that were ofEngagements” not, however,ment letter were accept-
(Ex.engagement letter.the standard able to the Egans.

947). 2000,31,July687. On Schrier sent an
background683. The section of the Eischied,e-mail to Jeffrey the head of

engagement letter pro-standard SOS practice,KPMG’s PFP requesting
vided: permission modifyto certain interms

the standard engagement letter forKPMG understands that Client in-
2774).(Ex.Egans.the Schrier wrote:...engage pro-[Helios]tends to to

investmentvide Client with adviso- I’ve engagementdiscussed the let-
tradingry strategiesservices and ter Management,with Carruth the

respect foreign currencywith to the family Egans.office theof Indem-
optionother contracts en-and/or capnification and fee and limitation

tered into to the Invest-pursuant of liability gross negligenceto and
Program.ment intentional misconduct stick in their

maycraw and lead them to walk
away, although hopefulI’m they’llindependentlyClient has deter-
live with assumingit. I’m thatmined that is athere reasonable
we’re on deleting anynot flexible ofClient earnopportunity for to a rea-

items, openthose and I’ve held toprofit frompresonable tax the In-
them a willingness anyto discussProgramvestment in excess of all
specific concerns.costs,andassociated fees and this

determination has been One of specificconfirmed their concerns was
by other that totheyinvestment want know that[Helios] we’veand/or

got gameadvisors. some skin in the and will
a challenge.be around for With(Ex. 426).

mind,inthis I would like to see ifengagement684. theKPMG screened
you toagree undertakingwould ourletter toapproval process ensure that

provideto 300up to hours of de-all letters conformed with the pre-
fense time no further charge.atformat,approved requiredand that

(Id.).any from the pre-ap-modifications
proved approvedformat and docu-be

Proposed3. The Modifications to the(Ex. 947).internally.mented
High EngagementTech Letter

Negotiations2. The Initial Concern- modify688. to its stan-agreedKPMG
ing High Engagementa Tech Let- engagement by agreeingdard letter
ter to the costs of inassume some of audit

25, 2000,July pre-685. On Schrier the event the transaction was chal-
(Ex. 495).pared a engagement lenged bydraft KPMG let- the IRS. On

1, 2000,High Augustter for the Tech transaction. sent an e-mailSchrier
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Fidelity En-International4. Theen-a modified draftenclosingto Shea
gagement Letter(Id.).letter.gagement

engagementdraftmodifiedThe689. above, Sep-of lateasAs described693.
addi-followingfor theprovidedletter 2001, Fidelity Internation-thetember

tional services: vergethe ofwas onal transaction
implementation.• incomeyourreviewPrepare and/or

re-reflecting the taxtax returns 2001,27, SpeissSeptember694. On
in theparticipationfrom suchsults version of aan executedsent Shea

withtogetherProgram,Investment Fi-letter for theengagementKPMG
relatingentitiesof certainreturns (Ex.transaction.delity International

participation.to such 60).
• any taxwithin connectionAssist standardBy that KPMG’spoint,695.

proceedingor administrativeaudit included the fol-and conditionsterms
Pro-concerning the Investment

language:lowing
up to 300including providinggram,

arelates toengagementtime at no ad- If thisprofessionalofhours
by KPMG to Clientcharge. strategy offeredditional

reduce or deferdesignedthat is to(Id.).
a direct orincome tax forfederal

2000,1,AugustBy e-mail dated690. corporate participant, pur-indirect
revised draftforwarded theReiss Treasury Reg-Temporarysuant to
letter to Den-engagementTechHigh 301.6111-2T(c)ulation section

review, writing:by for her (and employee, repre-eachClient
ifattached. SeePlease review the Client)sentative, agent ofor other

any way you might be ablethere is to discloseexpresslyis authorized
Liabilityofthe Limitationto soften aspectstax of thethe structure and

section of theand Indemnification persons,allstrategy anyto and
engagement letter. John Schrier anylimitation of kind.without

Officehas stated that the National
(Id.).

this section.will not delete
countersign Sep-thedid not696. Shea3241).(Reiss, 35:95; Ex.

let-proposed engagement27tember
7, 2000, sentAugustOn Schrier691. 61).(Ex.ter.

engagement let-signeda KPMGShea
19, 2001, Speiss sent697. On Octobercountersignatureandapprovalter for

proposing furtheran e-mailSheaEgan.by Richard and Maureenboth
Fidelity Interna-to themodifications508).(Ex.

1251).(Ex.engagement letter.tional16, 2000, when theAugustof692. As
includedproposedThe modifications2000-44, EganstheNoticeIRS issued

terms and con-deleting the standardany engagement lettersignedhad not
topermitthat disclosureditions wouldbelow, al-As describedwith KPMG.

audit servicesprovidingandthe IRSdiscus-though partiesthe resumed
(Id.).at a reduced rate.concerning possible engage-asions
5, 2001, sent2002, SpeissNovemberEgans 698. Onearlyin thement letter

engagement letter toa modified draftfor Fidel-any such lettersignednever
(Ex. 1282).approval.for hisSheaity High Tech.
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19, 2001, 27, 2001,On November Shea 703. On September699. Shea sent
signed the modified version of the en- Brian Rivotto and Bob Prifti at

60).(Ex. KPMG angagement letter. article entitled “IRS Disclo-
sure Registrationand Rules Hit TaxFidelity engage-The700. International

Abuses;Shelter SpursHotline En-ment letter broke down the total
(Ex. 1057).forcement.” Shea circledagreed-upon fee of million into$1.5

a portion read,of the article that$1,370,000different amounts: and
“Promoters also must maintain ofliststotalingseveral smaller amounts

shelter,”investors in the and wrote(Id.).$130,000. services forThe the
it,next to “Are we on a list[?]” With$1,370,000fee of were described as

article,the Shea wrote a asking,noteservices,”“tax to be billed after “com-
(Id.).I“Should be nervous?”of ofpletion [Fidelitythe thereview

28, 2001,704. On Decembercapital and Reiss for-ownershipInternational]
warded a document to Denbyand and(membership) structure” “deter-
Shea called “IRSEgan’smination of Letters to Promot-Richard tax basis
ers,” stated,with a e-mail[Fidelity cover thatconsideringInternational]in

(Id.). any“we need to know ifactivity.” third partiesinvestment The[its]
3393).(Ex.we know affected.”letter also arestated that KPMG would

(whoShea withchecked Haber re-undertake those services “in connec-
affected)sponded that Helios was notpreparationtion with our and signing

(Id.).and KPMG.[Fidelityof the 2001 in-International]
(Id.).taxcome Thereturns.” re- 2, 2002,705. On January Denby e-

maining portions of the fee were for mailed Reiss as follows: you“Have
review signing Fidelityand of various paid yet? not,IfKPMG I would add
International tax returns and the re- provision theya that return all iffees

and signing Egans’view of the 2001 (Ex.they onyou anydisclose lists.”
(Id.).taxindividual 3343).returns.

Fidelity701. The engage-International
Concerning6. Renewed Discussionsment letter para-did not include the

High Engagementthe Tech Lettergraph of KPMG’s Standard Terms
5,February 2002,706.“expresslyand that au- On theConditions IRS no-

tified it “conductingthorized” disclosure of the KPMG that wastransaction.
(Id.). addition,In an tothe letter examination determinewas KPMG’s

liability regardamended to with to all tax“soften” KPMG’s limita- shelter
1,Januaryliability indemnity.tions as to and activities from 1994 to the

(Id.). (Ex. 1574).present.”
1, 2002,707. On March Shea sent

Egans’The Ap-5. aboutConcerns e-mail,Speiss an copieswith to Den-
pearing on a “List” by, Reiss,Haber arequestingand

meeting on March 8 to discuss certainmeantime,In702. the Shea had not
items, includinglisted posi-“KPMG’ssigned any engagementKPMG letter

tion my engagementon letter amend-Fidelityfor the TechHigh transac-
(Ex. 1625).request.”menttion. The Egans also continued to

express 2, 2002,possibilityconcern about the 708. Prifti e-On March sent an
appearthat their names would mail concerningon a to Reiss the outstand-

ing engagement letters,tax shelter investor at unsignedlist KPMG. ask-
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that it wouldengagement sowith Pat Shea return”he checking if could
... listed. Shea wrote:have not bewe stand [w]e“as to where

(Ex.were received.” —no record those any listnot maintain onWill
1631). the toforwarded e-mailReiss — engagementannot be onWill

likeShea, KPMG “wouldnoting that list letter
of en-[the]status 2000[the]to know — en-amended theWe 9/27/01(Id.).gagement letters.”

Fidelity Inter-lettergagement [for
8, 2002, Shea met withOn March709. comply report-thisto withnational]

in Yorkat KPMG’s offices NewSpeiss ing
invoices, the en-unpaidtheto discuss — being& Wood is notBrownletters, preparationand thegagement

by a law firminvestigated IRS as(Ex. 72). At2001 tax returns.of the
promoting transactions—requested thatmeeting,the Shea
— being questionedKPMG is notFidelity HighKPMG amend its draft
on these transactionstoTech letter describeengagement

2536).23:96-99;(Shea, Next toEx.engage-a “tax return”the matter as
bullets, wrotetwo Sheathe firstnotes, wrotement. In his Shea

(Ex.put writing.”inwill“[KPMG]my engagement“KPMG’s onposition
2536).torequest,” nextletter amendment

notes,he March 8 furtherwhich 713. In his Sheawrote:
wrote:engage-a tax returnRedefined as

— statingLetter from Tim KPMGment there is no KPMG[therefore]
akeepingnot list.isainternal as this is tax transac-list

aonlytion and not listed transac-
rules.according listingtion to IRS En-Highto do[Speiss] Tech]Tim [a

(Ex. 1625). gagement letter.
(Id.).Speiss engage-a710. had drafted new

Highment letter for the Tech transac- meet-notes of March 8714. Shea’s the
$200,000 “payable upontion with a fee getstate: ‘We will not aning also

(March,completion of the tax returns from do notopinion letter KPMG —we
2002).” (Ex. 72). agreedShea to re- one[,] guideas that a the IRSwant is

(Id.).theview draft.new (Id.).get information.”uses to
8, 2002,711. Shea’s of discussion items for providedlist Speiss715. On March

meetingthe March the fol- following:8 included a thestatingletter to Shea
lowing: “Strategic ofdiscussions behalftax services rendered onOur
KPMG in returns —whetherrole our as[Fidelityof citedInternational]

inwe want on the ‘radar’ screento be Sep-datedengagementin our letter
of and heat alllight Enron scandal the 2001,27, required totember are not

big [accounting]the 5 will befirms Engage-onbe disclosed an KPMG
(Ex.taking regarding tax shelters.” (list).ment Information Form No

1625). werequireddisclosure is because
to tax returnengagedmeet- were render712. Shea’s of the March 8notes

services,preparationfact as describeding also the that KPMG’sreflect
let-Fidelity engagementin the referencedengagement for International

Accordingly, andredefined a “tax ter. our servicesalreadyhad been as
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[Fidelity Denby,with Interna-engagement Stephanie and Haber for com-
(Ex.Septem- 25, 79).in the onas described ment March 2002.tional]

27, engagementber 2001 letter has 12, 2002,April721. On Speiss signed
on a En-not been disclosed KPMG Fidelity Highthe Tech partnership

Information Form.gagement yeartax returns for the tax ended
21, 2001,December yearand the tax(Ex. 71).

(Ex. 108).31,ended December 2001.25, 2002, anSpeiss716. On March sent
day,same signedThe he the Fidelityessentially identical letter to Shea

partnershipInternational tax returnconcerning Fidelity Highthe draft
year 31,for the tax ended December1700).(Ex.engagementTech letter.

(Id.).2001.day, SpeissThat providedsame also
Fidelity722. The TechHigh and Fidel-conforming re-proposedShea with a

ity International partnership tax re-engagementdraft of the KPMG letter
(Forms 1065)turns timelywere filed20,for High Tech dated December

15, (Id.).Aprilon 2002.(Ex. 186).2001.
Fidelity High723. Tech filed an elec-however,Shea, any717. never signed

tion under Section with754 both of itsengagement with for theletter KPMG
(Id.).2001 partnership tax returns.Fidelity High Tech transaction.

24:7).(Shea, 14:118,
2. The Individual Income Tax Re-

(Form 1040)turn
Preparation FilingZ. The and of the

724. The 2001 individual income tax re-Egans’ 2001 Tax Returns
(Form 1040)turn for Richard and

original plan718. The for both transac- Egan by 15,Maureen Aprilwas due
tions was for KPMG to prepare and 2002.
sign all tax returns for the transac- April 8, 2002,725. DenbyOn e-mailed
tions, including the various partner- statingShea and Reiss that she

(Forms 1065)ship returns theand “wanted to thatmake sure we were
Egans’ incomeindividual tax returns planning getto taxthose returns all
(Forms 1040).

15th,”on [April]filed and that she
11, 2001, Speiss719. On December (Ex.thought “the sooner the better.”

pre-confirmed that KPMG would be 3457). Denby’s concern was based at
all taxparing the returns for the Fi- in part on possibilityleast the that the

delity High and FidelityTech Interna- Treasury Department would soon fi-
(Ex. 1433).tional entities. (thenalize revisions to 230Circular

regulation governing practicethe of
Partnership1. The Tax Returns IRS)attorneys before thatthe would

(Forms 1065) itmake difficult firms tofor law issue
opinionsfavorable for tax shelters.720. prepared part-KPMG draft 2001

(Ex. 3433). not,EganThe return was(Forms 1065)nership tax returns for
however, by Aprilfiled 15.International,Fidelity which provid-it

ed for to Pat Eganscomment Shea on Febru- 726. The for anapplied auto-
(Form20, 2002, 4868)ary toand James on matic extensionHaber of time

(Ex. 72). (Ex.7, 15, 8).pro-March August2002. KPMG to 2002. As of
14, 2002,vided partnershipdraft 2001 re- Egantax June the return had

Shea,Fidelity Highturns for Tech filed.to not been
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above, to otherby early requirementdisclosure trans-also notedAs727.
actions,that not “listed” transac-2002, simplyhad notified itKPMG been

investiga- §subject Reg.of a federal (Temp.the Treas. 1.6011-was tions.
activi-regard 4T).to “tax sheltertion with

1574).(Ex.ties.” 21, 2002,June Orrin Tilevitz of731. On
Denbyand asent HaberDGI/HeliosRegu-Impact of IRSThe the New3.
preparedthat he hadmemorandumin 2002lations June

concerning theimpactthe of new re-14, 2002, the IRS issuedOn June728. (Ex. 1908).requirements.portingproposed regulations,andtemporary
Denby the memorandum toforwardedTemp. Reg. § 1.6011-including Treas.

(Id.).Pat Shea.4T, imposed reportingnew andthat
2002,24, Stephanierequirements certain On June Den-for 732.registration

andby Egantax transactions. tolisted shelter wrote Michael Jack
regulationsAmong things,other the theEgan advising them of issuance of

require-reportingcertain pointingextended IRS andregulationsthe new
such astaxpayers,ments to individual requirethat “the nowregulationsout

Egans.the taxto certainindividuals disclose shel-
(Ex. 3416).required, reportednew alsoregulations729. The ters.” She

“Helios, KPMG,that an individualamong things,other and itsthat advisors
directlywho ortaxpayer participated, require-...analyzingare the new

indirectly, in a transac-“reportable toments make a determination as to
a transaction” astion” that was “listed Egan’s] transactions[Dickwhether

had to file a disclosure state- (Id.).defined be reported.”must now
his taxment with or her return. 2002,26, SpeissOn June of733.

Reg. §Treas. 1.6011-(Temp.
PriftiKPMG wrote to Reiss and that4T(a)(l)). A “listed transaction” was

completethey should “strive to the
any transaction that was the same as

[Egans’] possible”as1040 as soon be-“substantially to a transac-or similar”
cause there a “risk of additionalwasthat the totion IRS had determined

from theannouncements/initiatives”transaction, suchbe a tax avoidance
(Ex. 218). 27, SpeissIRS. On Junethat set forth Notice 2000-as in IRS

stating,sent an e-mail to Prifti “The(Id. 1.6011-4T(b)).§44. at A trans-
therisk of increases laterdisclosurebeingaction would be treated as the

(Ex.the 2001 returns are filed.”“substantiallyor similar” to suchsame
2764).

ifa transaction the transaction was
14, 2002,Julysimi-expected Sunday,to obtain the “same or 734. On Reiss

factu- the “accounting/taxlar” tax benefits was either advised team” atand
ally to a transaction or that 2001Egans’similar such Carruth the tax re-

by Julybased on the same or a similar tax turns “should be done” 19.
(Id. 1919).(Ex.§strategy. at 1.6011- further advised thatHe

4T(b)(l)(I)). “substantially dayThe term not“Each the return is filed in-
broadlysimilar” was to construedbe the Disclosurecreases risk that [sic]

(Id.).ofin favor disclosure. a thanbiggerbecomes issue it is
(Id.). reallynow.” He added: “Wepreamble regu-The730. to the revised

to intoputdon’t want thatplanned [ourselves]lations stated that the toIRS
goodnot lookregulations extendingfuture situation—this would atissue the



157

(Id.).any urgedfor us.” He should filedall of have been “a few weeks
(Id).ago.”it that do“imperativethat was we

it takes to be sure this iswhatever
4. The Proskauer Non-Disclosureof thecompleted by the end week.”

Letter(Id.).
meantime,In740. noted,the as theJuly imposed byThe 19 deadline735.

Egans negotiatingwere to obtain anmet, partinReiss was not because
opinion statingletter from Proskaueryet providedKPMG had not a final
that disclosure of the Fidelity Interna-copy signed by Speissof a tax return
tional was required.transaction notpreparer.as

26, 2002,741. On June Tim ofSpeissDuring period, and736. the same as
StephanieKPMG e-mailed Denby andbelow, Egansdiscussed the were also

advised her “as of today,that me andannegotiating opinionto obtain letter
certain law firms I spoke with ofarefrom Proskauer that disclosure of the
the view that no disclosure is requiredFidelity International transaction was
and the distinguishabletransaction isrequired.not transactions____” (Ex.from listed

12, 2002, Shea, Reiss,AugustOn737. 217). today,He also noted that “as of
Speiss spoke concerning prep-and the there specific penaltyare no regimes

thefilingaration and of 2001 return. regard non-disclosure[,][with to] how-
1959).(Ex. agreedThey that Reiss accuracyever the 25% related [penal-

would file for a further extension from ty] likelymost would be asserted.”
IRS; theythe that would meet in (Id).

AugustNew York on 19 to discuss the 742. Speiss appears spokento have at
legal opinion“final letter” of Pros- some point with R.J. Ruble at Brown

disclosure;kauer concerning and that Wood, apparently& who opined that
Speiss would totravel Massachusetts (ordisclosure theof transaction a sim-

August to and“signon 23 review” the transaction) necessary.ilar was not
(Id).final return. (Ex. 96).

14, 2002,AugustOn738. Reiss filed an 18, 2002,743. July SpeissOn spoke
anapplication for additional extension Proskauer,with at ad-attorneys who

return,of time to file the tax2001 on theyvised him that had concluded
groundsthe that “all information nec- Fidelitythat the International trans-

essary to file andcompletea accurate action “substantiallywas not similar”
return not atis available this time.” to in Temp.those identified Treas.

8).(Ex. was grantedThe extension to 1.6011-4T,§Reg. and therefore need
(Id).15,October 2002. (Ex. 219).not Hebe disclosed.

passed that information on to Pat2002,21,As of August739. the return
(Id).Shea. The Proskauer non-dis-(Ex. 1979).still had not been filed.

however,not,opinionclosure wasFurthermore, yethad not de-KPMG
point.completed by thatsigntermined whether it would the

Egans’ tax returns the 744. opin-without disclo- Drafts of the non-disclosure
required bynew cir-by regulations. preparedsure the ion Proskauer were

(Id). Denby toReiss advised that he culated for review and comment
the to theprocess very multiple personsfound “whole be other than

frustrating” includingthe Tim atEgans, Speissand that returns
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(Ex.maythe IRS have.”argumentsKPMG, and Orrin Tilev-HaberJames
original)).inDGI/Helios, (emphasisDen- 1940Stephanieanditz at

2002,31, AugustJuly andby, between 2002,19, andAugust Shea748. On
(Exs. 88, 90, 94, 1940,86,14, 2002. attorneys from Pros-Speiss met with

1943).
in New York as scheduled.kauer

13, 2002, Speiss circu-August745. On 15:40-41).(Shea,
an internal memo-commentlated for

meeting,that or at someDuring749.with his “observa-at KPMGrandum
2002,mid-August,in Sheapointotherbyprepared“argumentson thetions”
Speisswith Tim andspokeand Reissconcerning disclo-Rose”Proskauer

of Proskauer con-Matthew Sabloff93).(Ex.sure.
(Ex.opinion.cerning the disclosure16, 2002, IraAugust Akselrad746. On

1419). discussed whatpartiesThelet-engagementsent anat Proskauer
ifmight imposedbe no dis-penaltiesconcerning itsEganRichardter to

(Id.).was made. Shea’sclosurerepresentation for the non-disclosure
state, thatamong things,othernotes(Ex. 92). representa-Theopinion.

notregulationsthe recent IRS did$50,000.a oftion was for fixed fee
impose penalties for “notspecifically(Id.). the letterPat Shea forwarded

disclosing,” but rather that “non-dis-Eganto Richard in Ire-signaturefor
(Ex. 1992). goodconsidered lack of[a]In closure [is]Augustland on 28.

memorandum, faith if the IRS determines that dis-notedhis cover Shea
(Id.).engagement required.”of the is Shea not-purposethat the closure

“provide legal EgansProskauer to a the would bewas for ed that because
Fidelity letters,that Internation-opinion receiving opinion[the “we have

require... nottransaction does pen-al] fromeverything protectdone to
your tax re-separate (Id.).disclosure on alties.”

(Id.). that “[w]eturn.” He added 20, 2002, Sabloff sentAugust750. On
toindependent opinionwanted this Shea, and Haber a revisedSpeiss,

thatgive another level of assurance
in-opinionnon-disclosure thatdraft

in‘goodshowed faith’ our duewe (Ex. 94).their comments.corporated(Id.).diligence.”
2002,31,August Sabloff sent Den-On

16, 2002,August Janet Korins747. On Reiss, another revisedby, and Shea
Proskauer,ofand Matthew Sabloff (Id.).opinion.non-disclosuredraft

ConnollyBill ofSpeissTim and
4, 2002, ProskauerSeptember751. OnShea,KPMG, Den-StephaniePat and

opinion concerningletterissued itsby participated telephonein a confer-
Eganwhether Richard would be sub-concerning proposedthe non-dis-ence
requirements underject to disclosure1940).(Exs. 91,opinion.closure
Temp. Reg.Treas.Section 6011 andconversation, re-During that it was

20).(Ex. opinion§ The1-601104T.Washingtonthat theported KPMG
stated, among things,other thatlettertheexpressedTax office hadNational

Fidelity International transactionthehad doneopinionview that the draft
not belikely“more than not” wouldre-“good job possible”as a as with

“substantially similar” toconsideredargument,”the “best case butgard to
in Noticethe transactions describedcon-that it needed to “address [the]

2000^44, likelytherefore “moreanddisposeauthorities and oftrolling
athan not” would not be consideredthem,” laythat it “not out alland did
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purposes Speiss to providetransaction” for the asked him a“listed “with
(Id.).requirements. explanationthe disclosure detailed in writing whyof he

signcan’t the return a[tax] without11, 2002,September Egansthe752. On
disclosure statement”99). “whyand he is(Ex.$50,000.paid Proskauer

required signnot to even thethough
Sign the5. KPMG’s Refusal to letterengagement indicates he would

Egans’ 2001 Tax Return (Id.).sign.”
23, 2002, visitedAugust Speiss753. On Speiss758. to providerefused such a

inoffices MassachusettsCarruth’s 1993).(Shea, 15:43;document. Ex.
returnEgans’with the 2001 tax as August 28, 2002, Shea,759. On Speiss,

(Shea, 15:41-42;byprepared KPMG. Reiss, and Melissa Seaver participated
1959).Ex. telephonein a conversation concern-

by SpeissThe tax return brought754. (Shea,ing the disclosure statement.
signed by Augusthimwas and dated 96).15:44; Ex. Melissa Seaver took

(Ex. 97).23, return,2002. The how- conversation,handwritten notes of the
ever, included a statementdisclosure which she later to typedused create a

Reg.pursuant Temp.to Treas. (Exs. 96).2785,memorandum.
15:42).(Id.; Shea,§ 1.6011-4T. The typed760. As described in Seaver’s

indicated, amongdisclosure statement memorandum, Speiss advised Carruth
things, hadEgans par-other that the on 28August that

ticipated in a tax shelter transaction
consistent,KPMG has taken a firm-involving pro-thatoff-setting options

position anywide that it disclosean ofduced “investment loss” $165.7
transaction which could be consid-million that led to an reduc-“expected

similar to Regu-ered those listed inin liabilitytax of million intion” $65.5
lation 2000-44. factDespite the(Ex. 97).2001.

Egansthat the have en-signedaSpeiss on755. advised Shea and Reiss
lettergagement legal opinionsandAugust 23 that “KPMG had made the

indicate a positionthat to con-theanyinstitutional decision that returns
...trary, KPMG is dis-requiringafter ... the onregulationfiled June

He indicated doesclosure. that he14th, would disclo-have to have the
agreenot with this andposition(Shea,sure statement attached to it.”

legalfeels that the Brown & Wood15:42). “heSpeiss also said that did
opinion is accurate in its assessmentagree with position”not KPMG’s and

necessary.that no disclosure is“hethat did not believe disclosure was
agreeKPMG does not with the(Id. 15:42-43).atrequired.”

legal opinion.[Proskauer]Speiss suggested756. also Shea andto
that room”Reiss “once he left the

they state-pull“should the disclosure Tim stated that re-KPMG has
ment and file the return thewithout 14, Regula-the June 2002viewed

(Id. 15:43).disclosure.” at theyand that KPMGtions believe
(a26, 2002,August SpeissOn Tim at a possibility”757. is not “realistic

chance)Bob Prifti than 1 avoidtelephonedand Reiss “to more and 3 to
if is-anythingsee needed from disclosure because some basis[Carruth]

14, 2002[they]them and if set with in the Junewere all sues described
(Ex. 3424).tax tosubstantiallythe return.” Reiss Notice are similar
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filed, similar aReg- that was never toin the 2000-44describedthose
ulations, required. ‘draft.’thus disclosure is

(Ex. 96).
a of adisclosingconsiders showHe

763. Shea also took handwritten notes
effort” on behalf of thefaith“best 1419).(Ex. Ac-of the discussion.

opportu-and creates anpractitioner
notes, Speiss statedcording to Shea’sany thatpenaltiesto removenity

destroyedthat after KPMG the re-tocharged taxpayer.themay [be]
turn, any“not be onEgansthe wouldthatdespitethis the factHe stated

anyonlist and not be disclosure.”legal letter thatapprovedan states
(Id.).requirednot and noisdisclosure

afterward,be Hecharged.shouldpenalties Egans764. theShortly de-
aprobablythat there isagreed cided its relationshipto terminate

auditchance of if disclosure is100% with KPMG.
done. 28, 2002,August765. On Shea sent a

(Ex. 96). Tim Speisshandwritten note to stat-
inAs described Seaver’s hand-761. ing following: discussed,“Asthe

notes, Speiss that ifwritten said please destroy this return” and[tax]
return,”signdid not [the]“KPMG any of Mr. Egan“[r]emove records

be in“nothing keptthen would [its] (Shea, 15:46;[your]from files.” Ex.
(Ex. 2785). Speiss thatfiles.” said 98). note,With that Shea sent the

original signed“he wants return[the] signed copy of the Form 1040 tax
“destroythat hesent back” and would 15:46).(Shea,return.

copy Egan’s] copy.”file and [the[the]
telephoned766. JamesShea also Ha-(Id.). orEither Reiss Shea asked

(Id.ber of Helios for advice. atwhether, if the “tax engagement
15:49). 2002,29,AugustOn Haberends,” all“destroyKPMG would

upsidetold noShea that he “sees in[workpapers]”; questionthe “leftwas
disclosing” “disagreesand with(Id.). Speissunanswered.” stated

Egans]KPMG that should dis-[the“not“destroying [the]that return” did
1419).(Id.;close.” Ex. Haber re-the[against]insulate risk that the

Wainwright,ferred to Ron aShea(Id.).IRS can find out.”
partner Raleigh,at the North Car-memorandum,typedIn her762. Seav-
olina McGladrey,office of RSM asportionthat the dis-er described of

themight signsomeone who tax re-as follows:cussion
disclosure,turn makingwithout thenotoption signThe to have KPMG

WainwrightHaber thattold Shea hadand to dis-the returns file without
(Shea,strategy.”“marketed thisbrought up.closure was Tim indi-

1419).15:49-50; Ex.if optioncated that such an was
thereafter,pointthat 767. Atrequestutilized that he would some Haber

signed Wainwright. (Wainwrightof Rich- calledpreviously copyhis
1:45).Dep., Wainwright,ard & Maureen’s return be re- Haber told

among things, that the Egansturned to him. He would take that other
transaction,”“hadcopy, copyhis and the associated done an FDIS and

(Id.asked him call Pat Shea.workpapers destroyand this infor- to at
96).mation, 1:45,representsas it a return
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Wainwright indepen-was not an I to768. talked Pat I[Shea] last week.
Amongtax explainedsource of advice. that I thinkdent it is critical

inthings, participated gethe hadother that we Dick’s return on file
marketing strategythe to other before,FDIS ASAP. As I have mentioned

Tan,Haber,with and Philclients Mox expectingwe are new disclosure
(Id. 1:101,Kampf of at regs September.in midHelios/DGI. We should
1419).105, 117-18, 2:67-68; Fur-Ex. try getto the return on file toprior

thermore, Wainwright himself had that date since there is a risk that
undertaken an FDIS trans-personally new regsthese would impact Dick’s

in order to his own tax-action reduce requirements.disclosure I Pattold
es, for which chargedDGI had not last that Iweek would make getting

a fee. (Wainwright Dep.,him 1:124- Mcgladrey (sp?) on board the first
28). inpriority correcting de-the KPMG

bacle.Wainwright telephonespoke by769.
3335).(Ex. Denby went on to com-with Shea and Reiss at the end of

plain apparentlythat KPMG nothadAugust or beginning Septemberof
its(Id. 1:109). destroyed copies of taxEgantheThey explained2002. at

workpapersreturn andsituation, and to com-Wainwrightthe and told
plain about their “about-face”:theythat did not want to thedisclose

Egans’transaction on the tax returns. appears... it that KPMG notwas
(Id.). inhonest its document retention

program. Why Iam not sur-30, 2002,August Stephanie770. On
? ? ?prised? ? This indepen-issue isDenby sent pro-Reiss and aShea
thedent of tax pointreturns at thisdraftposed Speissletter to Tim at

since KPMG will(Ex. 3429). signnot the re-KPMG. statedThe letter
theyturns without a disclosure andDenbythat was that“astonished”

unwilling provideare to a writtensignKPMG would not the tax return
analysis explaining their suddenstatement,awithout disclosure and

onabout-face the disclosure issue.she positionthat found the firm’s
know,youAs I don’t believe“untenable,”“shocking” asand well as

sudden inchange positionKPMG’sfiduciary duty“a breach of KPMG’s
by Instead,is law. be-supported Ipatently unprofessional.”and In her

is ongoinglieve it connected to theire-mail, “itcover she wrote that would
negotiations with Justice. I thinkmake sense to send out [the letter]

selling out tothey are their clientsweafter have confirmation that
hides.save their(Id.).[Speiss] purgedhas his files.”

however,appears,It thethat letter (Id.).
neverwas sent.

Wainwright agreed and773. to review
2,September 2002,771. On in-Shea return,taxsign notwithstandingthe

Denby [Speiss]formed that “once con- “very shortthe timetable” involved.
firms the pro-file is removed we can 1:109).(Wainwright Dep.

(Ex. 3334).ceed.” 10,September 2002,774. On Wain-
4, 2002,On September Denby772. sent towright flew Massachusetts to meet

Shea,anReiss e-mail that the follow- Pat and to Egans’stated review the
(Ex. 2003).ing: records, for the first time.
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(Ex.attorney.of12, powerents under a10 andSeptember775. Between
(Id.).8). then filed.The return wasthe draft2002, Wainwright reviewed

papers. (Form 1040)supportingandreturntax returnThe 2001 tax781.
KPMG’sinitially disagreed withHe contain a disclo-Egansthe did notfor

transaction, and toldof the Temp.treatment topursuantstatementsure
(Id.).expected“would haveReiss that he §Reg.Treas. 1.6011-4T.

loss to begain988 or[any Section] the2001 tax return for782. The
return,”body of theby thereflected and attach-with schedulesEgans,

being support-buried inopposed toas ments, long.200 pageswas more than
(Wainwright Dep.,ing schedules. (Id.). than the omission of theOther

1:156). tax re-personalhis ownOn byproposedstatementdisclosure
turn, Wainwright reported his FDIS KPMG, toessentiallyit was identical

(Id. atE.transaction on Schedule byprepared KPMG.the draft return
180-81). Nonetheless,2:175-76, (Id.).
eventually agreed signtoWainwright 2002,13, pre-SheaSeptemberOn783.

it.preparedreturn as KPMG hadthe for Richardpared a memorandum
1:155-58).(Id. at EganEgan, Egan,Michael and Jack

ofNotwithstanding complexitythe776. taxconcerning the “2001 federal re-
transactions, com-generalthe and the (Shea, 15:50-51; Ex.filing.”turn

Egans’of themagnitudeandplexity 224). wrote as follows:Shea
affairs, thanWainwright had less you may [have]As be aware there

days in to review andthree which around the com-been some issues
(Id. 1:106-08).the return. atprepare and Maureen Epletion of Richard J

anyWainwright performdid not777. tax income re-Egan’s 2001 federal
to see whetherinvestigation or review form 1040—our tax staff withturn

representations as to theirEgans’the taxof our outside firmshelpthe
purpose”“business for en-purported completediligentlyworked tohave

cor-tering into the transactions were Regula-the return before new IRS
1:165).(Id.rect. at certainregardingtions come out

the Pros-Wainwright778. reviewed “listed transactions”—
He wasopinion.kauer non-disclosure (Ex. 224). noted that new IRSShea

that Proskauer was one of theaware that “re-had been enactedregulations
in mar-byfirms usedlaw Helios/DGI tax trans-quired disclosure of certain

strategy.keting sellingand its FDIS actions,” “Pat ob-[sic]but that Shea
224-25).(Id. 1:114-15,at independent opinionantained outside

12, 2002,September Pat Shea779. On firmqualifieda N.Y. lawletter from
engagementan letter withsigned Rose)”(Proskauer stating that disclo-

Inc., theMcGladrey, prepareto (Id.).RSM required.not Sheasure was
Richard and2001 tax returns for may issuenoted that “the IRSalso

(Ex. 223).Egan.Maureen onregulations requirethat disclosure
2002, and “one of our out-12, future returns”September Ronald780. On

Helios,(KPMG, Pros-side advisorsWainwright signed the 2001 tax re-
Rose)1040)(Form may bybe summonsedkauerturn for Richard and

(Wain- provideto client names.”the IRSEgan preparer.Maureen as
(Id.).8). that willHe also stated “KPMG1:74;wright Dep., Ex. Michael

the disclo-signnot the return withoutpar-for hisEgan signed the return
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forcing Consequencesus to find another firm BB. The Taxsure theof Fideli-
High(McGladery) “personal- tyand that Tech[sic]” Transaction Claimed

by Egansly, having signI think not KPMG the the
return is in our favor as KPMG is

792. The purpose of the Fidelity High(Id.).scrutiny.”tightunder IRS
Tech transaction was to create an arti-

4, 2002,784. On December Shea sent ficial step-up in basis so that the
Speissan e-mail to and others at (andEgans could sell EMC stock oth-

“officiallyKPMG to inform” them that stock)er incurringwithout a capital
“terminatinghe was the services of gain and paying capitala gains tax.
(Ex. 225).KPMG.”

Egans’1. The Claimed Tax Basis inPreparation FilingTheAA. and of the
PartnershipTheir Interests in Fi-Egans’ 2002 Tax Returns

delity High TechFidelity High785. The Tech and Fidel-
ity International tax re-partnership above,793. As described Maureen

(Forms 1065)turns for 2002 were Egan claims that her tax basis in Fi-
(Exs.15,timely Aprilfiled on 2003. delity High Tech was byincreased the

7).5, $158,400,000premium charged for the
Egan signed786. Michael both 2002 long options acquired by A,Option

(Exs. 7).5,partnership tax returns. by $154,997,563but not decreased the
of partnership787. Both the 2002 tax premium simultaneously credited to

preparedreturns were and signed by Option A options.for the short
WainwrightRonald of RSM McGla-

794. Egan’sMaureen actual net eco-(Exs. 7).5,drey.
nomic cost of NASDAQ op-the 100

788. The 2002 individual tax return $3,402,437.tions was The tax basis
(Form 1040) for Richard and Maureen increase that she toclaims have re-
Egan timely 15,was filed on October sulted from the contribution of the

(Ex. 232).2003. EganMichael NASDAQ options100 (through Option
signed parentsthe tax return for his A) Highto Tech was more than 45

(Id.).power attorney.under a of greatertimes than her economic cost.
Wainwright signedRonald the return (LaRue, 43:101-02; 3104).Dem. Ex.

(Id.).preparer.as
above,795. As also described Richard789. No disclosure statement under

Egan claims tax Fi-that his basis inTemp. Reg. §Treas. 1.6011-4T was
delity High byTech was increased thefiled with the 2002 individual tax re-
$1,600,000 premium charged for the(Id.).turn.

A,long options acquired by Index butDwight,790. Donald an RSM McGla-
$1,565,632bynot decreased pre-thedrey employee, Wainwrightassisted

mium simultaneously In-credited toEgans’with the tax2002 returns.
A options.dex for the short23-24).(Dwight Dep.,

791. Dwight Fidelitybelieved that the Egan’s796. Richard actual net eco-
International NASDAQtransaction should be nomic of op-cost the 100

$34,368.disclosed to the IRS and discussed the tions in-was The tax basis
(Id. 53-54).issue Wainwright.with at crease that he claims to have resulted

however,Wainwright, NASDAQsaid that disclo- from the ofcontribution the
(Id.). A)sure not required. optionswas 100 (through Option to
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708(b)(1)(B) yeartaxthan times and that the ofwas more 45High Tech
(La- aHigh“Old” Tech came to close onthan his- economic cost.greater

3104). (LaRue,21,43:101-02; December 2001. 43:105-Rue, Dem. Ex.
3).08; 44:8-9; Ex.purportedly-wasThe inflated basis797.

things,other on thejustified, among technical801. As a result of the termi-
optionsthe short weregrounds Egansthat that contend oc-nation the

21, 2001,liabilities under Sec-only contingent bothcurred on December
(but752, therefore assets not Hightion and Tech and “New”High“Old”

(Ex.liabilities) contributed.had been Tech made elections under Section
122). (Exs. 4).3, of754. The effect these

that,Tech un-Highelections on was
Fidelity High Tax2. Tech’s Claimed 743(b), Highder TechSection

byinBasis Stock Contributed stepped-up its inside tax basis in the
Egans previously bystock contributed the

inEgans 2000 and 2001 to match theabove, at various798. As described
tax that MEE Holdingsoutside basis2001,points Egansin 2000 and the

Egan respec-and Richard had in theirhigh-value,contributed low-tax-basis
High partnershiptive Tech interests.Fidelity Highstock to Tech. The total

noted,previouslyAs the tax basis oftax of that stock as of the datesbasis
Holdings HighMEE in Tech awasrespectiveof their contribution was

carryover Egan’sof Maureen tax ba-3102).(Dem.$8,760,194. Ex. Under
Highsis in Tech as of the date she723, Egans’Section the tax basis in

transferred that interest to MEEthe contributed stock carried over to
44:9-12).(LaRue,Holdings.High HighandTech became Tech’s

(La-“inside” tax basis in that stock. 802. The claimed outside tax basis of
43:100-05).Rue, Holdings HighMEE in Tech as of

21, 2001, $162,779,413.December wasabove,799. As described on December
(Ex. 3).21, 2001, HighIts 99% share of Tech’sEganMaureen transferred

tax in previouslyinside basis the con-Fidelity Highher 99% interest in
(Id.).$8,672,618.tributed stock wasHoldings.Tech to MEE Sec-Under

High Tech therefore increased its721, gain recog-tion no or loss was
tax in Holdings’claimed basis MEEby Egannized Maureen or MEE

proportionate99% share of stock inHoldings as a result of that transfer.
$154,106,795. (LaRue,High byTech723, Egan’sUnder Section Maureen

3).44:14; 3103;Dem. Ex. Ex.tax Highbasis in Tech carried over to
Holdings’become MEE tax basis in 803. The claimed tax basis ofoutside

Tech, 722,High Under Section Mau- Egan HighRichard in Tech as of De-
reen inEgan’s tax basis MEE Hold- (Ex.31, 2001, $1,644,242.cember was
ings bywas the amount ofincreased 4). Highof in-His 1% share Tech’s
her tax Highbasis in the 99% of Tech tax in previouslyside basis the con-

Holdings.she totransferred MEE (Id.).$87,602.tributed stock was
Egan’s800. As a result of Maureen High Tech therefore increased its

Fidelityin tax in Egan’scontribution of her interest claimed basis Richard
High Holdings, proportionateTech the 1% share of into MEE stock

$1,556,640. (LaRue,Egans High High bycontend that Tech techni- Tech
4).44:15-18; 3103;cally terminated under Dem. Ex. Ex.Section
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previously contributed stock the804. The stock with the inflated basis in
2002.1,by High JanuaryTech as ofheld

2002, throughout High2002.was sold above,810. As described Egansthe
“stepped-up”Tech used the tax basis positiontook the on those returns that

in that computestock to its taxable Fidelity Highthe Tech transaction
gains and losses from those sales. As “eliminated” more than million in$67

result, High reported capitala Tech capital gain and generated additional
$87,661,000losses of on its 2002 Form capital of“losses” more than mil-$87

44:21-22;(LaRue,1065. Dem. Ex. lion.
5).3105; Ex. 811. In disguiseorder to the true na-

805. The actual tax basis in the stock Fidelityture of the High Tech trans-
Highcontributed to Tech was action, and to reduce the likelihood of

(Dem. 3102).$8,760,194. Ex. ac-The audit,an IRS the Egans made a vari-
tual pricesales when that stock was ety of false statements and material

(Dem.$76,194,486.sold was Ex. returns,omissions on their tax as de-
3105). capital gainThe actual was scribed below.

$67,434,292.therefore
1. Form 1065 for the Short Tax Year806. The inflated claimed basis as a

Ending 21,2001DecemberHighresult of the Tech transaction
(Id.).$163,855,486.was above,812. As described the Egans

thatcontend there was a technicalHigh807. The Tech ac-transaction
termination of High“Old” Tech oncordingly $67,434,292“eliminated” of

21, 2001,December under Sectioncapital gainotherwise-taxable and re-
708(b)(1)(B). result, HighAs a Techin capitalsulted additional claimed

year 21,closed its tax on December$87,661,000. (LaRue,“losses” of
3).(LaRue, 44:9-10;2001. Ex.3105).44:22-23; Dem. Ex.

813. “Old” Fidelity High Tech afiled
Reporting Fidelity HighCC. The of the (Form 1065)partnership tax return

PartnershipTech Transaction on for the short tax year ending Decem-
(Form 1065)Returns (Ex. 3).21,ber 2001.

808. The consummation Fidelityof the Fidelity814. High“Old” Tech filed a
High Tech transaction involved the Section 754 election with its Form
filing partnershipof three tax returns: year1065 for the short tax ending
(1) (Form 1065)partnershipa return 21, (LaRue, 44:9-10;December 2001.

Fidelity 3).Highfor Tech for the short Ex.
21, 2001;year endingtax December 815. Fidelity High“Old” Tech filed a

(2) (Form 1065)a partnership return 743(b)Section statement with its
Fidelity Highfor Tech for the short yearForm 1065 for the short tax end-
yeartax 21between December and (Ex. 3).21,ing December 2001.

(3)31, 2001; partnershipand a return That statement showed how the
(Form 1065) Fidelity Highfor Tech $154,106,795 purportedin step-basis
for 2002. up attributable to the 99% partnership

Ultimately,809. the effect of the artifi- by Eganinterest transferred Maureen
cial instep-up basis was reflected on MEE Holdingsto was calculated and

Egans’the 2002 among previ-individual income tax then allocated the stock
(Form 1040),return Egans ously byas the Highsold contributed to Tech the
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(LaRue,(LaRue, inEgans2001. 2000 and 2001.Egans in 2000 and
4).3). 44:18;44:12-14; Ex.Ex.
Fidelity High820. “New” Tech’s FormFidelity High Tech’s Form816. “Old”

anyprovide1065 for 2001 did notyear endingfor the short tax1065
Eganindication as to how Richard2001,21, providedid notDecember

tax thathad derived the outside basisMaureenany indication as to how
Highhe claims to have had in Techthe outside tax ba-Egan had derived

and that was used to make the basisinthat claims to have hadsis she
adjustments to thestep-up contribut-that was used to makeHigh Tech and

ed stock. There is no indication onadjustmentsstep-up to thethe basis
(or anythat return on statement filednocontributed stock. There is indica-

return)that thatwith his outside tax(or anytion on that return on state-
Highin Tech had been calculat-basisreturn)that that herment filed with

by increasing byed his basisin Highoutside tax basis Tech had
$1,600,000 premiumsin forchargedby increasing her ba-been calculated

long options, regardthe and without$158,400,000by in premiumssis
premiumsto the credited for the shortlongthe andcharged options,for

options. There is no indication that$154,997,563regardwithout to the in
premium actually paid bythe netpremiums op-credited for the short
Egan, through single-Richard histions. There is no indication that the

(In-liability companymember limitedpremium actually paid bynet Mau-
A), $34,368.onlydex wasEgan, through single-mem-reen her

liability company (Optionber limited
3. Form 1065 for the Tax Year End-A), $3,402,437. (LaRue,onlywas

31,ing December 20023).44:14-15; Ex.
Reportinga. of Claimed Losses

1065, High821. On its 2002 Form Tech2. Form the Tax Year1065 for Short
31, reported capitalnet short-term lossesEnding December 2001

(on 4(d))$315,389 K,of Schedule Line
Fidelity High817. “New” Tech filed a

long-term capitaland net losses of(Form 1065)partnership tax return
(on$87,194,495 K,Schedule Lineyear beginningfor the short tax De-

4(e)(1)). 5).(LaRue, 44:23-24; Ex.22, 2001, endingcember and Decem-
reported822. Those losses were on4).(Ex.31,ber 2001.

DSchedule attached to the 2002 Form
Fidelity High818. “New” Tech filed a (Ex. 5). aggregate1065. The

FormSection 754 election with its onreportedamounts Schedule D were
4).(LaRue, 44:17-18;1065. Ex. by groupsbroken out of stock on a

Fidelity High separate819. “New” Tech also statement from Bank.Mellon
743(b)filed a Section statement with The statement showed the number of

sold,its Form 1065. That statement units a description of the stock
$1,556,640 sold,purport-showed how the in the thatdate stock had been

step-up acquired,ed basis attributable to Rich- the date that stock had been
sold, Price,”inEgan’s partnership Highard 1% interest the “Gross Sales

High purportedNew Tech was calculated and Tech’s “Cost or Other Ba-
sis,”among previ- capitalthen allocated the stock and the amount of the loss

ously High by (“Short-Term”/“Long-Termthecontributed to Tech Gain/
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Loss”) (LaRue,by High Tech. byclaimed Form 8275 is used taxpayers and
5).44:24; Ex. income tax preparersreturn to dis-

close items or positions, exceptThe amount shown on the Mellon823.
contrarythose taken to a regula-in theBank statement column labeled

tion, that are not otherwise ade-or Other Basis” was the artifi-“Cost
quately disclosed on a tax return tocially stepped-up Hightax basis that

penalties.avoid certain The form isclaimed to have had in eachTech
filed to avoid portionsthe of thegroup of stock. The amounts shown
accuracy-related penalty due to dis-as “Cost or Other Basis” were not
regard of rules or a substantial un-explained any-or otherwise described
derstatement of income tax if theHighwhere on Tech’s Form 1065.

positionreturn has a reasonable ba-44:24-26).(LaRue,
sis.

Required Explanationsb. Other (Ex. 3137). For items attributable to
and Disclosures a partnership, disclosure should be

made on the tax return partner-of theto D824. The instructions Schedule of
(Id.).ship. If the partnership doesifrequired partner-Form 1065 that a

disclosure,not make the partnertheship “does not use cash cost” to com-
“may make adequate disclosure ofbasis,pute explana-it must “attach an

(Id.).these items.”(Ex. 3616).tion of the basis.”
828. The High Tech transaction wasFidelity825. Because High Tech did

not Highdisclosed on Tech’s 2002not computeuse cash cost to the
Form 1065. If the High Tech trans-basis, itstepped-up requiredwas to

disclosed,action had been likelytheexplanationattach an D.to Schedule
effect would been thathave the risk ofexplanationNo such was attached.
audit and ultimate detection would3616).(LaRue, 44:24-26; Ex. An ad-
have increased.equate explanation, required byas the

instructions, would have included dis-
Reporting Fidelity HighDD. of the Techunderlyingclosure of the transaction

Egans’Transaction on the In-2002that resulted in purportedthe
(Form 1040)dividual Returnstepped-up by Fidelitytax basis used
above,829. AsHigh Tech. described the inflated

by Fidelitybasis created Highthe826. Because the qualifiedtransaction
Tech transaction “eliminated” all ofa reportableas transaction under

capital gainsthe resulting from the1.6111-4T,Temp. Reg.Treas. a disclo-
sale of EMC and other stock held insure statement should have been filed.
High Tech.44:29).(LaRue, No such disclosure

result,anystatement 830. aFidelity gainswas filed with As none of those
(orHigh Tech Form were in-reported Egans’1065 with the on the 2002

return). return,Egans’ taxindividual income tax dividual and no taxes were
(Ex. 5). paid gains.on those

827. FormNo 8275 Disclosure State- 831. The net losses allocated to Mau-
ment was filed any Fidelity High Egan (through Holdings)with reen MEE

(LaRue,Tech 2002 Form Egan (through1065. and to Richard MEE
5). Tech)44:29-31; AccordingEx. Holdings Fidelity Highto the and

form, reportedinstructions to the were on statements attached
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options2002 individual tax re- tributions of the interest rateEgans’to the
(with World)turn, (through Fidelity Fidelitythere other toand from

items) to D. International was more than 65 timesSchedule
greater than economic cost.his

ConsequencesEE. The Tax of the Fideli-
Again, pur-837. the inflated basis wasty TransactionInternational

portedly justified, among things,otherEgansby theClaimed
groundson the that the short options

Fidelitypurpose832. The of the Inter- only contingentwere liabilities under
arti-national transaction was to create (but752,Section and therefore assets

ordinaryficial losses so that the liabilities)not were contributed.
Egans non-qualifiedexercisecould

Egan’s838. Richard tax basis in hisoptions payingstock without income
partnership Fidelityinterest in Inter-tax.

bynational was inalso increased 2001
(1)followingthe amounts: his cashEgan’s1. Richard Basis inClaimed

contributions in amountthe ofPartnershipHis Interest in Fideli-
(2)$9,674,500; the contributed sharesty International
Holding,of Stockton awith value ofon Egan’s833. As reflected Richard

(3)$4,663,135; $325,500 paidthe he toFidelity2001 K-lSchedule for Inter-
acquire Mahoney’s purported 88%national, the amount of con-capital
common inownership Fidelityinterestby Egan duringtributed Richard the

(4)International; and other de minim-year Fidelityto International was
(in $3,184).is amounts a net amount of(Ex. 6).$164,037,227.

3092).(LaRue, 42:112-13; Dem. Ex.above,834. As described under Section
704(d), partner permitteda is to de- 31,839. In its December 2001 Alloca-

part-duct his distributive share of the tion Expenses Fidelityof for Interna-
nership’s onlylosses to the extent of tional, allocated one-halfKPMG of the
his outside tax in partnershipbasis his $1,370,000 advisory fee owed to

partner-interest as of the end of the KPMG, $3,375,000and one-half of the
(beforeship’s yeartax consideration Helios,advisory fee to amongowed all

losses). 42:111).(LaRue,of those optionsthe by Fidelityentered into
above,835. As also described Richard FidelityInternational and World dur-

(Ex. 1502).Egan claims that tax in Fi- date,his basis ing 2001. As of that
delity byInternational was increased Fidelity paidInternational had KPMG

$150,000,000 premiumsthe in charged fee, $685,000,half of its or but had not
openingfor the long op-interest rate yet paid any of the fee owed to Helios.

World,acquired by Fidelitytions but The one-half share of fees to KPMG
by $147,750,000not decreased the in byand Helios were treated as accrued

premiums simultaneously credited to Fidelity 2001,inInternational and al-
Fidelity openingWorld for the inter- capitalizedlocated between and to the

(Id. 42:112;options.est rate short at long options,interest rate and short
3092).Dem. Ex. options,the interest rate close-out the

foreign currency longEgan’s op-836. Richard actual net eco- and short
tions,nomic andopening replacement foreigncost of the interest rate the

$2,250,000.options currency (LaRue, 42:69-73,options.was The tax basis
3070).94;that he claims resulted from the con- Dem. Ex.
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ciallyThe Allocation of reallocated to Egan.$1632. Claimed Richard
(Dem. 14).Mahoney 3070;Million Gain to Ex. Ex. The book-

$163,310,868keeping “gain” of is aabove, on October840. As described
$154,503,242component of the net or-22, 2001, Fidelity en-International

dinary gain reported Mahoney’sonopening foreign currencytered into
(Dem. 3071).2001 Schedule K-l. Ex.option trades with Refco.

30, FidelityOn October 29 and841.
3. The Claimed Allocation $163ofInternational and Refco entered into

EganMillion Loss to Richardreplacementthe trades for theoption
gain legs foreign currency op-of the above,845. partAs described as of the
tions, Fidelityas to which Internation- toplan implement Fidelitythe Inter-

bookkeeping “gain”al recorded a of transaction,national the legsloss
$175,603,084. (LaRue, 42:68; Dem. were to be closed out no later than

1404).3070;Ex. Ex. Fees in the 31, 2001,December in gener-order to
$1,617,246,consisting por-amount of a ordinaryate an in yearloss the 2001.

tion of the Helios and KPMG fees for
above,846. As also described Richardtransaction,Fidelitythe International

Egan Buy-Sellexecuted a Notice dat-capitalizedwere allocated and to those
5, 2001,ed purchaseNovember to(LaRue, 42:68, 102-03;trades. Dem.

88% of membershipthe common in-14).3070;Ex. Ex.
in Fidelityterest International frombookkeeping “gains”842. The recorded

$325,500. result,Mahoney for aAs$175,603,084of were allocated to the
EganRichard now held a 93% com-purported “partners” Fidelityof In-

ownershipmon interest in In-Fidelity(Richard Mahoney,Egan,ternational
ternational and Mahoney held a 5%Helios, uponand based theirAlpha)
interest.ownership interests as of October 29

above,847. As also described on De-30, 42:68,(LaRue, 102-03;and 2001.
3, 2001, Fidelitycember International14).3070;Dem. Ex. Ex.

remaining foreignterminated all cur-Egan843. Richard was allocated 5% of
rency options, including replace-the(Ex. 1404).$8,780,154.“gains,”the or

terminations,options.ment After theaddition, below,In and as described
Fidelity International recorded aincapitalized fees the amount of

inbookkeeping “loss” the amount of$1,617,246 speciallywere en-allocated
(Dem.$176,152,349. 3070;Ex. Exs.(LaRue,tirely Egan.to Richard

14).1404, Fees in the amount of14).42:102-03; 3070;Dem. Ex. Ex.
$1,972,159, consisting portionof a ofbookkeepingBoth the “gain” of

fees,the Helios and KPMG were allo-$8,780,154 the ofcapitalizedand fees
capitalizedand tocated those trades.$1,617,246 componentsare of the

(Dem. 14).3070;Ex. Ex.$158,630,922 ordinary report-net loss
Egan’sed on Richard 2001 Schedule 848. The “loss” in the amount of

(LaRue, 42:103-04;K-l. Dem. Ex. $176,152,349 pur-was allocated to the
6).3071; Ex. ported “partners” Fidelityof Interna-

(RichardMahoney Egan, Mahoney,844. Samuel was allocated tional Hel-
$163,310,868. ios,“gains,” Alpha) upon93% of the or and based their

Mahoney’s ownership93% interest in the interests as of December
(Dem. 14).$1,617,246 3, 3070;capitalized spe-of fees was 2001. Ex. Ex.
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CapitalizationEgan was allocated 93% 4. The of Fees849. Richard
(Ex.“loss,” $163,821,685.orof the

purposes calculating853. For of the
1404). addition, capitalizedIn fees in

amount of the “loss” on the 2001
$1,972,159 special-the amount of were 1065, Fidelity cap-Form International

ly entirely Egan.to Richardallocated $4,745,000,totalingitalized fees of
(Dem. 14).3071; Ex. Both theEx. $1,370,000 payablewhich was to

$163,821,685bookkeeping “loss” of $3,375,000 payableKPMG and was to
$1,972,159capitalized ofand the fees Helios. Those fees were accrued and

$158,630,922componentsare of the capitalized into the tax basis of the
ordinary reportednet loss on Richard options (includinginterest rate the

(Dem.K-l.Egan’s 2001 Schedule Ex. options) foreignclose-out and the cur-
6).3071; Ex. rency options (including the replace-

(LaRue,options). 42:69-70,mentMahoney850. was allocated 5% of the
43:80-82; 14).“loss,” $8,807,618. 3070;Ex.Mahoney’s Dem. Ex.or 5%

$1,972,159in capital-interest the of capitalization854. The of fees to the
speciallyized fees was reallocated to $4,745,000in theoptions amount of

(Dem. 3071;Egan. Ex.Richard Ex. $3,375,000included 100% of the fee
14). bookkeepingThe “loss” of payable to Helios and more than 90%
$8,807,618 componentis a of the $1,500,000 payableof the fee to
$154,503,242 ordinary gain report-net KPMG.

Mahoney’sed on 2001 Schedule K-l.
capitalization855. The of infees that(Dem. 6).3071;Ex. Ex.

contraryamount was to the treatment
capitalization851. The effect of of fees in workpapers.KPMG’s KPMG’s

foreign currencyto the options and workpapers onlyreflect that one-half
replacement optionsthe was to de- capitalizedof these fees were to be

gains,crease the amounts of the and and that the remainder could not be
losses,increase the amounts of the Fidelitydeducted until International

by Fidelityrecorded International. (LaRue, 42:72-73;liquidated.was
3070).(LaRue, 42:94-95; Dem. Ex. 1502,14).Exs.

initially852. The fees that were allo- incapitalization856. The of fees that
Helios,Alpha, Mahoneycated to and contraryamount was also to the con-

with respect to them allocable owner- of Sidley opinionclusion the Austin
interests,ship speciallyallwere real- opinionletter. The letter states that

Egan.located to Richard The effect of portion advisoryall or a of the fees
specialthe toreallocation Richard organizationalcould be treated as or

Egan was to increase his distributive 709(a).syndication fees under Section
$1,673,435byshare of the net loss (Ex. 121). Organizational bypaidfees

(from $156,956,487a net loss of to a and,partnership capitalizeda are at
$158,630,922),net loss of in-while election,the partnership’s amortized

creasing Mahoney’s distributive share months, Syndicationover 60 fees are
of gain decreasing Alpha’snet and capitalized,also but are not amortiza-
and Helios’ distributive shares of net ble or deductible. The fees therefore

(LaRue, 42:99-104; fullyloss. Dem. Ex. could not have been deducted in
14).3071; 121).(LaRue, 42:73-78;Ex. 2001. Ex.



171

Rich- Egan’sThe Reallocation of Fees to 863. Richard5. distributive share
Egan gainsof the netard and losses recorded

by Fidelity International in 2001 wasforeignThe allocated to the857. fees
(Ex. 6).$158,630,921.a loss of Thatcurrency options, including the re-

amount included 5% gainof the fromplacement options, initiallywere allo-
the of gain legsclose-out the of theFidelitycated between the Interna-
foreign ($8,699,291),currency tradesprofiton theirpartnerstional based
93% of the loss from the close-out of1502).(Ex.sharingand loss ratios.

legs foreignthe loss of the currencyKPMG, however, allreallocated the
(<$165,655,778>),options spe-and a(Id.).Egan.fees back to Richard Ul-

cial capitalizedreallocation of fees intimately, 100% of the allocated tofees
$1,674,435,the amount of producing aoptions al-foreign currencythe were
$158,630,921. (LaRue,net loss of(LaRue,Egan.located to Richard

6).42:110; 3071;Dem. Ex. Ex.14).42:100-03; 3071;Dem. Ex. Ex.
Mahoney’s864. distributive share of

858. That reallocation is inconsistent
gains bythe net and losses recorded

with the effect of the trans-purported
Fidelity International in 2001 was aaction, attempted jus-and there is no

(Ex. 6).$154,503,242.gain of That
explanationtification or of the alloca-

amount gainincluded 93% of the(LaRue, 42:104;tion in the record.
($161,806,820), 5% of the loss2151).Ex.
(< $8,906,225>), specialand a realloca-

of859. The effect of the reallocation capitalizedtion of fees from him to
Eganthe to Richard in-fees was to Egan,Richard which increased his net

$1,674,435.reported bycrease his loss $1,602,647 $154,503,242.gain by to
(Dem. 3071).Ex. (LaRue, 42:110; 3071;Dem. Ex. Ex.

6).Fidelity860. International did not
specialmake a allocation of the fees Fidelity865. International allocated a

optionsallocated to the interest rate $158,630,921net loss of to Richard
(La-optionsand close-out for 2002. Egan Egan’son Richard K-Schedule

42:107-09).Rue, (Dem. 6).3071;Ex.1. Ex.

Fidelity866. International allocated a
Reporting FidelityFF. The of the Inter- $154,503,242gain Mahoneynet of to

national Transaction on the 2001 (Dem.Mahoney’son K-l.Schedule
(Form 1065)Partnership Return 6).3071;Ex. Ex.

Netting1. The of andGains Losses Reporting2. The theof Loss as “Oth-
Fidelity part-861. International filed a er Income”

(Form 1065)nership return for the 867. Schedule K of the Form 1065 is a
(Ex.15,year2001 on Apriltax 2002. summary schedule that is used to re-

6). port partners’all of the of vari-shares
1065, income, loss,gain,862. 2001 deduc-gainsOn the Form the ous items of

42:114-15).(LaRue,and losses from the transaction were tion and credit.
21reported through pagenetted on Schedule K and as Lines 1 on the first

income,$4,138,665. gains,a net in the Form 1065 detail theloss amount of of
(LaRue, 42:95-96; 3070; deductions, part-Ex. from theDem. and losses

6). activities.nership’sEx. trade or business
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(LaRue,categories of transactions.part-income or loss from theThe net
2735).43:10-11; Ex. The instructionstrade or business activities isnership’s

state, amongfor Form 4797 otherby totaling these amountscomputed
(Id. 42:113-15). reportit tothings, that should be used22. aton Line

(1) ...exchange“The sale or ofK used toLine 1 of Schedule is868.
in or busi-[p]roperty yourused tradenet income orreport partnership’sthe

(2)”; of non-dispositionness ... “Theor business activi-loss from its trade
(other inventory orcapital assets thancarryovera amount fromties and is

primarilyheld for sale toproperly22 of the FormpageLine on the first
ordinaryin course ofcustomers the(Id. 2719).43:7-8; Ex.1065. at

(3)business)”; “Theyour trade or and2 KthroughLines 6 of Schedule are
not re-disposition capitalof assetsreport typesused to several different
(LaRue,ported on D.”ScheduleGenerally, any incomeof income.

2735).43:10-11; Ex.requiredthat is not otherwise to be
through1 6 ofreported disposition foreignon lines 873. The of curren-

reported cy options required reportedK is on Line 7 is to beSchedule
(“Other (loss)”) K. by partnership,income of Schedule on Form 4797 a unless

2719).(LaRue, 42:115; options inventoryEx. or proper-the were
ty held for sale to customersprimarily$4,138,665The net from the869. loss

ordinaryin of orthe course businessFidelity International transaction was
dispositions reportedthe were onKreported on the Schedule of Fideli-

43:10-12;(LaRue,D.Schedule 44:42-ty International on Line 7 as “Other
2735).47, 89-90; Ex. Because nei-(loss).” (Ex. 6).Income

exceptions applica-ther of these are
Currency ble,Op- any Fidelity foreign3. The Treatment of the International

currency gainstion “Loss” as a Section 988 Loss or losses should have
(La-reported on Form 4797.beenA again870. Section 988 or loss is

43:11-12).Rue,gain resultingor loss from a taxable
Fidelity874. International did not re-disposition foreign-curren-of certain

port any foreign currency gains orcy-denominated instruments. Section
losses on a Form 4797.gains generally988 and losses are

ordinarytreated as income and ordi- 875. the 2001workpapersKPMG’s for
losses,nary rather than capitalas FidelityForm 1065 of International

(LaRue,gains and capital losses. that originally plannedshow KPMG to
42:117). Currency option trades are $4,138,665report the net loss of from
treated as Section 988 transactions. foreign currencythe a Formtrades on

14).43:8-9;(LaRue,4797. Ex.gains871. The from the ter-and losses
preparedKPMG a draft schedule enti-foreign currency op-minations of the

(Ex.tled “Form 4797-Attachment.”replacement optionstions and the
14).by Fidelitywere treated International

(Id.gainsas Section 988 and losses. actually876. filed as anThe schedule
6).42:117;at Ex. attachment to the 2001 Form 1065

schedule,was identical to the draft
4. The Failure to File a Form 4797 except that “Form 4797-Attachment”

4797, replacedin title with “Form872. Form entitled “Sale of Busi- the was
1065, 3, In-Property,” report Pageness is used to six Line 7—Other
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come/(Loss) If Egan’s881. Richard allocated loss—Attachment—Section
Gain/(Loss).”Currency properly reportedhad been 1Foreign988 on Line

6).(LaRue, 43:9-10; K-l,Ex. of his and on Part IISchedule of
1040,Schedule E of the 2001 Form

ReportThe Failure to the Net Loss5. that loss could not have been netted
as a “Trade or Business” Loss against ordinary recog-the income

by Egansnized the from the exercisethe “Schedule of Activities” on877. On
optionsof the EMC stock on State-partner,K-l for eacheach Schedule

Egans’ jointment 1 of the 2001 FormreportedInternational theFidelity
1040 or on Line 21 on the face of theirgainspartner’s distributed share of

(Id. 43:22-23).2001 Form 1040. atforeign currencyfrom theand losses
a column “GEN.options under labeled

The(Ex. 6). 6. False Entries on Schedules LThe reference “GEN.T/B.”
and M-2foreign currencymeant that theT/B”

gains and losses arose from “General Purposea. The of LSchedule
or Business” activities.Trade

(“Bal-882. LSchedule of Form 1065Fidelity International did not re-878.
Books”)perance Sheets is used to$4,138,665port the net loss of from

report the partnership’s balanceforeign currency optionsthe on the
beginningsheets as of the and the endThatpartnershipface of the return.

year. partnershipof the tax The is
failure was inconsistent with the de-

required reportto the beginning andscription of that loss as a “GEN. T/B.”
ending balances of the partnership’s(Id.).
assets and and partners’liabilities the

$4,138,665If the net loss had been879. capital “partners’accounts. The capi-
loss,reported as a trade or business analogoustal accounts” is to the cor-

should have onreportedthe loss been porate concept equity.”of “owners’
Line 6 of the first of the Formpage (Id. 43:32-33).at

net loss would then have1065. The
L883. Schedule is an informationalK,1carried over to Line of Schedule

None of the re-schedule. numberspartner reportingwith each then their
carry throughported on the schedulegainsdistributive share of the and

directly to taxpartners’the individualreflected in the net loss on Linelosses
providesL infor-returns. Schedule(La-partner’s1 of each Schedule K-l.

maymation that be useful to the IRS43:7-8).Rue,
and thetesting completenessin the

$158,630,922Egan’sIf Richard880.
income,accuracy amounts ofof other$4,138,665distributive share of the net

loss, deduction,gain, and credit that
1reportedloss had been on Line of

may reportedbe elsewhere on theK-l,his Schedule that loss would (Id. 43:33).Form 1065. at
IIreportedhave been on Part of

Egans’Schedule E of the 2001 individ-
FidelityThe Internationalb. 20011040).(Formtax Ifual income return

Schedule LIIreportedthat loss had been on Part
E, L for the 2001of the net amount would 884. Line 8 of ScheduleSchedule

Fidelity Form 1065 re-reportedhave carried over and been International
an of investments”portson line 17 on the face of the Form asset “Other

(Id. 43:22). $294,800,575.totaling1040. at
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optionsof L in 890. Even if interest rate3 the Schedule the885. Statement
out,Fidelity1065 of had not closed theInter- been referencethe 2001 Form

in Fidelitya todescription of how “Investment World” asnational includes
(Id. $150,304,982an with a value ofwas determined. at assetthat amount

6).43:33-34; premiumEx. Statement 3 shows would still false. The netbe
paid optionsfor rate“ending”an “Investment for the interest wasbalance

$2,250,000. (LaRue, 43:36;onlyin theFidelityin amount of Dem.World”
3075). Furthermore,$150,304,982 “ending”an balance Ex. theand interest

Exchange Options” options acquiredin rate a“Foreignfor when had val-
(Ex. 6).$134,832,153. than premium,ue of even less the netthe amount of

portionsignificantbecause a of the
premiumnet was attributable to Ref-(1) Fidelityin“Investment

co’sfees.$150,304,982ofWorld”
Furthermore, event,and in any891.

886. of in Fi-listingThe “Investment
the an investment in Fi-reference to

andelity as asset with anWorld”
delity in Statement ofWorld 3 Sched-

in“ending” balance the amount of
L with Fidelityule is inconsistent

$150,304,982 representtoappears the
a disregardedWorld’s treatment as

$150,000,000 topremium acquire the 43:35).(LaRue,entity.
rateopening long options,interest

$304,982 inplus capitalized advisory (2) “Foreign ExchangeInvestment in
43:34-35).(LaRue,fees. $134,832,153Options” of

on887. The reference Statement to3 892. onThe reference Statement 3 to
an “ending” Fidelitybalance for “Foreign Exchange Options” with an

$150,304,982World of was false. “ending” in thebalance amount of
Fidelity888. The value of World as of $134,832,153 false.is

31, 2001,December was zero. Fideli- 893. The asset was notlisted the for-
ty noWorld owned assets on that date eign options,currency but relates to

•offsettingother than the interest rate options.the foreigninterest rate The
options, and those had no value. The currency had beenoptions terminated
10-year optionsCMS and op-LIBOR 31, 2001,prior to December and were
tions had been closed out on Novem- longerno on the books of Fidelity

6, 2001,ber makingwith Refco a net International of the end ofas its 2001
payment Fidelityto International of (Id. 43:37-39;year.tax at Dem. Ex.
$1,493,641, representing the then-ex- 3070).
isting Thus,thosevalue of trades. purported “Foreign894. The Ex-
while optionsthe interest rate re- with anchange Options” “ending” bal-
mained on Fidelitythe books of $134,832,153,ance in ofthe amount
World, they no remaininghad value. represents amount of premi-the the
(Id. 43:35-37, 39; 3075).at Dem. Ex. Fidelitycharged byums to World

Egans889. The and their Refco for the close-out interestadvisors rate
reasonably fees,knew or long options, plusshould have allocated with-

premiumsknown outFidelity regardthat the value of to the credited
31, 2001,World as of December was for the close-out interest rate short

23:49-50;(Shea,zero. Egan, options, regardM. and without to the
1275).12:31-33; $1,493,641Ex. premiumnet credited and
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reportedendingRefco in balances on ScheduleFidelity byto Worldpaid
(Line 8(d)),(LaRue, 43:37-39; L for “Other investments”Dem. Ex.2001.

(Line 14(d)),3075). “Total assets” “Partners’
(Line 21(d)),capital accounts” andoptions had nointerest rateThe895.

(Linecapital”“Total liabilities and(La-31, 2001.as of Decembervalue
(Id.).22(d)).3075).43:39;Rue, Ex.Dem.

6, 2001, paidRefcoNovember896. On 899. Each of those balances was over-
cash in theFidelity 150,-International by aggregatethe sum ofstated $

$1,493,641 the offsetof from 304,982 $134,832,153,amount and or
43:39-41).trades. Those funds were $285,137,135. (LaRue,of these

Fidelityout of Interna-transferred inThe amount shown answer to
account on DecemberRefcotional’s “Question FidelityF” on the face of

10, 2001, in amountwith interest the 1065,2001 Form whereInternational’s
2095).(Exs.$2,807. 14,of Fidelity International listed “Total as-

$300,403,052,of was also over-sets”their advisorsEgansThe and897.
(Id.$285,137,135.bystated at 43:40-reasonably haveor shouldknew

6).41; Ex.“Foreignthat the reference toknown
“ending”Options” with anExchange

$134,832,153in the amount ofbalance Purpose M-27. The of Schedule
Egan and Patfalse. Michaelwas

900. L to the Form 1065Schedule
op-that interest rateknew theShea

beginning ending ag-shows the and
of zero after thetions had a net value

gregate partners’of thebalances6, 2001.trades on Novemberoffset
capital M-2 rec-accounts. Schedule23:49-50).(M. Shea,12:31-32;Egan,

beginning endingonciles those and
in her notes that theCalkins recorded

summaryaby providingbalances de-
optionsthe interest rate“value” of

scription of the events that increased(Ex.after November 6 was “$0.”
duringand decreased that account1275). SummaryThe of Transaction

year.the
areported Egansto the that as result

an informational901. Schedule M-2 istrades,enteringof into these offset
amountsschedule. None of theeco-Fidelity World “eliminated its
directlyon the Schedule M-2showngainof or loss on its Octo-nomic risk

carry through partners’to the individ-9, realized” anber 2001 trades and
pro-1040. M-2ual Forms Scheduleloss ofaggregate net economic

may usefulinformation that bevides(Ex. 2).$756,359.
testing completenessthe in theto IRS

other of(3) accuracyand the of amountsReportingEffect of the FalseThe
deduction,income, loss, andgain,Lon Schedule

may reported elsewherecredit that be$150,304,982of898. The false amounts
(LaRue,the 1065. 43:41-on Form$134,832,153that were describedand

42).L werein Statement 3 to Schedule
1on Line of902. The amount shownendingin the balance ofincluded

8(d) amountM-2 is the sameon Line of Schedule“Other Investments”
21(b) L.on Line of ScheduleFidelity International’s shownSchedule L of

(Ex. 6). ofon Line 9inclu- The amount shownForm 1065. The2001
amountis the samethe Schedule M-2of these amounts overstatedsion
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21(d)on Line of Schedule L. 910. The amount asshown shown Richard
(Id.). Egan’s “Capital ataccount end of

(e)year” in Column of Item J of his
(Id.Fidelity $286,827,488.The International K-l8. 2001 Schedule was

6).43:55;M-2 at Ex.Schedule

4, 7,The amounts shown on lines amount,903. reported911. Based on that
Fidelityand 9 of International’s M-2 Egan’s partnership capi-Richard total

(Id. 43:43-44; tal,at Dem.were false. before consideration of the
3084). $158,626,538Ex. him,net loss allocated to

$445,454,026.purportedlywas As re-904. The amount shown on Line 4
$158,626,538ported, Egan’sRichard(“Other increases”) bywas overstated

allocated loss was of the total36%$134,832,153. (LaRue, 43:53-54;
(LaRue,capital.amount of his 43:58-3084).Dem. Ex.

3086).59; Dem. Ex.(“Oth-905. The amount show on 7Line
decreases”) 912. The correct amount of Richardbyer was understated

Egan’s “Capital at$150,304,982. (LaRue, 43:53-54; account end of
$12,806,195.3084). year” (LaRue,wasEx.Dem.

3087).43:59-60; Dem. Ex.906. The net effect of the overstate-
4ment on Line and the understate- amount,913. Based on that corrected

ment on Line 7 was that the net Egan’sRichard total partnership capi-
(“Balanceamount shown on Line 9 at tal, before consideration of the

year”)end of bywas overstated $158,626,538 him,net loss allocated to
$285,137,135. $171,432,733.was therefore Richard

$158,626,538Egan’s allocated loss wasending907. The correct balance of the
therefore 93% of partnership capi-hispartners’ capital accounts was

(LaRue, 43:59-60;tal. Dem. Ex.$11,205,917. The amount shown on
3087).FidelitySchedule M-2 of Internation-

2001al’s Form 1065 was therefore 1065,914. On its 2001 Form Schedule
2,645%. (LaRue,byoverstated 43:53- L, 8(d), FidelityLine International re-
3084).54; Dem. Ex. ported endingan balance for “Other

inEgan908. Richard and his investments” the amount ofadvisors
6).(Ex.$294,800,575.reasonablyknew or should have The correct

$9,663,440.that amount wasendingknown the balance of the The total was
$285,137,135,partners’ capital byaccounts thereforewas dramat- overstated

3,051%. (LaRue, 43:52-53;ically overstated. or Dem.
3083).Ex.

9. The Effect of the False Schedule 1065,915. On its 2001 Form Schedules
M-2 on the K-lSchedule M-2, FidelityL and International re-

909. The aggregate amounts shown on anported ending balance for “Part-
Schedule M-2 are broken out and capitalallo- ners’ accounts” in the amount

(Ex. 6).among $296,343,052.cated partners,the various and of The correct
J,reported separately $11,205,917.on Item Col- amount was The total

(a) (e),through respec-umns of their bywas therefore overstated
(LaRue, $285,137,135, 2,645%.tive (LaRue,Schedule K-ls. 43:54- or

55). 3084).43:53; 3083,Dem. Exs.
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requirementsand indisclosure found“Analysis partner’s capi-ofFor its916.
K-l, J, 6662(d)(2)(B):account,” andItem Sections 6111Scheduletal

(e), International re-FidelityColumn aAny information or statements
“Cap-had aEganthat Richardported topartner complyneeds with sec-

year” in theaccount at ofital end (registration of tax shel-tion 6111
6).(Ex.$286,827,488. Theamount of (re-ters) 6662(d)(2)(B)(ii)or section

$12,806,195. Theamount wascorrect adequate ofgarding disclosure
byoverstatedwas thereforetotal may under-that cause anItems

(LaRue,$274,021,293, 2,240%.or tax).ofstatement income
6).59-60; 3087;43:55, Ex. Ex.Dem.

(Id. 2719).43:63-64; Ex.at
hisEganRichard and advisors917.

ofpurposes922. For of the reductionknew, should havereasonablyor
accu-the substantial-understatementknown, stated histhat amount onthe

racy-related penalty, Sectionat“CapitalK-l AccountforSchedule
6662(d)(2)(B)(ii)requires part-that adramaticallyYear” was over-End of

adequately the rele-nership disclosestated.
affecting item’s taxvant facts the

in the intreatment return or a state-of the FalseThe Ultimate Effect10.
attached to the return and thatmentL M-2Schedules and

for thethere be a reasonable basisThe effect of the false statements918.
bytax of such the tax-treatment itemM-2,L and onin and Rich-Schedules

6662(d)(2)(B)payer. While SectionK-l, wasEgan’sard Schedule to ob-
provides a re-generallyfurther formagnitude the allo-the of lossscure

if item is ade-penaltiesduction of ancompared toEganto Richard ascated
disclosed,quately SectionFidelityin In-his actual investment

6662(d)(2)(c) that Sectionprovides43:60-61).(LaRue,ternational.
6662(d)(2)(B) to “taxapplydoes notamount had beenIf the correct919.
shelters,” includeare defined towhichEgan’s “Capitalon Richardreported

ofprincipal purposethepartnershipsat of Year” on theAccount End
ofwhich is the avoidance or evasionK-l, J, (e),inItem ColumnSchedule

tax.federal incomethe ofit would have increased risk
Sched-Egan’s923. Line 25 of Richardby the Internaland detectionaudit

left2001 2002 wereule K-ls for andRevenue Service.
therefore did not discloseblank andmadeThe false entries were delib-920.

itemsany regardinginformation theerately Fidelityin order conceal theto
the understatement ofthat causedfromInternational transaction IRS

(LaRue,Egan’sRichard income tax.scrutiny.
7).43:65; 6,Exs.

Failure Disclose the11. The to
Form 8275Transaction Otherwise b.

K-l, Line 25a. Schedule by taxpayersis924. Form 8275 used
topreparersfor and income tax returnThe 2001 Form921. Instructions

exceptpositions,items ora to discloserequire partnership1065 disclose
contrary regulation,ataken toany25 of K-l thoseon Line the Schedule

dis-adequatelyare otherwisepartneror a that notinformation statements
onDisclosureon a tax return.registrationthe closedcomplyneeds to with
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(LaRue, 43:74;options.a totaxpayerForm 8275 allows avoid rate Dem.
3075).(LaRue, 43:65-66;certain Ex.penalties.

3137).3135, in theExs. As set forth Richard wasEgan928. allocated
8275,for Form the formInstructions $1,778,122 $1,911,959of the loss.

may ofportionsbe filed to avoid the reportedThat amount as anwas “oth-
accuracy-related due topenaltythe loss on his 2002er” Line 7 of Schedule

disregard rules or a un-of substantial (Ex. 7).K-l.
ofderstatement income tax if the re-

turn has aposition reasonable basis. Purporteda. The 988“Section Loss”
3137).43:66-67; 3135,(LaRue, Exs.

This929. loss was described in the
partner-For items attributable to a

2supporting Statement to Line 7 of
onship, disclosure should be made the

Fidelity International’s 2002 Schedule
tax Ifreturn of the thepartnership.

as a ForeignK “Section Currency988
partnership does not make the disclo- Gain/(Loss).” (Id.).
sure, may adequatepartnerthe make

Egan’s930. Richard 2002 Schedule K-(LaRue,disclosure theseof items.
similarly1 described his allocable3137).43:66-67; 3135,Exs.

share of this loss as a “Section 988925. A 8275Form was not filed with
Gain/(Loss).” (Id.).Foreign CurrencyFidelity International’s 2001 or 2002

description931. The of the loss as apartnership returns or with the
foreign currencySection 988 loss oc-orEgans’ 2001 2002 1040s.Form

(LaRue,curring in 2002 false.was232).(LaRue, 43:68-69; 8,6, 7,Exs.
43:74-75).

K-l,c. Schedule Line G First, foreign currency options932. the
allhad been interminated 2001. No926. The instructions to Form 1065 re-
loss in 2002.such occurredquire partnershipa to show its tax

Second,registration optionsnumber if 933. the interest-ratepartnershipthe
nothingto had torequired registered foreignis be as a tax do with curren-
(Id. 43:82).3139A).(LaRue, 43:69; cy. atshelter. Ex.

(“TaxItem registrationG shelter Third, options934. the interest-rate
number”) left blank 2001was on the (that is, the optionsLIBOR and the
and 2002 Schedule K-ls of Richard options) capitalCMS were short-term
Egan partnersand the other Fideli-of for pur-assets federal income tax

(Exs. 7).ty 6,International. (Id. 43;76-78).atposes. The claimed
was toloss attributable the close-out

Reporting FidelityGG. The of the Inter- 2002;of the optionsinterest-rate in
national Transaction on the 2002 event, however, actuallythat occurred

(Form 1065)Partnership Return in 2001.
Reporting1. The Capitalof the Loss

ReportTheb. Failure to theOrdinaryas an Loss
Loss on Schedule D2002,927. FidelityFor International

reported $1,911,959ofa loss Line 7on 935. Schedule D to Form 1065 (“Capi-
(Ex. Losses”)of K ofSchedule its Form Gains by1065. tal and is used a

7). amount, $1,155,600Of that was topartnership report short-term and
long-termattributable to the of capitalallocation the andgains losses.
(Id. 43:76). $1,911,959KPMG and Helios fees atto the interest- Because the
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above, areindividualsloss, notedit 940. Ascapitala short-termloss was
lossescapitalto deductpermittedoninitially reportedhave beenshould

only theordinary income toagainstover tocarriedD and thenSchedule
(Id. at$3,000 year.perofextent4(d) International’sFidelityofLine

43:90-91).haveK. It should not2002 Schedule
Sched-line 7 of theonreported Eganbeen wereand Maureen941. Richard

ordinary loss.988K as a Section $3,000 capitalule subject to thisalready
43:76-78).(Id. cap-at therespect tolimitation withloss

onthey claimingthat wereital losses$1,911,959 had beenlossIf the936.
the Fideli-Form 1040 fromtheir 20024(d) Fi-ofon Linecorrectly reported

(Id. attransaction.ty High TechK,Scheduledelity International’s
232). there-43:91; They wouldEx.ofsharedistributivepartner’seach

anyable deductfore have been tonotonreportedhave beenthat loss would
they werelossportion of the that4(d) 2002respectiveof theirLine

Interna-Fidelitytheclaiming from43:79).(Id. atK-ls.Schedule
beenif that loss hadtransactiontional

sharedistributiveEgan’sRichard937. as a short-termreportedproperly
$1,778,122,loss, waswhichof the loss, as an ordi-capital rather than

on Linereportedhave beenshould nary loss.
4(d) K-l as aof his 2002 Schedule

loss, Line 7not oncapitalshort-term CapitalA Lossd.
43:82).(Id. atordinary loss.as an

were awareEgans’ advisors942. The
from theanyfact thatof losstheResulting Tax BenefitThec.

capitala lossoptions wasrateinterest
RichardEgans claimedThe938. For exam-ordinaryand an loss.not

of$1,778,122distributive shareEgan’s 2001,11, Ha-JamesDecemberple, on
loss onFidelity Internationalthe 2002 and ReissSpeissan e-mail tober sent

ordi-1040 as an2002 Formjointtheir the interestdescribing the loss from
(with oth-reportedItnary loss. was Initialfromas “STCLoptionsrate
income”)(“Otherlosses) 21 1584).Line (Ex.er on “STCL”Trades.”Rate

(Ex. 232). Thethe Form 1040.of capitalfor “short-termacronymis an
supportingin the 2002,loss was described 13, Reiss sentJuneloss.” On

“FidelityLine 21 as1 toStatement to the lossreferringto Sheaan email
988Currency Advisor—Sect. (Ex. 1883).Int’l. On Febru-as a “STCL.”

(Id.). to14, 2003, an e-mailGain/Loss.” Reiss sentary
thethe loss fromreferring toSeaverthus reducedclaimed lossThe939.

aas “STCL.”optionsrateinterestadjusted gross2002Richard Egan’s
(Ex. 2133).(LaRue,$1,778,122. 43:92-byincome

93). Egan had oth-Although Richard
ofAccrual Methodof the2. UseThein-already his taxablereducederwise

Accountingsubject tozero, he was stillcome to
ac-ofmethodthe accrualTax 943. UnderMinimumthe Alternative

in therecognized232). is(Ex. counting, income(“AMT”) rate of 28%.aat
occurredall events haveyear in whichofordinary lossThe claimed

to receivetaxpayer’s righttheto fixliabilityhis AMT$1,778,122 reduced
can be43:89-92). and the amountthat income(LaRue,$497,874.by
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certainty.with on 21 the firstreported pagedetermined reasonable Line on
theExpenditures Egans’are as hav- of 2002 Form 1040 wouldconsidered

ayearmade in the which all have increased from loss ofing been in
$2,309,970 approximatelyto a loss ofevents have occurred to the tax-fix

(Id.).million.$5payer’s liability for the expenditure,
can grossthe amount be determined with 949. The shownincome on the

1040,ofcertainty, Egans’economic face the Formreasonable and 2002
(LaRue, ofperformance has before consideration Richardoccurred.

42:82-83; Egan’s distributive of the§ share 2002Reg.Treas. 1.461-
Fidelity loss,1(a)(2)). ap-International was

(Ex. 232).proximately million.$15944. the cash of ac-Under method
A million loss have$5 would beencounting, income is inrecognized the
about one-third of total amountthe ofyear in cash or property havingwhich

income,the before consideration ofan ascertainable fair value ismarket
loss, shownthe on the face of theactually constructively byor received

Egans’ (LaRue,2002 Form 1040.the andtaxpayer, expenditures are
42:92-93).recognized ingenerally yearthe that

The950. income on theshown face(LaRue, 42:83;cash paid.is Treas.
Egans’theof 2001 Form 1040 was1(a)(1)).§Reg. 1.461—

million,approximately before$230Fidelity945. OperatingInternational’s
Egan’sconsideration of Richard. dis-Agreement stated that “For income

tributive share 2001 Fidelityof thetax and financial accounting purposes,
(Ex. 8).International loss. Thethe shallcompany use the cash meth-

million in fees shifted back$2.7(Ex. 2).accounting.”od of
2002from to 2001 under the accrualFidelity adopted946. International the

a relativelymethod is small amountaccountingaccrual method of on its
comparedwhen with the mil-$2302001 Form 1065 and methodused that

income,lion of 2001 whereas thatin determining income, gains,its loss-
amount,same had it been recog-es, and deductions for its 2001 and

innized 2002 under the cash meth-
(LaRue, 42:86;2002 tax years. Exs. of accounting,od havewould been a6,7).

relatively large comparedamount
947. The effect of accrualadopting the with the million of income$15 re-

accounting,method of thanrather the ported by Egansthe in 2002. It
method,cash was to taxshift the rec- would have considerablybeen more

ognition of approximately million$2.7 conspicuous reportto the same dol-
of andKPMG Helios fees from 2002 2002,lar amount in when income

42:91).(LaRue,back to 2001. low, than 2001,was to it inreport
Reiss,According948. to the fees were high. (LaRue,when income was

“shifted fromback 2002 2001 toto 42:92-93).
keep the total milloss below for$2

(Ex. 2133). 3. The False2002.” Statements on Sched-If those fees had
Lules and M-2 onand Richardmethod,been reported under the cash

Egan’s Schedule K-lFidelity reportedInternational’s 2002
loss would have by approxi-increased ending951. The misstated balances on

(frommately $1,911,959million to$2.7 Lthe Schedules and of theM-2 2001
million). (LaRue,approximately $4.5 FidelityForm 1065 of International

42:91-92). (andThe amount of net loss onthe Richard Egan’s Schedule K-
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in$147,444,792 its1) endingForm as balanceto the 2002carried overwere
7).(Ex. Fidelity as of the of 2002.balances. World endbeginningas1065

totalresult, Fidelity International’s That amount was included in theaAs
for “Other itsbeginning2002 balances of “other investments” onamount

8(b)),(Schedule L, (Line (“Other8(d)Lineinvestments” L2002 Schedule
(Schedule L, 7).Line investments”)). 43:84;“Total assets” at Ex.{Id.

14(b)), capital accounts”“Partners’ result, amounts forreportedAs a the
(Schedule 21(b)), “Bal-L, andLine (Schedule 14(d)L,“Total assets” Line

(Scheduleyear”at ofbeginningance Question F), ac-capitaland “Partners’
1) byM-2, Line each overstatedwere (Schedule L, 21(d)), andcounts” Line

(LaRue, 43:39-40;$285,137,135. Ex. (Scheduleyear”“Balance at end of
(a)7). ac-J, (“CapitalItem column 9)M-2, byallLine were overstated
year”) Rich-at of onbeginningcount 7).$147,444,792. (LaRue, 43:84; Ex.

K-l wasEgan’sard 2001 Schedule and advisorsEganRichard his956.
(LaRue,$274,021,293.byoverstated reasonably haveknew or should

7).43:59-60; Ex. Fidelitythe value ofknown that
Fidelity Inter-The listed forvalue952. zero.as the end of 2002 wasWorld of

Fidelityinnational’s “Investment (e)J, ac-(“CapitalItem column957.
World,” report-incorrectlywaswhich year”)at of Richardcount end on

1065, againthe Form wased on 2001 alsoK-l wasEgan’s 2002 Schedule
on Formincorrectly its 2002reported (LaRue,substantially overstated.

7).43:83-85;(LaRue, Ex.1065. 7).43:85-86; Egan’sEx. Richard
$150,304,982 reportedThe amount953. $1,778,122 of thesharedistributive

“Invest-Fidelityas International’s Fidelityreported byloss International
of the endFidelityin World” asment thethe terminations ofin 2002 from

wasbeginning2001 and of 2002of the relativelyoptions wasinterest-rate
premiumstotal of thethe amount $158,998,038to thecomparedsmall

theFidelity forcharged to World capitalendingas hisreportedamount
long optionsrateopening interest balance, relatively largebutaccount

$304,982 tothe fees allocated(plus of endingto the correctcomparedwhen
KPMG), re-options bythose without approxi-balance ofcapital account

to Fi-premiumsto creditedgard the to million.mately million$12 $14openingthe interestdelity World for 7).(LaRue, 43:86; Ex.43:34-35;(LaRue,short options.rate
the amounts had beenIf correct958.7).6,Exs.

likelythe effectproperly reported,above, val-actualAs described the954. de-that ofhave been the riskwouldat ofFidelityof World the endue
Rev-by the Internaltection and auditFidelitywas The value of2001 zero.

increased.would haveenue Servicealsoat of 2002 wasWorld the end
Furthermore, ratethe interestzero. FidelityReporting In-Of TheHH. The

had an economic valueoptions, which theonTransactionternational
2001,of had beenzero as the endof of Egans’ Return20011040

2002,in andformally Mayterminated
athe asReporting of “Loss”1. Theoptions did notthus the rateinterest

Netting Transac-“White-Paper(La-exist the end of 2002.even as of
tion”43:84-85).Rue,

in-thereportedThe bothEgansNonetheless, Fidelity 959.Internation-955.
EMCthethe exercise ofof come fromincorrectly reported a valueal
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$162,974,496)Options (totaling Ifand 963. the amounts both ordi-of the
Egan’s naryRichard distributive share of from ofincome the exercise the

Fidelity ($158,-the options Egan’sInternational loss and Richard distribu-
630,921) Fidelityas tive share of the claimed In-“Miscellaneous Income” on
a paper” ternational “loss” been properly“white labeled Statement 1 had

(Ex. $6,980,856reported, reportedto the Form 1040. the lossattached 2001
8). on Line 17 would have increased to a

$165,611,777,loss of the amount
960. The net amount of all theof items

Line 12 in-shown on would have(incomelisted on Statement 1 of
$162,974,496,creased from to and$0$6,053,457) was carried toover Line

reportedthe amount on Line 21 would(“Other income”)21 on face ofthe the
have a reporteddecreased from

(Id.).Egans’ joint2001 Form 1040. $6,053,457 ordinaryof income to ordi-
If nary $1,709,882.961. the income from (LaRue,the exercise of ofincome

8).43:31-32;the EMC stock beenoptions had re- Ex.
(“Businessported on Line 12 Income

Reporting2. The of the “Loss” under(Loss)”)or on Egans’the face of the
“Miscellaneous Income”1040,2001 Form then the amount

shown on Line 12 would have in- Reportinga. The on Statement 1
$162,974,496,creased from to$0 and 964. 1 pa-Statement was the “white

the reportedamount on Line 21 per” Egans’ jointtoattached the 2001
(“Other Income”) havewould de- Form 1040 on Eganswhich the re-

bycreased that amount a report-from ported both the fromincome the exer-
$6,053,457ed ordinaryof income to a ($162,974,-of optionscise the EMC

$156,921,039 ordinary (LaRue,loss. 496) and Richard Egan’s distributive
43:30-31; 8).Ex. Fidelityshare of the International loss

($158,630,921). Neither of these$158,630,921962. If Egan’sRichard
amounts onwas disclosed the face ofFidelitydistributive share of the In-

(Ex. 8).Egans’the 2001 Form 1040.reportedternational “loss” had been
1965. Statement was titled “Miscella-by Fidelity International on 1Line of

pageneous Income.” It was the 75thits 2001 Schedule K and on Line 1 of
of Egan’sRichard and Maureen 2001Egan’s K-l,Richard 2001 Schedule

(Id.).Form 1040. Statement 1 alsothat amount would have carried over
ordinarylisted 27 other ofitems in-to Line 27 of Part II of Schedule E of

loss, $1,709,882.totalingcome andEgans’the 2001 Form 1040. The to-
(Id.). The net amount of all of thetal of all of the amounts reported on

(incomeitems listed on 1(Line 40) Statement ofESchedule would have de-
$6,053,457)were carried over to Lineby $158,630,921creased and carried
21 on Egans’ jointthe face of the 2001over to Line 17 the ofon face that

(Id.).Form 1040.Thus, $6,980,856return. the loss re-
ported on Line 17 Egan’swould have in- 966. Richard distributive share

$165,611,777,creased to a Fidelityloss of while of the International wasloss
the ordinaryamount of report-income described on 1 “FidelityStatement as
ed on Line 21 Currencywould have increased Int’l. Advisor—Sect. 988

$6,053,457 (La- (Id.).from $164,684,378.to There was no indi-Gain/Loss.”
8).Rue, 43:26-27; Ex. cation that this loss beingwas allocat-
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43:29-31;(LaRue,income.”as “Otherfrom a ScheduleEganRichardtoed
8).Ex.that Fi-was indicationThere noK-l.

a multi-mem-wasdelity International income had been re-option970. If the
8).43:21-22;(LaRue, Ex.LLC. 12 of theportedber on Line on the face

1040,Egans’ joint 2001 Form then the
Reporting “Loss”of theTheb. on 12 would haveamount shown Line

Eon Schedule $162,974,496,to andfrom $0increased
21reportedthe on Line wouldamountK-lfor the ForminstructionsThe967.

aby amount fromhave decreased thatthat a distributiverequire partner’s
$6,053,457 ordinary in-reported ofincomeor businessof tradeshare
$156,921,039ordinary loss.to acome(loss) II ofreported Part Sched-be on

8).43:31;(LaRue, Ex.(LaRue,Form 43:23-E of 1040.ule
3139A). and Mau-24; RichardEx.

FidelitgReportingThe of Inter-II. thereportnot RichardEgan didreen
Egans’thenational Transaction onthe Fidel-share ofdistributiveEgan’s

2002 1040ReturnE.loss on Scheduleity International
Reporting Lossas 1. The of the Claimedwas listedFidelity International

100 entities onof more thanone $1,778,122Egan’s971. distrib-Richard
(“Schedule E: Income32Statement Fidelityof the fromutive share loss

(Loss) Partnerships and SFromor early ofInternational’s termination
(Ex. 8). However, no dollarCorps”). options reportedratethe interest was

Fidelitywithwereamounts associated (“Otheron 1 to 21LineStatement
(La-32.on StatementInternational Income”) joint 2002Egans’of the

8).43:27-28;Rue, Ex. (Ex.Form 1040 as a “Sect. 988” loss.
232).$158,630,921Egan’sIf Richard968.

Fi-of the claimeddistributive share fromdescription972. the lossThe of
“loss” had beendelity International as a “SectionFidelity International

reported Part II ofonproperly foreignfalse. All of the988” loss was
jointEgans’E of 2001theSchedule options had terminatedexchange been

1040, $6,980,856 report-the lossForm in 2001.by Fidelity International
toLine 17 have increaseded on would 1 at-reportedThe loss on Statement

$165,611,777, thea loss of while wasthe 2002 Form 1040tached to
ordinary reportedof incomeamount share ofEgan’sRichard distributive

21 have increased fromon Line would by Fideli-recognizedthe that wasloss
(LaRue,$6,053,457 $164,684,378.to early con-ty upon theInternational

43:22-27; 8).Ex. the interestterminations ofsensual
43:89).(LaRue,options.rate

OptionsReporting the In-The of3. (that is,options973. The interest rate
as Income”come “Other op-optionsthe and the CMSLIBOR

tions) capital assets.were short-termthe ofThe income from exercise969.
35:108-09).(Id. 89; Reiss,43:76,athave beenoptionsEMC shouldthe

byrecognizedtheC, Accordingly, lossandon carriedreported Schedule
the consen-International onFidelity1Line of thepageto 12 onover

op-(Ex. of theseearlysual terminations1040.joint2001 FormEgans’
capital loss2732). however, a short-termtions wasimprop-The Egans,

onreportedhave beenon Line 21 that shoulderly reported the income
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Line 5 of Egans’the 2002 Schedule D adjusted gross (Linesincome 35 and
(“Capital Losses”). (La- 36)Gains and were byunderstated the same

43:89-90).Rue, amount.
974. The Egans and their advisors

EgansJJ. The Sought to Conceal theknew or reasonably should have
Transactions from the IRSknown that the interest rate options

generated a capitalshort-term loss 978. outset,From the the Egans were
and not an ordinary loss. that,aware at minimum,a the IRS

Nevertheless, $1,778,122975. was likelythe toloss view the tax shelter
bywas strategytreated greatRichard with disfavor,and Maureen and that

Egan as ordinaryan loss on disallowance of the taxState- treatment and
ment 1 the impositionand deducted as an ofordinary penalties a verywas
loss on 21 of realpage possibilityLine 1 of iftheir 2002 the transactions
Form 1040. were discovered. The Egans and

their advisors sought to ensure that
2. The Resulting Tax Benefits the transactions would be difficult for

the IRS to Theydetect.976. also re-anyIn given year,tax individual
peatedly discussed the risk of audittaxpayers onlyare permitted to de-

detection,and and at pointsseveralcapitalduct againstlosses ordinary
contemplated actions that would trig-income to $3,000. (La-the extent of
ger the running ofRue, 43:90-91). the statutory limi-

period.tation Finally, and as dis-2002,977. In Richard and Maureen
below,cussed they filed tax returnsEgan already had capitalnet losses

with multiple false and misleadinginfar $3,000ofexcess the limit as a
statements in a further effort to mini-result of Highthe transaction,Tech
mize the risk of audit and avoid detec-generatedwhich a purported long
tion.capitalterm loss in excess of mil-$87

(Id.lion in 2002. 43:91-92;at Ex.
Denbg’s1. Discussions with Reiss in232). That loss flowed through to
April 2000Richard and Egan’sMaureen 2002

979. As1040,Form above,describedD, StephanieSchedule from their
Denby advisedpartnership EganRichard Aprilinterests in inHigh Tech
2000(Ex.and MEE that the “IRSHoldings. 232). is certainly awareAc-
that [typescordingly, these of tax$1,778,122if the trans-shelter]loss had
actionsbeen are outproperly there” and “imple-hasreported,classified and

no mented new reportingamount of requirementsthat loss would have
trytobeen stopand thesedeductible in transactions.”2002 and Richard

(Ex. 3566).and EganMaureen would have re-
ceived no immediate tax benefit from 980. She also advised that there was “a
that loss. However, by improperly very low chance” that these basis-gen-
reporting the loss loss,as ordinaryan erating and loss-generating transac-
the amount deducted on Line 21 of tions “would ever picked up bybe the
Richard and Egan’sMaureen (Id.).joint IRS.” so,Even she advised of
2002 Form 1040 was byoverstated steps“further that we could take to
$1,778,122,and the amounts reported (Id.).limit these risks.” One of those

(Lineas their 22)total income and steps towas choose transactions that
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largein situa- a net amount would be shown on the[only]would be “used
(Id.).Egans’face of the Form 1040.tions,” promotersthat themeaning

very wealthychoose”pick“would and perspective985. From the of the
theto limit the use ofclients in order Egans, major advantagesone of the of

28:78-79; Ex.(Denby,transactions. gainsproposed capitalthe elimination
3566). “gener-thatalso advised (thatShe strategy eventually adoptedwas

loss”opposed capitalas toating transaction)basis Fidelity Highin the Tech
to be “more [discreet]was deemed step-upwas the fact that it ainvolved

likely ... to cross the IRSand less basis, apparentin which would not be
(Ex. 3566).radar screen.” from the face of the tax return.

above, Denby anddescribed Thus, 2000,981. As July Denbyin noted986.
obtainingconsidered insur-Reiss also “Capitalthat Elimi-the Helios Gains

guard against impositionance to the Strategy” “very re-nation had clean
rejectedpenalties,tax but the ideaof tax itporting on return” so[the]

theyifnot to create “a bad trail”so as would be “hard for IRS to find.”[the]
(Ex. 3600).“get rejected.” (Ex. 3549).were to then-proposedAs to the

Strategy Ordinary“Helios to Offset
May AnalysisDenby’s2. 2000 Income,” however, Denby observed

although Egans trythat the could toabove, 2000,in Maydescribed982. As
reporting landscape”“minimize [the]Denby prepared charts for Reiss ana-

transaction,of this this “will not beadvantagesthe relative and dis-lyzing
(Id.).profile.”lowthe various available taxadvantages of

(Ex. 3555). 13, 2000,strategies. Julyshelter respect987. On with to
ordinary strategy,the Helios incomeit aDenby positiveconsidered983.

“riskyShea noted that it was that wecharacteristic that the Helios transac-
is,entity”reportinghave [a]marketing (expect notion had “limited —that

EMC, report optionwould thewhich[customers]).” (Id.).more than 20ish
income—and therefore it would bepositivealso considered it a thatShe

bury [Egans’ tax]“hard to on thethe transactions would be “structured
(Ex. 496).return.”[theyas basis offset so would be]

(Id.). 2000,In noted that theJulyfor IRS to find.” 988. Shea[the]harder
aHowever, High Tech transaction would beexpressedshe concern that

that would “nothad a transaction”“[sim- “[c]leanthe Helios transaction
“may easily bymake discovered” the IRS butplicity [be]of structure” which

(Ex.(Id.). “easily reported.”for to trace.” would beit easier IRS
2569).

Julyin 20003. Discussions
of Increased Risk af-4.Discussionsabove, 2000,Julyin984. As described

ter 2000-44Noticeasked Helios and KPMG as toShea
above, Egansthe989. As describedreturns,whether, Egans’on the tax

in-theand their advisors discussed“runflow-throughthe items could be
of audit after the issu-crease of risklargeE athrough Schedule to avoid

” ance of Notice 2000-44.(Ex.loss on the face of the 1040....
26). 2000-After the issuance of Noticealso noted that he “would 990.Shea

11, 2000, notedAugust44 Sheabury large with other on[the loss]like to
E,” beautythat of the transactiononly “[t]heon so thatSchedule]entities
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28, 2001,it so hidden now itwas]was but 997. On November Reiss not-[that
(Ex. 519). steps upis not hidden.” ed that the “754 election the

Fidelitybasis of inEMC the Fund solater, 16,days August991. Five on
of inthe sale EMC the fund would2000, Denby and Shea discussed the

gross proceeds stepped upshow andfact that Brown & would notWood
cost basis on D forSchedule thegive an letter to aopinion KPMG
Fund’s tax return —a pretty decentmight keepclient because “KPMG an

(Ex. 3303).obscured event.”list,” makinginvestor KPMG clients a
(Ex. 533).“bigger audit risk.” 28, 2001,Also on998. November Reiss

Denby theyasked whether “shouldlater,992. week ifOne Shea asked
sell/liquidate in 2001 to either startthere to entering”were “benefits the
the statute running[of limitations]“transaction with or without KPMG
sooner or whether there is concernappearsit[because] we will have less

■that will require unwindingIRS thebeingchance of ifaudited not under
(Id.).transaction before we sell.”(Ex.screen,” 542).their radar

6, 2001,999. On December Shea in-
Concerning5. Later Discussions Re- Denby Eganformed that Michael was

porting and Audit Risk considering selling all the stock before
yearthe end of the and then itbuyingabove, Egans993. As described the

back, to start the ofstatute limitationsand their advisors continued to dis-
for an audit running protect“and tocuss audit risk and concealment of the
the transaction from unwinding.”IRSintransactions 2001 2002.and
(Ex. 3310).

994. In a memorandum to Michael
1000. At multiple points (including24, 2001,Egan Januaryon wroteShea

September 28, 2001,27 and Decemberthat intentionally [High“We want the
8,January 2002),and 2 and MarchtransactionTech] [to be] between

Shea, Reiss, Denbyand expressedDick and Maureen so that the trade
possibilityconcern about the thatgets reported on one 1040 return'—■

might maintainingKPMG be a “list”elegance in reporting exposing—not
of investors in strategythe tax shelterfamilyother scrutiny.”entities to IRS

mightthat be turned over to the IRS.(Ex. 141).
(Exs. 2536).1057,3393,3343,19, 2001,995. On March Shea asked

1, 2002,1001. On March Shea sent antoKPMG “look at a solution that
items,e-mail with proposed discussioncould offset ordinarythe income hit

including “[strategicfrom the discussions ofspread on the ofexercise the
in Egans’]KPMG roleNQ options,” [the returns”and that “the ideal offset

and whether Egansthe “wantfed]21’ towould be a ‘Line white-paper net-
(Ex. on the791). lightbe ‘radar’ screen in ofting thetransaction.”

Enron scandal and the heat all the big2001,996. In November in an e-mail
5 firms will be taking regarding taxdiscussion concerningwith Shea the

(Ex. 1625).shelters.”election, Denby wrote,754 “I do not
think 8, 2002,that there inis much increase 1002. On March Shea noted
risk with the 754 Eganselection. This is a that the would not gettingbe

KPMG,form that I think optionwould be au- annever letter from and add-
(Ex. 3294). one[,]dited.” ed that “we do not want as that
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taxnary strategiesinfor- income had togetIRS uses toguidea theis
2586).(Ex. legitimate purposehave a business ormation.”

their tax treatment of the transactions2002,10, Denby askedMay1003. On
upheld. Eganswould not be The andthey would be “betterTilevitz whether

their advisors therefore created falsewaiting hoping stock] will[theoff and
forpurposes”“business the transac-sellingin it” at thatgo up value or

tion.time, startingloss and the“taking the
Fi-purported purpose1008. The of the(Ex.running,”[of limitations]statute

delity High Tech transaction was to1851).
hedge againstserve was a a down-During period Aprilbetween1004. the

in priceward movement the of EMC2002, Denby, Speiss, andAugustand
2768, 3555,752,(E.g.,stock. Exs.theexpressed concern thatReiss

147).2569, 3237, 3240.1, EgansThe2001 individual income tax re-Egans’
not, however, actually anyhavedidfiled, and that theturn had not been

purpose enteringin into thesuchincreasedrisk of disclosure to the IRS
transaction.(Exs. 2764, 1919,3457,day.each

Fi-purported purpose1009. The of the1979). 14, 2002, Reiss ad-JulyOn
delity International transaction was to“aeeounting/taxthe team” ofvised

hedge against fluctuatingserve was anot lookthat “this wouldCarruth
currencyforeigninterest rates andifanyat all of us” disclosuregood for 1088,exchange (E.g.,rates. Exs.(Ex. 1919).required.were 3382).1159, 1165, 1463,1151, The

2002,August EgansIn the fired1005. not, however, actuallyEgans did have
rather than follow its advice toKPMG any purpose enteringsuch in into the

the disclosure to therequiredmake transaction.
Treasury regula-IRS under the new Egans subjectiveThe had no in-1010.

tion, that KPMG de-and demanded Fidelityprofittent to from either the
stroy draft tax return and removethe Fidelity InternationalHigh Tech or

[your]“any Eganrecords of Mr. from transaction, thatand did not believe
98).(Exs. 2785, 96,1419,files.” ofpossibilitya reasonablethere was

from either transaction.profit
Subjective Standpoint, theKK. From a

anythat “business1011. To the extent
Transactions Had No Business by Egansthepurpose” was discussed
Purpose

during planningtheir theor advisors
subjective standpoint,From a1006. of the transac-implementationand

Fidelity FidelityTech andHighthe tions, prepar-in context ofit was the
had noInternational transactions or chal-ing possiblefor a IRS audit

anyof kind. Thepurposebusiness to structurelenge; parties soughtthe
into the transac-Egans did not enter transactions, a falseand to createthe

hedgeaprofit providefor or totions iftrail, appearit as thepaper to make
against financial orprotectionor other legitimatein fact had atransactions

risk; theyonlythe reasoneconomic purpose.business
into the transactions was toentered

Objective Standpoint, theanLL. Fromordinaryand in-capital gainsshelter
EconomicHad NoTransactionscome from taxation.

Substanceoutset, however, the1007. From the
objective standpoint,also 1012. anEgans and their advisors were From

FidelityTech andFidelity Highthecapital gainsthat and ordi-aware the
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in-anyof as to potentialInternational transactions had no eco- rate return
(Kolbe, 37:27-29;nomic substance. Dem.vestment.

2883). effects, ra-Ignoring1013. For a to have eco- Ex. tax atransaction
(1)substance, it mustnomic either be in-tional investor would not make an

reasonably designed implementedand a negative expectedvestment with
to or otherhedgingserve a risk-shift- return, expectedor an ofrate of rate

(2)ing have afunction or reasonable materially theyreturn below the rate
possibility profit.of could earn elsewhere with the same

1014. thatEgansThe claim both trans- risk.
actions had economic substance be- A1020. rational investor would consid-

they reasonably designedcause were er, things,other allamong fees and
implementedand to serve a hedging with a proposedcosts associated busi-

fact,function. In and for the reasons
or or-ness investment transaction inbelow, theyset forth were not so de-

der to whether adetermine there wassigned implemented.or
possibility profit.reasonable of

Egans appear1015. The also to claim
that the transactions also had econom-

HighFidelityMM. The Tech Transac-ic substance there abecause was rea-
tion EconomicLacked Substancepossibility theysonable that could

profit fact,Inon the transactions. 1. The Transaction Served No Rea-
below,and for the set forthreasons Hedgingsonable Function

there was no reasonable possibil-such
NASDAQ Optiona. The 100 Trans-ity.

actions Were Not a Rational
HedgeEconomicHedging1. Reasonable or Risk-

Shifting Function NASDAQ1021. The 100 option trades
activity1016. inHedging is an which Fidelityentered in the Highinto Tech

investors make thatinvestments offset transaction not a orwere reasonable
their exposurerisk for other assets. of hedging againstrational means a

goal preserveThe of is tohedging in ofpricedownward movement the
capital or other assets and reduce (Rausser, 41:57-65;EMC stock. Kol-

3755).(Rausser, 40:70;risk. Ex. be, 38:50-58; 3779, 3780,Dem. Exs.
perfect hedge1017. A matches each 3786).

dollar aof loss with dollar of offset- Digital1022. are a tooptions poor tool
ting gain. An hedge gener-effective risks,hedge pricecontinuous assuch
ally matches dollar ofeach loss with

fluctuations,stock-price ofbecauseto of offsetting gain.$0.80 $1.20
all-or-nothing payouttheir fixed char-3755).(Rausser, 40:70-71; Ex.
(Rausser, 41:57-58).acteristics.investor,1018. A inrational consider-

1023. purported usingThe benefit ofing whether to into a hedgingenter
NASDAQ options100 was that thetransaction, consider likelywould the

closelyindex correlated with the pricehedgeeffectiveness theof as well as
Kolbe,of But aEMC stock. as Dr.the overall ofexpenses entering into

government expert, pointed out, “oncehedge.the
options deep money,in[the are] the

Possibility2. Reasonable of Profit they stop being any-correlated with
They justthing....1019. A sitrational investor there....”seeking a

38:52).profit expected (Kolbe,would consider the
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early Highamounts 1030. The close-out of thevery large notional1024. The
unnecessary anyto Tech limited furtheroptionswereoptionsof the

(Id.hedging pur- hedging ability options.the claimed of the ataccomplish
38:65).recoveryany potential HighAt the time the Techbecausepose,

out,in amount of the net options theybe the were closed werewould
result,of each individual money.not that out of the As aposition, still

option. was below their ultimatetheir value
(Id.).hedge.as apotentialFurthermore, very largethe fees1025.

Refco, Helios, KPMG and oth-topaid Publicly puts“vanilla” on1031. traded
any hedginghave consumeders would NASDAQ readily100 avail-the were

41:58-60).(Rausser,benefits. haveEgans pur-able that the could
the inperformance outlay optionactual of chased for the same1026. The

(Id. 38:53-54).demon-purchaseafter their costs and fees. at Aoptions
put NASDAQrelative ineffectiveness as “vanilla” on the 100 al-strates their

a decline in EMC index at thehedge againsta lows the holder to sell the
ifprice, profitablestock. strike which is the

purchasedindex can be at a lowerThe value of both EMC stock1027.
(Id.price at the same time.marketmateriallyNASDAQ 100 felland the

38:55).atthe contribution of the EMCfollowing
Fidelity High Sep-Tech onstock to portfolioA wouldput1032. “vanilla”

8, 2000, to falland continuedtember Highhave the value ofstabilized
2001,31,January purchaseafter the served asportfolioTech’s EMC and

38:50-51,(Kolbe, 66-options.of the (Id. 38:54;athedge.an effective
3025).67; 3024, op-TheDem. Exs. 3025).Dem. Ex.
earlytions were closed out on Febru- Furthermore, trans-optionsthe1033.

2001,12, days into theirary twelve structured, rationallyifaction as even
they44-day daysand five afterlife onlydesigned hedge,as a would

Highhad contributed to Tech.been hedge portion Egans’a small of the
notdigital optionsThe would1028. Dr.of EMC stock. As Raus-portfolio

hedgeshave served as effective ser testified:
actual decline in value ofagainst the

possible profit... couldlargestthe
theyif had not beenEMC stock even partonly very, verya smalloffset

early. optionsout The wouldclosed exposure with re-underlyingof the
continuously moneyin thehave been holdingsgard to the concentrated

20, 2001,February theyandafter
represented only... it two-tenths

moneyinwould have finished the
1 of the loss in the tax-percentofoff)(that is, on Marchpaidwould have

holdings ofpayer’s concentrated
16, HighThe value of Tech’s2001.

EMC stock.
throughoutmateriallyfellEMC stock

3786).41:58;(Rausser, Dem. Ex.money,in theperiod,the but once the
hardlydigital optionsvalue of the

Components of theb. Various38:51-52;(Kolbe,changed at all.
NoTransaction Served3026).3025,Dem. Exs.

Hedging Functionen-earlyThe termination was1029.
of Index A andThe formationpurported 1034.tirely inconsistent with the

38:65-67). tocontribution(Kolbe, Option A and theirhedging purpose.
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relationshipTech consumed re- of the size of the fee toFidelity High
purport- options.no to the the value of thesources with benefit

(Kolbe, 38:59—hedging purpose.ed NASDAQ options1041. The 100 that
3028).60, 62-64; 3023,Exs.Dem. were in the Hightraded Tech transac-

A nor AOption1035. Neither Index commonlytion are traded instruments
any activityin business otherengaged multiplethat available fromare deal-

(Kol-NASDAQthan 100 trades.the 39:120).(DeRosa,ers. The fee for
38:64-65).be, options usually chargedis as a bid/ask

“stuffing”1036. The of additional stock (Id. 39:118).spread. at
High advantageinto Tech to take full Refco, however,1042. calculated its

basis,of the million taxinflated$160 Highfee of million on the$1bid/ask
performedand the calculations to de- Tech transaction as 10% of the net

“stuff,”muchtermine how stock to (Id. 39:123,payout option.on each at
consumed resources with no benefit to 130). arrangementSuch a fee is not

(Id.the purported hedging purpose. typical industry optionsin the for
3027).38:61-62;at Dem. Ex. (Id. 39:123-24).trades. at

The1037. contribution of Maureen 1043. highlyRefco’s million fee was$1
Egan’s Fidelityinterest in High Tech a perspective.excessive from market

Holdings,to MEE subsequentand the (Id. 39:118-21).at The fee was more
elections,754Section consumed re- than 40% of the theoretical value of

purport-sources with no benefit to the (Id. 38:6).options.the at
(Dem.hedging purpose.ed Ex.

Egans easily1044. The could have ob-3028).
substantially pricingtained better for

(DeRosa,the options trades. 39:119-2. There Was No Reasonable Possi-
20). not, however,They attemptdidbility Fidelityof Profít on the
to do so.High Tech Transaction

1045. Refco’s fees alone had a material-a. The Costs and Fees for
ly negative impact expectedon thethe Transaction Were

Extremely options.rate of return on theHigh Be-
effectivelycause Refco’s fees were1038. The fees associated with the Fi-

40% of the premium paid,net the feesdelity High Tech transaction were so
built in an expected optionloss on thehigh theythat anyeliminated reason-

any economicallyunder reasonable orpossibilityable of profit on the trans-
38:6-7).(Kolbe,rational scenario.action.

was,The expected rate of return fromabove,1039. As described Refco’s bid/
an economic perspective, large nega-aask fees NASDAQfor the four initial

39:117-18).(DeRosa,tive number.options100 by Optionentered into A
above,1046. As described the Heliosand Index A poten-totaled 10% of the

Fidelityand KPMG fees for Highthepayouttial net option,on each or $1
Tech transaction totaled million.$1.8million.

above,1040. As described Pat EgansShea 1047. The and their advisors
Carolynand Fiddy of wereCarruth were aware of the size of the Helios

specifically fees; indeed,advised as to the size of and negoti-KPMG Shea
the Refco fee itand how was calculat- ated periodthe fees over an extended
ed. Fiddy was also advised as to the of time.
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hugely negative presentinto the net valueEgansthe enteredWhen1048.
transaction, theFidelity High Tech relative to the size of the invest-

fees to-Helios and KPMGexpected They simplyment. were terrible
(Shea, 16:46-48;million.taled $2.4 investments.

1415).678, They reducedwereExs.
38:47).(Kolbe,

mil-toby negotiation afterward $1.8
(Ex. 1415). aggregate1055. The net cost of thelion.

Fidelity High optionsTech wasfees, bothHelios and KPMG1049. The
($3,402,437$3,436,805 34,368)plus andconjunctionalone and in withstanding

fees, materially nega- gross payoffhad a the maximum wasthe Refco
expected $10,000,000($9,900,000 $100,000).on the rate ofimpacttive plus

Fidelity High Tech (Exs. 1).return on the 711, 712, Net of the cost of
transaction. options, Highthe the Tech transaction

above, Egansthe1050. As described maximumprovided payoffa net of
to Burke Warrenlegalincurred fees $6,563 ($10,000,000about million less

Fidelity Highthein connection with $3,436,806).
transaction; were aTech those fees

optionsof the cost of the1056. Net andinexpected and incurred connec-cost
fees, Highthe Helios and KPMG thetransaction.tion with the

providedTech transaction a maximumabove, pos-it is not1051. As described
$4,763payoffnet of about millionfrom the record thesible to ascertain

($10,000,000 $3,436,806less lessprecise amount of Burke Warren fees
$200,000).$1,600,000lessthe Fideli-incurred in connection with

transaction, it isty High Tech but onexpected op-1057. The return the
theythat were at leastprobable probability optiontions is the the will

$104,000. money potentialin timesfinish the the
Any does,1052. Burke Warren fees attribut- if costs associ-payoff it less the

Highto the Tech transaction (Kolbe,able ated with the transaction.
further reduced the ex-would have 38:34-35).

rate of return on the transac-pected
probability that the NAS-1058. The

tions.
inDAQ options100 would finish the

in-combined fees and costs1053. The 25%, amoney and thus there waswas
inby Egansthe connectioncurred

optionsthat the wouldprobability75%
High transac-Fidelitywith the Tech (Id. 38:35;at Dem.expire worthless.were, minimum, million.tion at a $2.9 3018).Ex.

Expected Return theb. The on the feesmagnitudeDue to the of1059.
MateriallyTransaction Was Refco, expectedthe rate of returnto

Negative options nega-Tech was aHighon the
(Dem. 3019).testified, TakingDr. Kolbe the Fideli- tive 28%. Ex.1054. As

Helios, KPMG,aty High provideTech trades did not andinto account the
profit “by anyofpossibility fees,reasonable the ex-minimum Burke Warren

economically definition of thesensible Highof on thepected rate return
”possibility.’‘reasonablephrase negativea 78%.optionsTech was

(Kolbe, 38:38^0, 39:64; Dem. Exs.ex-[Tjhey hugely negative... had
3019).return, 3018,aTheyrates of hadpected
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c. The Net Present Value of the any exposure to a single-option pay-
Options Materially 729).(Kolbe, 38:14-17;Was out. Ex.

Negative 1066. promoters designedThe the Fi-
delity High Tech ap-transaction topresent1060. The net value of the
pear as if a payoutone-sided wereHigh optionsTech neg-was at most a
possible in order to help disguise itsative million on a million$2.7 $3.4

purpose,true which solelywas to(Kolbe, 38:43-44).investment.
avoid taxes.

One-Option Payoutd. The Was
OptionsPossibilitya e.TheNot Real Were Not

in Fact Profitableabove,1061. As described under the
terms of the NASDAQ option Fidelity100 1067. The High Tech transac-
pairs, not, fact,there was a tionpossibili- profitable.theoretical was in The
ty pairfor each that long option Optionthe in Index A and A options were

pairthe in moneywould be the closed early purportedwhile out at a com-
(Ex.the offsetting option gross $1,464,195.short profitwould not. bined of

(Dem. 3013), occurred, 1; 37:118-19; 3004).Ex. Had that Kolbeit Dem. Ex.
would have in large Takingresulted a one- into account the paidfees to

(Id.).payout advisors,sided Egans.to the the transaction resulted in a
significant net loss.1062. above,As also described there

was no realistic possibility of a one-
FidelityNN. The International Transac-payoutsided on the Fidelity High

tion Lacked Economic Substancetransaction,Tech because optionsthe
would specifichave to hit price targets

1. The Transaction Served No Rea-in very window,a narrow and because Hedgingsonable Function
Refco had the contractual ability to

a. The CurrencyInterest Rate andmanipulate pricethe during the win-
Option Transactions Were Notdow.

HedgesRational Economic1063. Refco did not take into account
in pricing optionits of 1068. Theoptionsthe tradespossi-the entered into in
bility of a Fidelitythepayout. (Kolbe,one-sided International transaction
36:88-91; 3037).Dem. were notRather,Ex. a reasonable or rational

pricedRefco means ofoptions hedgingthe againston the as- fluctuations
sumption (Kol-that ineither both currencies orparts of interest rates.the

be, 37:60).pair paywould off or neither would
pay (Kolbe, 38:13-14,off. 22-23; Again,1069. digital options poorare a

3014; 729).Dem. Ex. Ex. hedgetool to price risks,continuous
1064. hedgedRefco its own risk for whether from currency or interest-

(Id.each pair of options 37:57).as if the one- rate fluctuations. at
option payout possibility did not exist. Again,1070. verythe large notional
(Kolbe, 38:13-19; 729).Ex. amounts of optionsthe were unneces-

1065. Refco Capital hedgedMarkets sary accomplishto the claimed hedg-
optionsthe with Refco Overseas Ltd. ing purpose, anybecause potential re-

with a single price,strike thus indicat- covery would be a function of the net
ing that (Id.Refco did not 37:57-58).believe it payout.had at
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(1) Optionsvery large paidthe fees to The Interest RateAgain,1071.
Refco, Helios, KPMG and others purported hedging1075. The purpose

any gainswould have consumed other- for optionsthe CMS was to offset
(Id.Egans.to ataccruingwise the interest-rate risk associated long-with

37:58). Egan’sterm debt on Richard commer-
properties. (Rausser,cial real estatechange ownership posi-in1072. The

40:83-91; 3761; 1088,Dem. Ex. Exs.Egan overbytions taken Richard the
1652).1463, However, and as notedFidelityof the Internationalcourse

above, Richard Egan anydid not havedramaticallytransaction undercut the
interest-rate risk from commercialrationale;hedging byclaimed contrib-

estate; onlyreal his commercial realinuting Fidelityhis interest World to
holdingestate was an office buildingInternational,Fidelity EganRichard

Massachusetts,in Hopkinton, that wasbeingwent from entitled to 100% of
bynot encumbered Egandebt. Theany hedging benefits from the interest

family commercial proper-real estateoptions being onlyrate to entitled to
ties largely bywere owned Michaelresult,anyof such As a5% benefits.
Egan siblings throughand his variousonlyhe also would have shared 5% of

(C.ownership Eganvehicles. Dep. atany potential hedging avail-benefits
22-23; 12:51-52; 160;Egan,M. Ex.(Id.currency options.able from the

3761).Dem. Ex. propertiesThese11:35-36).37:58-59; Carrón, Thus,at
managed bywere Capital,Carruthany hedging pro-95% of benefit was

under the leadership Christopherofvided to someone other than Richard
(C. 20-21).Egan. Egan Dep. at37:64-65).(Kolbe,Egan.

Christopher Egan had no knowledge
1073. There is no evidence that Samuel any hedgingof of interest-rate risk

Mahoney purported foreign—the (C.properties.associated with these
partner who held a 93% common in- 20-21).Egan Dep. at

Fidelityterest in International on Oc- event,anyIn options1076. the CMS
22, 2001, currencytober the date the byinto Fidelityentered World were

options anywere entered into—owned hedge againstnot a rational such
hedgeEMC stock or had a need to (Rausser, 40:105-08;risks. Dem.

fluctuating currencyfixed or rates. 3764-3767).Exs. digitalThe nature
largelyof the the off-options, use of1074. There were multiple readily

setting pairs, the level at which theavailable alternatives to address the
set,prices largestrike were and theEgans hedgerisks the claimed to that

optionsfees involved meant that theprovided superiorwould have hedging
rationallywould not have been con-qualities greater liquiditywith and

hedging purposestructed for such a(Rausser,dramatically lower cost.
(Kolbe,by knowledgeablea investor.3775).41:33-34; ThroughDem. Ex.

2889).37:56-61; Dem. Ex.exchange-traded options, Richard
Furthermore, options1077. the CMSEgan could have offset the claimed

only provided hedgecould have acost,risks at a lower with proportional
than in-against falling, rising,ratherpayouts over time instead of the fixed

(Rausser, 40:78-79,106).terest rates.all-or-nothing payout digital op-of
(Rausser, 41:33-34; purported hedging purposetions. Dem. Ex. The1078.

3775). optionsfor the LIBOR was to offset
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Westship Capeandup,with went Clearrisk associatedinterest-rate
on theirfamily- paywould have to moreEganof twoshort-term debt

loans, subject toinvestments, but the real estateCape Clear LLC and
(Exs. mortgages simultaneouslyfixed wouldYachts LLC.Westship World

1088,1463,1652). in If interestincrease net value.
fell, that real wouldrates same estatestruc-optionsLIBOR as1079. The

in net value but would be off-declinehedgea rational fortured were not
by paymentslower debt servicesetvariable interest-rateEgan’sRichard

Cape Westship.for Clear and(Rausser, 40:97-105; Dem.exposure.
3765).3764, Similarly, the and LIBORdigitalThe struc- 1083. CMSExs.

options actually providedrateoptions, largelythe use of interestture of the
other,hedge againstat which the a natural eachoffsetting pairs, the level

set, offsettingof and thus had the effect ofpricesstrike were and the size
any potential hedgingcom- benefits that ei-potential payoutthe net when

pair might theoreticallytherpared possible Cape optionwith increases to
(Kolbe, 37:59;provided.have Raus-WestshipClear and debt service

3763).ser, 40:94-97;optionsthat the not ra- Dem. Ex.meant would
tionally been constructed forhave

(2) Currency OptionsThehedging purpose bya a knowl-such
(Rausser,investor. 40:82-edgeable purported hedging purpose1084. The

3765).3764,83, 97-105; Dem. Exs. currency optionsfor the was to offset
Moreover, optionsthe1080. LIBOR indeclines EMC stock values that

effectivelyclosed out and termi- strengthened,were if themight occur dollar
6, 2001, onlynated on November after ability to ex-affecting EMC’s make

(Ex. 2). (Exs. 1652).days. 1088, 1463,29 Once the LIBOR port sales.
out,options they However,been hadhad closed foreign currencyfor each

longer anyno value and could no have onlyquartet, quartetone-half of the
(Kolbe, 37:59-60; Ex.hedging effect. represented a bet that the dollar

1275). strengthen yenwould relative to the
and euro.Furthermore, noted, any1081. and as

hedging Egan options quar-benefit that Richard Two of the in each1085.
might pay-have received as a result of the tet arequirewere structured to

option pair largely FidelityLIBOR was elimi- toment from International
experienced sig-nated when he contributed his 100% Refco if the dollar a

Fidelity Fidelityinterest in to strengthening,World nificant and thus
International, in which he then owned cross-purposesworked at with the

(Kolbe, (Kolbe,only a 5% common hedging objectives.interest. stated
37:58-59). 2891).37:66-67; 2892,Dem. Exs.

Moreover, options1082. The two interest-rate 1086. the wereclaimed
is, way onlyin a thesought hedgedrisks to be structured such that—that

long-term purported hedging benefit would be ifthe fixed commercial mort-
gage onlythere was a modest increase inindebtedness and the short-term

(Kolbe,Westship Capevariable debt of and the value of the dollar. 37:67-
2892).68; 2891,hedgesClear—served as natural to Dem. Exs. As struc-

40:92-94; tured,(Rausser, significantif was a in-one another. there
3762). dollar, FidelityDem. Ex. If crease in the Interna-interest rates



195

payouthave to make a of exposuretional would had no economic with re-
(Kolbe,approximately spectmillion. to beyondthese trades$3 the ini-

37:67-68). premium paid.tial net Fidelity World
did not enter into any contracts withwhole, quartetas a the1087. Viewed
any entity other than Refco on thesein which thestructure andUSD/EUR

(Id. 37:88-89).trades. atoptions acquired bywereJPY/USD
Fidelity providedInternational no real

2. There Was No Reasonable Possi-40:114).(Rausser,hedging benefit.
bility Fidelityof Profít on the In-currency options1088. The notwere
ternational Transactionconsistent with the claimed hedging

1092. The interest rate foreignand(Id. 40:108-14;purpose. at Dem. Ex.
currency options as structured in the3769). Neither the norUSD/EUR
Fidelity International transaction didanythe rates had historicalJPY/USD

providenot a “reasonable possibilityprices.correlation with EMC stock
profit by anyof economically sensible40:114-15; 3770).(Rausser, Dem. Ex.

(Id.definition of phrase.”[the] atcurrency1089. The options were fur-
37:63-64).ther inconsistent with the claimed

hedging purpose because wasEMC
Capitala. The Structurealready risk,hedging currencyits
NotWas Rationalanyminimizing impactthus on its

40:115-18;(Rausser, above,stock 1093. Asprice. described at the outset
788).3771; 1697, Fidelityof theDem. Ex. Exs. International transac-

tion, Egan onlyThere would be no benefit to a share- Richard had the right
ahedgeholder to enter into a to 5% share of theagainst profits, despite

specific having put upthat anmight overwhelminglyrisks affect stock
largeif corporation already portion capital payingvalue the was of the and
alladequately hedging expenses. Mahoney,of thethose same risks. who

41:26).(Rausser, share,righthad the to aFinally, the amount 93% contrib-
essentially nothing.of utedprice byEMC stock risk faced

Egan dramaticallyRichard was out of subsequent1094. The changes to the
proportion potentialto the recovery capital structure made even less

alleged hedgefrom the instruments. sense, Egan anyif Richard had kind
(Id. 3772).41:30-31;at Dem. Ex. profitof reasonable motive. Richard

Egan paid an additional amount of
Componentsb. Various of the $325,500 acquire Mahoney’sto most of

Transaction Served No interests, though theycommon even
Hedging Function (Kolbe,were worthless at the time.

37:59).1090. The formation And at theFidelity day,of World end of the
(whoEganand its RichardFidelity nearlycontribution to Inter- contributed

all capital paidnational consumed resources the and all the ex-with no
losses,penses)benefits ofpurported hedging pur-to the received 93% the

37:88-89).pose. (Kolbe, Mahoneywhereas received 93% of the
gains.Fidelity1091. engageWorld did not in

any activitybusiness other than the seeking1095. No rational investor a
and,optioninterest rate profit agreetrades under reasonable would to such

trades,proposed capitalthe terms of the it a structure.



196

theythan not thatprobablefor moreand Feesb. The Costs
$83,000.were at leastWerethe Transaction

Extremely High above,1104. As described Richard
in-purchased an 88% commonEganFi-with theThe fees associated1096.

fromFidelityterest in Internationaltransaction weredelity International
6,Mahoney on NovemberSamuelthat there was no reasonablehighso

2001, $325,500. purchasefor Thaton the transaction.possibility profitof
contemplated by parties priorthewasabove, was1097. As described Refco

Fidelityimplementationto the of the$1,443,617 in connectionpaid fees of
transaction.InternationalFidelity International trans-with the

Mahoney’sThe transfer of own-1105.action.
ership interest essential to achiev-was

to in connec-paidThe fees Refco1098. outcome,tax wasing plannedthe
Fidelitytion with the International

documents, andspecified planningin
exorbitant,were as com-transaction

anyexpectedwas an cost that rational
normallyto market feespared

ininvestor would have considered
charged by optionsan broker for simi-

evaluating profit potentialthe of the
40:37-38,(Rausser,lar transactions.

Fidelity International transaction.40-43).
2853).(Kolbe, 36:61-62; Dem. Ex.

Egans did not com-1099. The obtain 1106. The combined fees and costs in-
optionsfor the or un-petitive quotes by Eganscurred the in connection

analysisthe of financialtypedertake Fidelitywith the International trans-
normally accompanying the execution at mil-action were alone least $6.68(M.complex instruments.of such lion.

9:127-28).Egan,

above,1100. As described the Helios Expected thec. The Rate of Return of
Fidelityand fees for the Inter-KPMG MateriallyTransaction Was

mil-national transaction totaled $4.77 Negative
lion. 1107. Possible financial outcomes for

fees,1101. The Helios and KPMG both digital optionsinvestments such as
conjunctionin withstanding alone and can ausing probability-be evaluated

fees, materially nega-the Refco had a weighted analysis.expected return
rateimpact expectedtive on the of Using approach, possiblethis each

Fidelityreturn on the International multiplied by percent-outcome is the
transaction. (Kol-age probability that it will occur.

Egans legal 36:82-83).1102. The incurred fees to be, The sum of these
Burke in with theWarren connection weighted representsoutcomes the

transaction;Fidelity International returnprobability-weighted expected
expecteda and (Dem.those fees were cost 2884,the Exs.of investment.

in the trans- 3033).incurred connection with
action. below, Fidelity1108. As described the

above, provide apos- options1103. As described it is not International did not
profit,possibilitysible to ascertain from the record the reasonable of taxes

aside, theprecise expectedamount of Burke fees because rates ofWarren
(Kol-“hugely negative.”incurred in with the Fideli- return wereconnection

37:53).transaction, be,ty International itbut is
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(1) (Ex.Expected $5,668,040.Return Before Fees positive premiumThe of
2). requiredRefco Fidelity Interna-byaggregate premium paid1109. The
tional to depositleave those funds onFidelity for the interest rateWorld

to postand an additional million of$3$1,125,000$2,250,000:options was for
in Fidelitycash collateral case Inter-$1,125,000option pairthe LIBOR and

moneynational lost options.on these(Ex. 2).167,option pair.for the CMS
(Kolbe, 37:37-38; Rausser, 40:39-40;possible gross payoutThe maximum

2).2885;Dem. Ex. Ex.pairs options assumingfor both of —
pairs simultaneouslythat both could inception,1112. At paireach of Fideli-

$6,737,472:pay off—would have been ty optionsWorld’s interest rate had
$3,369,809 pairfor the andLIBOR only a 25% chance of inbeing the

(Exs.$3,367,663 for pair.the CMS money and producing positivea pay-
2).167, Each of the interest rate expiration.out at

options providedtherefore a maxi- 1113. There was a probability25% that
possible payoff approxi-mum net of purchasedboth the and sold LIBOR

million,mately for a total of$2.24 options 9,entered into on October
options,million for both sets of$4.48 2001 in money expira-would be the at

accountingbefore for other fees and (Exs. 1140).2, 49, 1024, 1056,tion. In
costs. event,that the investor’s return would

However,1110. the likelihood of both positive payoutbe the longon the
optionthe pairLIBOR and the CMS option, negative payoutless the on the

inoption pair being moneythe at the option,short less the initial premi-net
equivalentsame time was to zero. um paid pair.for the The October 940:47-56).(Rausser, result,As a the

option pairLIBOR entered had amaximum payoutnet would have been
possible grossmaximum payout of$1,119,809 paireither on the LIBOR

$3,369,809 premiumand an initial net(the $3,369,809 payoutLIBOR minus
(Ex. 2).$1,125,000. result,of As a the$2,250,000 premiumthe for both sets

positive grossmaximum payout was$1,117,663of options),interest rate or
$3,369,809 $1,125,000,minus or(the $3,367,663on pairthe CMS CMS
$2,244,809. payoutThat would be$2,250,000payout premiumminus the
substantially by anyreduced allocablefor both options),sets of interest rate

costs,share of fees and assuch theaccountingbefore for other fees and
fees of Helios and KPMG.(Dem. 3747).3746,costs. Ex.

Applying proba-1114. the 25% stated1111. Fidelity grossInternational’s
bility payoutof and the implied75%premium currencyfor the foreign
probability payoutof no on the LI-positive. Fidelitytrades was Interna-

inoption pair proba-BOR results apremi-tional was credited a netwith
bility-weighted expected return of$2,832,828um from Refco of on the

$282,548.$2,835,212 negative That calculation isoptions and onUSD/EUR
options,the a in followingfor total net illustrated the chart:JPY/USD

Amount of
Percentage Probability-WeightedAmount of Initial

_Payout Probability_Outcome_Premium
B) x_A_B_C_(A + C

pair money”_$3,369,809 ($1.125,000)_25%_$561,202_LIBOR “in the
pairLIBOR not in the money_$_0 ($1,125,000)_75%_($843,750)_

=Expected_Probability-Weighted ($282,548)_Return
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(Ex. 2). result,$1,125,000. As a(Id.). of
positive gross payoutmaximumtheap-calculation methodsame1115.The

option pair, pairand with wasoptionto the CMS for the CMSplies
aThere was 25%the same results. $3,367,663 $1,125,000, orminus

long andthat both theprobability $2,242,663. Again, payoutthat would
onoptions entered intoshort. CMS any allo-substantially byreducedbe

2001,9, be in the mon-wouldOctober cable share of fees and costs.
(Exs. 2, 49, 1024,ey expiration.at

proba-the 25% stated1116.Applying1140). event,1056, In that the inves-
payout and the 75%bility positiveof apayoutwould be the nettor’s return

payoutof no forimplied probabilitythe initial netoption pair,for the less
prob-in aoption pairthe CMS resultspair.for the The Octo-premium paid

ofability-weighted expected returna maxi-option pair hadber 9 CMS
$283,084. That calculation isnegativepayout ofpotentialmum net

chart:$3,367,663 followingillustrated in thepremiumand an initial net

Amount of
Percentage Probability-WeightedAmount of Initial
Probability_Outcome_Premium_Payout

B) x+ C_A_B_C_(A
($1,125,000)pair 25%_$560,666money”_$3,367,663theCMS “in

pair ($1,125,000)_75%_($843,750)_money__$__0not in theCMS
=Expected ($283,084)_Return_Probability-Weighted

3749).(Id.). following chart illustratesThe
noted,1117.As the likelihood of both possible resultingthe three scenarios

option pair and the CMSthe LIBOR fact, adjustsand the calcula-from that
option pair being moneyin the at the probability-weighted expectedtion of

essentiallysame time was zero.. accordingly:return
(Rausser, 40:47-63; Exs. 3746-Dem.

Amount of
Percentage Probability-WeightedInitialAmount of
Probability_Outcome_Premium_Payout

B) xA_B_C_(A + C__
139,976pays, ($2,250,000)not_$3,369,809 12.5%_$LIBOR doesCMS

($2,250,000) 139,708pays, 12,5%_$not_$3,367,663CMS LIBOR does
pair ($2,250,000) 75%_($1,687,500)pays_$Neither 0

=Expected ($1,407,816)Return___Probability-Weighted

3746-3749).(Rausser, 40:47-56; option pairs quartetin the enteredDem. Exs.
22, 2001,into on would be outOctoberAgain, negative expected payoutthat

money expiration,of the at and Fideli-bywould further thebe decreased
tyallocable of and costs. International would therefore beshare fees

premiumable to the initial net ofkeepprobabilities re-1118. The same were
$2,832,828 with which it had beenported currencyin connection with the

(Exs. 1024,2, 49, 1056,options. credited.
1140). However, op-if ofpaireitherEgans’1119. The advisors estimated a

option quartetinprobability25% tions theboththat USD/EURUSD/EUR
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money expiration,was in the at Fideli- be out moneyof the at expiration, in
ty positivewould forfeit that initial net which Fidelitycase International
premium and would have to forfeit an $2,835,212would retain its of initial

$1,549,895 satisfyadditional to the positive premium.net Again, any
$4,382,723payout of that would be positive outcome would be substantial-

owed to ThatRefco. amount consist- ly by anyreduced allocable fees and
ed theof million additional mar-$1.5 costs.

bygin required Refco on the trades Thus,1122. possiblethe best outcome
$49,855plus of accrued interest on the Fidelityfor International on the for-

positive premium byretained Refco. eign currency options would have
(Ex. 2). been to retain its positive premiums,

Thus,1120. possiblethe outcomes for $5,668,040,for a total of before ac-
(1)quartetthe were either a 75% counting for other fees and costs.

pair beingchance of one in money,the
resulting payoutin a due to Refco of (2) ExpectedThe Returns on the
$4,382,723 $2,832,170minus the of MateriallyTransaction Was
positive premium Fidelity Internation- Negative
al deposithad on at Refco for those

1123. Even takingbefore fees into ac-(net $1,550,553options Refco),due to
count, and even assuming the interest(2)or a 25% chance of neither USD/

optionsrate paycould off simulta-option pairEUR being money,in the
neously, expectedthe rate of returnFidelityand International retaining
on the optionsinterest rate was a$2,832,170its positive premium.
negative (Kolbe, 37:30-32;25.1%.Again, any positive outcome would be

2884).Dem. Ex.substantially by anyreduced allocable
Taking1124. into account paidthe feesfees and costs.

KPMG,to Helios and the expected1121. The Egans’ advisors estimated a
rate of return Fidelityon the Worldprobability25% that both JPY/USD
interest rate options negativewas aoption pairs in the quartet entered

assuming77.9%—even that both sets22, 2001,into on October would be out
options payof could out at the same(Exs. 2,of money expiration.the at

(Kolbe, 37:29-35;time. Dem. Ex.49, 1140).1024, 1056, pairIf either of
2884). That calculation takes into ac-options in optionthe quar-JPY/USD

portionscount the advisoryof the feesmoneytet was in the expiration,at
Fidelity paidInternational to HeliosFidelity International would forfeit its
and byKPMG that were allocatedpositive premiuminitial net of

(Kolbe,options.KPMG to those$2,835,212 and would have to forfeit
1502).37:29-35; 2883;Ex.Dem. Ex.$1,549,923 $4,385,135to make the net

The anycalculation does not includepayout due to Refco. That amount
applicableother fees to the transac-consisted of the million additional$1.5

tion, such as charged bythose Burkemargin required by Refco on the
37:35).(Kolbe,Warren.$49,855plustrades accrued interestof

on positive premiumthe 1125. The likelihood of both LI-byretained the
(Ex. 2). option pairRefco. That BOR optionoutcome was and the CMS

assigned a 75% probability. pair being moneyCon- in the at the same
versely, (Rausser,there a probability virtuallywas 25% time was zero.

40:47-63; 3748-3749).that option pairone would Dem. Exs. AsJPY/USD
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in ancosts would resultresult, any of thoserate of returnexpectedthea
negative expectedoptions deeplywas even morerate evenon the interest

37:47-48;(Kolbe,than the esti- Dem. Exs.negativedeeplymore return.
(Rausser, 2887).77.9%.negativemated

40:68-70).
aside, val-presentthe net1129. Taxes

taking into ac-Even fees1126. before inmillion investmentue of the $5.25
count, onrate of returnexpectedthe interest rateFidelity Internationalthe

currency negativewas aoptionsthe currency options, afterforeignand
(Kolbe, 37:38-40; Ex.Dem.26.9%.

considering onlyfees to Helios and
2886).

KPMG, negative million.was a $3.4
paidfeesTaking into account the1127. 37:50-52, 38:46;(Kolbe, Dem. Ex.

KPMG, expectedand theto Helios 2887).
negativea 149.9%.rate of return was

2886).(Kolbe, 37:42; Ex. ThatDem.
PayoutOne-Optiond. The Waspor-thetakes into accountcalculation

PossibilityNot a Realadvisory Fidelity In-tions of the fees
to Helios and KPMGpaidternational above, was aAs described there1130.

byallocated KPMG to thosethat were possibility with the inter-theoretical
2883).(Dem. Ex. The calcu-options. currency option pairsest-rate and

any other feeslation does not include inlong option might be thethat thetransaction, such asapplicable to the
money expirationat while the offset-

by Burke Warren.chargedthose
Had thatting optionshort would not.37:42).(Kolbe,

occurred, it have resulted in awould
optionsThe twelve initial execut-1128. Egans.large payoutone-sided to the

trans-Fidelityin the Internationaled
above, there1131. As also described(the intooptionsaction four entered

possibility of a one-was no realistic9,by Fidelity World as of October
Fidelityon the Interna-payoutsided2001, eight optionsand the entered

transaction, optionsthetional becauseby Fidelity International as ofinto
inspecific targetshave to hit a22, 2001), wouldnegativehad a ex-October

window,very narrow and becauseoptionsreturn of 26.2% on thepected
abilityassuming that both inter- Refco the contractual to(againalone had

options paycould off at the thatmanipulate price duringest rate the win-
time). 37:46-47;(Kolbe, Dem.same dow.

2887). optionsEx. The twelve initial Refco did not take into account1132.
a rate of return ofnegativehad pricing options possi-in its of the the

alltaking119.0% after into account (Kolbe,payout.bility of a one-sided(Kol-paid to Helios and KPMG.fees 3037).36:88-91; Rather,Ex.Dem.2887).be, 37:46-47; TheDem. Ex.
priced optionsRefco the on the as-

expected rate of re-resulting negative
parts anyboth ofsumption that eitherinto ac-turn of 119% does not take

pair paywould off or neither would
buyingthe cost of 88% of thecount

36:97-98).(Kolbe,off.payFidelity Interna-common shares of
own risk forhedged1133. Refco itsMahoney, paidfrom or the feestional

as if the one-pair optionseach ofFidelity In-to Burke Warren for the
(Kolbe, possibility did not exist.option payoutternational transaction.

729).2887). (Id. 38:13-19;37:47-48; Ex.Including atDem. Exs.
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Capital hedged1134. Refco Markets mining potentialthe profitability of an
Ltd.,optionsthe with Refco Overseas investment.

single price,with a strike indicat-thus Furthermore,1141. the payment of the
ing that Refco did not believe it had advisory fees to Helios and KPMG
any exposure single-option pay-to a was uponconditioned EganRichard

729).(Kolbe, 38:14-17;out. Ex. implementing the Fidelity Interna-
transaction,tional which itself wasAccording1135. to David Donora of

conditioned onRefco, receiptthe of a favor-Refco had “discretion” as the
legal opinionable regarding tax treat-agentcalculation to select the refer-

(M.byment issued Sidley Austin.priceence in a manner that would
11:100-01).Egan, paymentTheoptionsensure both in a topair were

Mahoney anticipatedwas at theeither in or of outsetmoneyout the and that
of the transaction. Thosethere was no costs werepayoutone-sided risk.

(Ex. 746). therefore not “sunk” at the time the
transaction implemented.waspromoters1136. The designed the Fi-

delity International transaction to ap-
Fidelityf. The Internationalpear as if payouta one-sided were

Transaction Was Intendedpossible in helporder to disguise its
to be Proñtlesstrue purpose, which solelywas to

1142. All 47 FDIS transactions that oc-avoid taxes.
incurred 2001 incorporated the same

major steps. (Kolbe,transactione. The Court Does Not Credit the
2852).36:51; Dem. Ex.Conclusion of Plaintiff’s

Expert 1143. All 47 FDIS transactions that oc-
incurred 2001 had essentially similar1137. The Court notdoes credit the

(Kolbe, 36:51, 71-76;outcomes.analysis performed by Carrón,Dr.
2852).Dem. Ex. All 47 transactionsplaintiffs expert, potentialof prof-the

produced large losses.itability of the Fidelity International
transactions,1144. In all 47 the feestransaction.

charged by Refco for the SMLLC’s
Among1138. things,other Dr. Carrón initial option pairs were calculated as

did not paid Helios,include the fees to
percentagea fixed potentialof the net

paid KPMG,the fees to or pay-the
payout on the optionSMLLC’s initial

8:43^48).(Carrón,ment to Mahoney.
pairs, ranging from 7.5% to 10%.

1139. Dr. Carrón characterized these (Kolbe, 36:71-74; 2856).Dem. Ex.
fees and costs as “sunk costs.” He The largeresult of the fees charged
reasoned that such costs should not be by optionRefco for the pairsSMLLC
taken into account in evaluating the that foreignwas the partners’ capital
profitability Fidelityof the Interna- initiallyinterest would be wiped out
tional theytransaction because would virtually simultaneously with the for-

expendedhave been ifeven the trans- eign partner’s alleged capital contribu-
(Id.action had not occurred. at tion, optionsas the were marked down

10:14). to their market value. This occurred
1140. Dr. Carron’s position ignores the in (Kolbe,all 47 transactions. 36:71-

reality 2856).that 74;a rational addition,investor would Dem. Ex. In in
transactions,consider all fees and incosts deter- all charged47 Refco
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9;Dep. atpart. (Mahoney Hawkesoptionfor the MMLLCfeeslarge
60).Dep. atas a fixed percentagecalculatedpairs,

payout thepotential onthe netof
8.5%options, ranging Participatedfrom in 47Mahoney Iden-MMLLC’s 1.

36:76;(Kolbe, Ex.Dem. in 2001to 10%. tical Transactions
2858). 47 FDIS transactions1152. A total of

short, Interna-Fidelitythe1145. In Fidelity International(including the
transactions, like otherthetional transaction) implemented inwere

transactions, was intendednotFDIS Mahoney and2001 in Hawkeswhich
profit.aproduceto into serve the roleagreed with Haber

(Mahoney Dep. atforeignof investor.
Mahoney a PartnerNot Real00. Was 2060).6; 57; Ex. AnDep. atHawkes

Fidelity Internationalin in-eight FDIS transactionsadditional
volving Mahoney and Hawkes wererealMahoney not a1146. Samuel was

2002,in one of whichimplementedEgan inpartner of Richardgenuineor
was from 2001 to 2002.carried overdid notFidelity International. He

6-7; Dep.at(Mahoney Dep. HawkesEgan, andjoin Alpha,with Richard
2100).58;at Ex.a for ofpartner purposeas theHelios

Rather, hecarrying on a business. of the 47 2001 FDIS1153. In each
nominee or whoa mere strawmanwas transactions, followingthe occurred:

for his services.paidwas a. ortaxpayer purchasedthe one
above,described the FDIS1147. As option pairs offsetting op-ofmore
astrategy required tax-indifferent single-memberathroughtions LLC

play foreigntheperson to “role of (“SMLLC”);
partner.”

b. contributedtaxpayerthe his/her
above,also described Maho-1148. As to a multi-interest in the SMLLC

agreed theney playand Hawkes to (“MMLLC”)ple-member orLLC
foreign partner” in the FDIS“role of the inpartnership step-upto basis

strategy. MMLLC;the
above,described the role1149. As also Mahoney pur-c. or Hawkes made

Mahoney “foreignand Hawkes aof as ported capital contributions to ac-
of anpartner” primarily“was that quire a or 95% common inter-93%

party,” and to followimplementing MMLLC;est in the
the Pro-steps described in “Outline of

bought oned. the MMLLC or moreforTransaction” each transac-posed
quartets options;oftion.

e. terminated thepartnershiptheMahoney and testi-1150. Both Hawkes
simultaneouslyandgain-leg optionseconomicsfied that we adhered“[t]he

purchased replacement options;capitalto the contribu-respectto with
boughttaxpayerf. then most ofthe(Mahoneyformulaic.”tions were

commonforeign party’sthe interest60).9; Dep.at Hawkes atDep.
MMLLC;in theMahoney Hawkes1151. Neither nor

andg. remaining legs the re-structuringinvolved in the or thewere
were thenany placement optionsthe termi-negotiating stepsof of of the

nated;theyin took andFDIS transactions which
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h. the remainingtermination of the 1158. All providedfunds by Ailesbury
thelegs replacement options (Maho-and repaidwere in January 2002.
agenerated large reported ney 23;loss that Dep. at 73;Dep.Hawkes at

1917).primarily 1512,accrued to the U.S. tax- Exs. date,As of that
apayer large gain primari-and that only DGI and DGI-controlled entities

ly foreign person.accrued to the moneyhad at money that hadrisk—
been provided by taxpayer-inves-the(Kolbe, 2852).36:50-58; 37:25-26; Ex.
tors—in the FDIS transactions.1154. Each tax-shelter transaction re-

31, 2001,1159. On December Ronin nearlysulted the immediate ofloss
Buesinger Alphaof prepared a sum-“foreign partner’s”50% of the capital
mary that listed the purported “In-spaninvestment within the of a few

by “Co-Investor,”vestments” the Al-weeks from their initial capital invest-
pha, DGI, and Helios in each of the 47ment. Without a behind-the-scenes
2001 transactions,FDIS including Fi-him,agreement to compensate Samuel
delity (Exs. 2060,International.Mahoney $991,815would have lost of
1497).initial contributions into taxthese

$325,500shelters. He would have lost 1160. For Fidelity International, the
in Fidelity International spreadsheetalone. Simi- $651,000listed the contri-
larly, more,without Martin Hawkes bution Fidelityto International on

$979,754would have lost Mahoney’sof initial con- behalf as “Co-Investor
tributions. Orig basis”; $325,500Cost the sale of

Mahoney’s common interest in Fideli-
Mahoney’s2. Capital Contributions ty International to EganRichard as
Were Treated as Costs of the Pro- Common”;“Sale of and the net
moters amount as Adjusted]“Co-Inve[st]or

(Exs. 2060,1497).Cost basis.”1155. The funding “foreignfor the con-
tributions” for the 2001 FDIS transac- 1161. The aggregate balance of the

bytions was made Wyo-DGI and a Adj“Co-Investor Cost basis” for all
ming partnership Ailesbury.called transactions,47 2001 FDIS ap-after
(Mahoney 22-23;Dep. at Hawkes proximately million in buy-out$2.4

1917).71-73;atDep. Ex. payments, computedwas to be
$1,302,978. (Exs. 2060,1497).2001,1156. Over the course of DGI

funded a total capitalamount of con- aggregate1162. The funding expense
$1,505,000. (Ex. 1917).tributions of $1,302,978of for the Adj“Co-Investor

None of these funds were used for byCost basis” was Buesing-recorded
anything other than FDIS transac- joint DGI, Helios,er as a expense of

23;(Mahoney Dep.tions. at Hawkes Alphaand in a series of spreadsheets
73).Dep. at fundingAs additional that preparedhe calculating the net

required,was it supplied bywas profitDGI. from these transactions to be
(Ex. 1917). DGI, Helios,split among Alpha.and

In spreadsheet,each the amount ofyear1157. For the 2002 FDIS transac-
$1,302,978 was listed as “SM-MHtions, Mahoney and Hawkes used for

(Exs. 1641, 1642, 1644,Cost Basis.”capitaltheir moneycontributions the
2772).1657,1660,1845, 2771,left over prior year’sfrom the FDIS

31;transactions. (Mahoney Dep. at Buesinger1163. prepared profitthe
80).Dep.Hawkes at analysis spreadsheet uponbased reve-
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inMahoney and Hawkes the 2001information that Ha-expensenue and
phone.the as-partnershipsto him over FDIS as their ownber dictated

11, 2007, at sets,Oct. 243-(Buesinger Dep. they alreadyhad reimbursedas
47). Mahoney capitaland Hawkes for their

2002, 37:87).8, (Kolbe,Ivan Ross ofMarch1164. On contributions.
analysisprofitAlpha sent one of these

(Ex. 1641).tospreadsheets Haber. Mahoney for4. Reimbursed HisWas
e-mail, stated thatIn his cover Ross Expenses Paid a Fee for Hisand
profit analysis “is basedthe attached Participation

fully reimbursedgettingon each of us 1167. Before the first FDIS transac-
in these funds outon our investments tion, Mahoneypromised payHaber to

(Id.). The “investmentsof fees.”the an amount that was “fairand Hawkes
capitalthein these funds” consisted of with their roles asand commensurate”

for the transactionscontributions foreign partners. (Mahoney Dep. at
DGI, Helios,by Alpha,and asmade 63-64).13-14; Dep. atHawkes

bythe the “Co-well as contributions
ulti-Mahoney1168. and Hawkes wereInvestor,” Mahoney orwhich was

mately aggregatean fee ofpaid $2(Ross 7, atDep.Hawkes. Nov. 2007
playingfor the role of a for-million104-06).

3, 4,eign partner. (Mahoney Dep. at
65-66).15-16; 55,Dep.Hawkes at3.Any Remaining Inter-Value of the

Mahoney AmongSplitofests Was Mahoney1169. and Hawkes under-
the Promoters paidstood that the fees them were

1, 2002,May Buesinger sent1165. On fact,determined after the [and]
spreadsheet listinga the 2001DGI aggregatewere a function of the

informa-FDIS customers and related program!success of the FDIS and]
(Ex. 1843). spreadsheettion. That in- significant partin a function of the
acluded breakdown of the cost bases gross paid byamount of the fees

and values of the “Irish value” and the participants.the U.S.
DGI, Helios, Alphaand “investments.” 16;(Mahoney Dep. Dep.at Hawkes at
(Id.). value,” of thatThe “Irish as

66).
(Id.).date, $138,334. Thewas “Irish

analysisprofit1170. Each of thevalue” was the total of the values of
forspreadsheets the 2001 transactionsMahoney/Hawkes remainingthe inter-

$2,000,000jointa thatexpenselistedests, buyouts,after the in each of the
(Exs.aswas described “SM-MH.”(Kolbe,2001 FDIS transactions.

1641, 1642, 1644, 1657, 1660, 1845,1843).37:85-86; Ex.
2772).2771,DGI, Hel-1166. The total value of the

ios, Alphaand investments and the
Mahoney5. Could Not Realize a(Ex.$1,560,709.“Irish values” was

Transactions,theProñt on FDIS1843). values, includingAll of those
Absent FeesValue,”the “Irish were allocated to

Proposed1171. The of Trans-DGI, Helios, OutlineAlpha; none of theand
Fidelityaction for the InternationalorMahoneyvalue was allocated to

1843). 20, 2001,37:86-87; September(Kolbe, transaction datedHawkes. Ex.
words, Helios, Mahoney,that “an In-DGI,In other and Al- stated Samuel

Investor,”dividual will contributepha remainingtreated the interests of
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1028).(Ex.$651,000. The expenseoutline also was listed as an “out pock-of
(Id.).aggregatethat the amountindicated et” cost.

to com-of the contributions allocated $325,5001175. The out-of-pocket cost
$700,000,mon interests and thatwas buyoutfor the Mahoneyof was the

$651,000 Mahoneyfor his would re- same amount Eganwhether Richard
a interest inceive 93% common Fidel- purchased 85% of the common inter-

(IcL).ity International. (asest shown on the Outline of Pro-
interests in Fidelity1172. The common posed Transaction dated September

$700,000a value ofInternational had 2001)20, or of the88% common inter-
22,upon on Octobercontributions (asest shown in the revised Outline of

(Ex. 1188). Mahoney’s2001. com- 25,2001).Transaction dated October
$651,000.mon interest was valued at (Exs. 1028, 1202).

(Id,.). By day, thethe next common
1176. ofbuyout foreignThe the partici-interests, including Mahoney’s, had a

pant’s common interest was a plannedvalue of The commonzero. interests
step in each the 47of 2001 FDISby the“wiped largewere out” Refco

case,eachtransactions. In it was alsoforeign participantfees before the was
planned daysthat within 30 the inter-36:61).(Kolbe,bought out. Refco’s

Mahoneyests of and Hawkes wouldforeign currency optionsfees on the
boughtbe out 50% offor the amount$800,000,were more than the value of

theythat purportedly had(Id. 36:40). contributed.the common interests. at
2852).36:54;(Kolbe, Ex.Nonetheless, operating agreementthe

buyoutstated that the could not be for 1177. thethough buy-outEven 50%
less than of halfgreaterthe of the a purported amount,was minimum
selling partner’s capitalinitial contri- Mahoney and Hawkes could not ex-

(here,bution or fair market value pect a higher figure, because Refco’s
(Id.$325,500). 36:40; 1177).at Ex. fee immediately erased the value of

Mahoney1173. and Hawkes were their common interests and reduced
buyoutaware that partialthe of their 36:61).(Kolbe,them to zero. In 35
a planned stepcommon interests was cases, buyoutof the 47 the was for

in (Mahoneyeach FDIS transaction. exactly half of the initial contribution
13; 63).Dep. Dep.at Hawkes at foreign party,tocredited the while in

They from theunderstood outset that 12 was forbuyoutcases the more than
they requiredcould to effectuatebe a half of the credited contribution.
buy-sell afteragreement the contribu- 2852).(Kolbe, 36:54-55; Ex.

capital partner-tion of to the FDIS
In light magnitude1178. of the of Ref-ships, Fidelityincluding International.
fee,co’s it would have been economi-13;(Mahoney Dep. Dep.at Hawkes at

cally for Mahoneyirrational and63).
engagedHawkes to inhave theseProposed1174. The ofOutline Trans-

knowing they likelytransactionsFidelityaction for the International
(Kol-immediately incur awould loss.that ap-transaction stated “[a]fter

37:71).be,days,proximately 30 Maho-[Samuel
implied Mahoney... 1179. The losses ofney] will sell of his common[85%]

and the 47 2001Eganinterest” Hawkes on FDISto Richard for “[fair
transactions, by subtractingmarket a minimum calculatedwith ofvalue]

(Ex. 1028).$325,500.” $325,500 buyout from foreignThis the amounts the
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providedor acontributions, hedging purposeablewasinitialparties’
37:77-78). possibility profit.of(Kolbe, reasonable$1,302,978. That

shown on the Fidelitysame amount Inter-is the 1185. The members of
goodinjoin togetheras the notspreadsheetsand DGI national didAlpha

(Exs. 1641, apurpose conductingBasis.” faith for the ofCost“SM-MH
2771).1660, that1642, 1845, activity through entity.It is also the business

amount of the “Co-Investor above,same Samuel Ma-1186. As described
that notAdj Cost basis” was[usted] join Fidelitynot Interna-honey did

foreignby party upontherecovered realizingthe of apurposetional for
allof common interest forthe sale his profit option tradingfrom its activi-

(Kolbe, in,FDIS transactions. Mahoney capital47 2001 noties. invested
1497).37:77-78; to,Ex. contributed nobore no risk as and

to, Fidelityvalue International. Ma-Any payment Mahoneyto and1180.
honey expectationhad no reasonableDGI,by and ofAlpha, HeliosHawkes

the ofprofit Fidelityof from activitiesonlyexpensethe “SM-MH” would
expenses wereInternational. HisHawkesMahoneycause and to break

andpaid by Alpha,and hisDGI/Helios37:82).(Kolbe,even.
bywas those enti-compensation paidnoted, however, MahoneyAs and1181.

an thatarrangementties under hadflatpaidHawkes were a fee of $2
to tradingconnection activitiesno theparticipation.million for their

Fidelityof International.
Likewise,1187. and as describedFidelity High Tech aPP. Was Sham

above, joinHelios and did notAlphaPartnership for Federal Income
Fidelity purposeInternational for thePurposesTax

realizing profit optionof a from itsabove,As there no1182. described was
activities.tradingpurposenon-tax business for the cre-

Fidelity Highation of Tech. It was
Step Ap-RR. The Transaction Doctrine

solelycreated for the ofpurpose plies Collapse Steps of the Fideli-to
taxes,avoiding engageand did not in ty High Tech Transaction

aactivities that either served reason-
Steps Fidelity High1. The of thehedging purpose providedable or a

BeTech Transaction Should Col-possibility profit.reasonable of
“Interdepen-lapsed under theFidelity High1183. The members of

dence” Testjoin together goodTech did not in
Stepsa. theNone of Individual Hadconductingthe apurposefaith for of

Independentan Businessthrough entity.activitybusiness that
Purpose

QQ. Fidelity wasInternational a Sham Fidelity HighThe Tech transac-1188.
Partnership Federal Incomefor product carefullythe ation was of

PurposesTax planned and oforchestrated series
above, insteps designedAs no that had ad-1184. described there was been

the theby promotersnon-tax for cre- vance of taxpurposebusiness the
strategy. stepsation of International. It was shelter The were setFidelity

pre-solelycreated the of out in memoranda or outlinespurposefor
taxes,avoiding pared by promoters,not in the and in notesengageand did

prepared by Egans’a or theactivities that either served reason- documents
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Hightirehelp Fidelityto them understand and Techadvisors transaction.
implement addition,the transaction. Several of In ofseveral the intermedi-

used the wordthose documents even stepsate no nonhad tax business
“steps” process. (E.g.,theto describe purpose, regardless of the pur-overall

698).3240.1,550,Exs. pose.
steps Fidelity HighThe of the1189.

closelyTech transaction conformed to (1) PurposeThere Was No Business to
forth insequential stepsthe set the the Formation and Use of the Index A

Sep-memorandum datedDGI/Helios Option Acquire Optionsand A to the
5, 2000, “Implementa-tember titled

Purchasingtion Steps Options—for 1195. There was no non-tax business
(Ex. 550).Capital Strategy.”Gain purpose to the formation and ofuse

only significant1190. The difference Index A Optionand A to acquire the
2001,by pro-was that theNovember options.

moters had the “stockdeveloped drib-
above,1196. As described rather than

strategy replaceble” to the final step
having HighFidelity Tech enter intooriginallyof the transaction as

trades,the offsetting options AOptionplanned. The “stock dribble” strate-
and Index A each entered into thegy planned,itself involved a series of

Egantrades. Maureen then contrib-choreographed steps.
A,Optionuted and EganRichard con-finalAlthough step1191. the of the

A, to Fidelitytributed Index Highchanged to providetransaction was
positionsTech. The option enteredEgans flexibilitythe with more on the

Aby Optioninto and Index A wereby Fidelity Highsale of the stock held
then closed out.Tech, restructured,even as the trans-

objec-action still its ultimatehad as Option1197. A AThe use of and Index
anytive the of capital gainelimination optionsto enter into that would be

on Egans’the sale of their stock. ultimately Hightransferred to Tech
Fidelity1192. The steps High purposeof the had no business other than

38:62-64).(Kolbe,Tech weretransaction undertaken tax reduction. Be-
solely for ofpurpose stepping upthe alreadyHighcause Tech owned the
the by Highbasis of the stock held stock, was noEMC there non-tax rea-

anyTech so as to eliminate built-in son to incur costs in formingthe sin-
capital gain resultthat would on the gle-member daysLLCs and seven la-
sale of the stock. ter to cause those same entities to be

The steps LLC,1193. of the transaction were atransferred to multi-member
completely interdependent; each indi- Aand use OptionThe formation of

fruitless,vidual step would have been simplyand Index re-A consumed
withoutpointless,and indeed the com- unnecessarysources costsand added

pletion preplannedof the entire ser- (Id.).to the transaction.
vice of of thesteps. stepsNone had
any independent purpose.business (2) PurposeThere No Business toWas

Egan’sthe MaureenTransfer ofStepsb. Certain Intermediate
HoldingsMEEInterest toPurposeHad No Business

above, 1198. There was no non-tax businessAs there1194. described was no
transfer or Maureenpurposenon-tax for the en- for thepurposebusiness
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Ap-Step DoctrineThe TransactionFidelity High Tech SS.ininterestEgan’s
Steps Fideli-Collapse of theplies toHoldings.to MEE

ty TransactionInternationalabove, StephanieAs described1199.
FidelityHoldings to be Interna-StepsMEEDenby caused The of the1.

liability Be Col-partner-a limited Shouldas tional Transactionformed
“Interdepen-Egan lapsedthen contribut- theUndership. Maureen

toHighin Tech MEE Testdence”her interestsed
a technicalcausedHoldings, which Steps Hadof the Individuala. None

High Tech.oftermination Independent Businessan
PurposeEgan’sof MaureenThe transfer1200.

Hold-to MEE Trans-Highin Tech Fidelityinterest International1203. The
purpose.business of aproductno non-tax likewise theings had action was

Egan’sof and orchestratedpurpose carefully plannedMaureenThe sole
designedHighin Tech had beenstepsseries of thatof her intereststransfer

ofby promotersthe theHighto allow in advanceHoldings wasto MEE
strategy. stepsThe werein tax shelterelectionmake a Section 754Tech to

pre-or outlinesset out in memorandathe of the stockstep up basisorder to
and inby promotersthe notesparedTech, thereby allowing theHighin

Egans’prepared by theor documentsinflexibility disposingEgans greater
understand andto themhelpadvisorsof the stock.

{E.g.,transaction.implement the
1017,1034,1056,1140,1202).Exs.HighFidelitySteps theThe of2.

ProposedofOutlines1204. Helios sentBe Col-ShouldTech Transaction
Denby,and whichTransaction to Shea“Component”lapsed theUnder

Eganto Michael andwere circulatedTest
out-employees. Thoseother Carruth

outset, the individualthe1201. From 20, 2001,Septemberwere datedlines
Tech trans-Fidelity Highthesteps of 16,27, 2001, 2001September October

implementedandplannedaction were (Exs. 1034,25, 2001.and October
single objectiveaccomplishto a 1202).1140,1056, The outlines detail—to

in thestep-upcreate an artificial of the transaction.stepsmost of the
ownership inter-in theirEgans’ basis above, the two1205. As described

Tech, allowtherebyandHighests in in the outlinessteps not discussed
gain onany capitalthem to eliminate toorally Carruthwere communicated

by Highheldof the stockthe sale telephonemeetings andin various
Tech. memorializedwereconversations and

em-by various Carruthin notes takenresult, of thestepsa the1202. As
1024, 1028, 1036,Exs.ployees. {E.g.,stepsparticular, thetransaction —in

1045).A acquiredOptionwhere Index A and
plannedthedescriptionThe of1206.and whereNASDAQ options,100

correspondsin these outlinesstepsthen contributedentitiesthose were
ofimplementationthe final thewithbe col-Fidelity High Tech—shouldto

transaction.Fidelity Internationalbeoptions shouldlapsed, and the
Fidelityof the actualstepsthe 1207. Theacquired inhavingtreated as been

conformedInternational transactionby Highfirst instance Tech.
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(1)of Pro-stepsthe on the Outlines There Was No Non-Taxto Business
Purpose Fidelityfor theTransaction. Use ofposed

Optionsto Purchase theWorldin theOn at least two occasions1208.
planningof and implementingcourse 1214. There was no non-tax business

transaction,Fidelity Internationalthe for thepurpose Fidelityuse of World
parties specifically into ac-the took thepurchase optionsto or the trans-

thepossibilitycount the that IRS entity daysfer of that within Fideli-to
might doc-stepinvoke the transaction ty International.
trine. Fidelity1215. inengageWorld did not

18,In a meeting1209. on October any activitybusiness other than the
2001, PatSpeiss,with Haber and Shea rate optioninterest trades. Further-

“... purposes,noted: for business the more, pro-under the terms of the
alive,longer keepwe it the better we trades, itposed had no ex-economic

for presentationare don’t want withposure respect to those trades—we
a instepto look as transactions the beyond premiumthe initial net paid.
(Ex. 1151).eyes.”IRS economic change1216. No would have

time,At1210. around the same Reiss Fidelityifresulted International and
that the interest-rate trades Fidelitywrote not World had theacquired
not be “now” be- (Raus-would terminated rate options directly.interest

41:46).“stepof the ser,cause concerns about
1384).(Ex.transaction” doctrine. 1217. The formation and use of Fideli-

tysequential simplyThe the Fidel- World consumedsteps1211. of resources
ity unnecessaryInternational were un- and added thetransaction costs to

solely Fidelityof Internationalpurposedertaken for the transaction.
a tax couldgenerating loss that be

(2) None theordinaryto of Other Intermediateused offset the income
Transaction,Steps Standingtheby the ofEganrealized Richard on exer-

Alone, Any IndependentHad Busi-of his EMC options.cise stock
Purposenesssteps1212. The of the weretransaction

completely each indi-interdependent; of following1218. None the intermedi-
fruitless,stepvidual would have been of Fidelityate thesteps International

pointless,and indeed the com-without had atransaction non-tax business
of the ser-pletion preplannedentire purpose:
steps. stepsof hadvice None of the (a) 22,the October 2001 contribution

any independent purpose.business by EganRichard of inhis interest
(whichFidelity World theincluded

StepsCertainb. Intermediate purchased by Fidelityoptions
PurposeHad No Business 9, 2001)on October cashWorld and

Fidelity ex-to International inabove,As no1213. described there was
infor a 5% commonchange interestpurposebusiness the en-non-tax for

International;FidelityFidelitytire International transaction.
addition, (b) 29,In several of intermedi- October 2001 terminationthe the
steps gain legspur-ate had no non-tax business of the of the USD/EUR

pro-pose, regardless pur- optionsof the and the use of thoseoverall
ceeds, plus anpose. additional out-of-
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result,$14,491, steps1221. As a the of thepurchasetopocket cost of
particular, stepsthereplacement options op-for the transaction —innew

terminated; Fidelity inter-just acquiredthat where Worldtions were
options, Fidelityrate and whereest(c) 30, 2001 terminationthe October

then to Fideli-World was contributedgain optionsof of thelegs JPY/USD
collapsed,ty International —-should beproceeds, plusand the use of those

optionsand the interest rate shouldofout-of-pocketan costadditional
inhaving acquiredbe treated as been$14,050, replacementpurchaseto

by Fidelityfirst instance Interna-theoptions thatoptions for the were
tional.terminated;just and

Alternatively, Egan1222. Richard(d) 5, purchase bythe 2001November
realizingbe treated bothshould as theFidelityRichard of 88% ofEgan

Fidelitygain and the loss on the In-common interestInternational’s
ternational transaction.$325,500.Mahoneyfrom for

of gain legs1219. The termination the
Fidelity High FidelityTT. The Tech andcurrency optionsthe foreignof when

Were,OptionsInternational PairedEgan ofRichard owned 5% the com-
Economically, Single Positionsmon and Mahoneyinterests owned

paired offsetting op-1223. The variousinterests,the93% of common and the
Fidelity Highin the Tech andtionslegstermination of the loss of the

Fidelity International transactionsforeign currency options Rich-when
were, economically,single positions,Eganard owned 93% of the common

Mahoneyinterests and owned 5% of
Option1. theThe Parties Treatedinterests, simplythe common were

SingleaPairs as Positionsteps of thepreplanned transaction
option pairs designed1224. The wereobjectivefrom the The ofbeginning.

jointly separate options.and not asthe the totransaction from outset was
38:75-76).(Kolbe,structure the termination of the cur-

rency that a majoritytrades such of asoptions1225. Refco treated the a
gainthe would be allocated to the Yorkesingle position. Thomas of

foreign partner a majorityand of the Refco thatRefco advised others at the
loss would allocated to Richard optionbe from the transactionsrisk was
Egan. at because theinception,”“identifiable

effectively “pairedtransactions were a
Steps Fidelity2. The the Interna-of (Berhmann 30-31).atDep.trade.”

tional Should Be Col-Transaction Refco’s “it was im-perspective,From
lapsed “Component”Under the [they] link”portant that be able to the
Test optionslong “togetherand short and

net risklook at the of the two tradesoutset,1220. From thethe individual
opposed to transac-separate[as]assteps Fidelityof the International

(Id. 32).attions.”planned imple-transaction were and
single objec-mented to aaccomplish Alpha options1226. also treated the as

artificial a as in itssingle position,tive—to create an tax loss shown “Pric-
(Ex. 747).ordinarythat could offset foring Highbe used to Matrix” Tech.

matrix,nonquali- preparing Buesingerincome from of In thethe exercise
options by Egans. only “pricing position,fied the was a net the
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(Buesinger Dep. Julynet economics.” million.have lost their entire $645
237). (Id.).31, 2008 at

31, 2001,January1227. CarolynOn 1230. As to Fidelitythe International
Fiddy took notes of a conversation transaction, the numbers were even
with Ron Buesinger Alphaof in which larger. Kolbe,As Dr. governmenta

Egansshe wrote that the “have expert, explained,
2bought optionsdifferent for [f]ax options]Had [the been sep-written

purposes economically is[it]—but arately with separate counterparties(Ex. 728).really 1 item.”
... out-of-pocketthe costs would
have gone up dramatically. ItSeparating2. Optionsthe Paired
would have cost million to[$]994Required HugeHaveWould
buy all the long options. And the

MarginAmounts of Collateral or
optionsshort would pay-have their

1228. As to the Fidelity High Tech ments withheld and there would
paired options, Option A and AIndex have had to be another billion$3.1

payhad to a premiumnet of $3.4 supplied in margin to be held
million. If Highthe Tech inoptions against the risks that the op-short

paireach had been written sepa-with tion would finish in the money. So
counterparties, Optionrate A In-and the total cash outlay would be more

dex A would have had to pay $160 than billion.$4
million to the counterparty from (Id. 37:92).at

they boughtwhom the long options,
1231. The risk to a counterparty fromand would have to supplyhad $485

is,such a trade —that op-where the(inin marginmillion addition to with-
tions were separate and not posi-onepremiums)held to the counterparty to

(Id.tion—would be enormous. attheywhom sold the options.short
37:93). Accordingly, it would have38:69-71).(Kolbe, The resulting total

economicallybeen “irrational in themillion,capital required, would$645
extreme for requiresomeone not to ahave nearlybeen 190 largertimes
margin ... enough payto it off.”than actuallythe million required.$3.4
(Id.).(Kolbe, 38:69-72; 3029,Dem. Exs.

3030). not, however,1232. Refco did require
such margin or other collateral andMoreover,1229. because options’of the
therefore treated the option pairs as ifprovisions for determining “refer-the
they economicallywere single posi-(that is,price”ence the 15-minute
tions.window and the use of multiple index-

es to measure the value of the NAS- 1233. In summary, as Dr. Kolbe ex-
DAQ window),100 within that there plained, “the end result of this is that
would be a risk at the end that the separated, optionsthe are much more
counterparty long op-from whom the costly. They risky.are more And
tions had been purchased would con- economically they... prod-are two

they off,clude paidhad not while the ucts separated single productand a
(Id.counterparty 38:72).to whom op-the short combined.” at “[Togeth-

tions had been sold investment;would conclude singleer there’s a apart,
(Kolbe, 38:72).they paid (Id.had off. If they’re two investments.” at

38:73).that happened,had the Egans would



212

process gettingInde- the of ... at-Egans Did Receive controlNotUU. The
Legal torneys expeditiously... reach thefrom Pros- topendent Advice

(Ex. (em-Sidley 809desired conclusions.”and Austinkauer
added)).phasis

Sidley Didand Austin1. Proskauer
knew,Akselrad or1241. Ruble andLegalIndependentProvideNot

known,reasonably have thatshouldAdvice
marketing the strate-wasDGI/Helios

Sidley Aus-Both Proskauer and1234. gy in that fashion.
interestan inherent conflict oftin had

atprovided least 281242. Proskaueradvice tolegalin to renderpurporting
Sidleyopinions,favorable and AustinEgans.the

opin-at least 30 favorableprovidedabove, RubleAs described R.J.1235.
ions, in of the taxsupport shelter

Akselrad ofSidley Austin and Iraof (Ex. 1519).strategy.
actively assistedRoseProskauer

Sidley Austin pro-1243. Proskauer andin design, develop-theDGI/Helios
legalvided advice both to DGI/Heliosment, marketing, implementationand

taxpayer/inves-and to the individualstrategytax shelter and itsof the
in the taxtors who invested shelter(Exs. 814).809,797, 798,variants.

strategy.Among andthings,other Ruble1236.
specifically1244. acknowl-Proskauerprovided on the strate-inputAkselrad

to the in a draftedged Egans, repre-marketingcommented on thegies,
11, 2002,Aprildatedsentation lettermaterials, providedand or commented

representedthat it andDGI/Heliosinlegal opinions to use theon model
therefore a conflict of if ithad intereststrategy.taxpromoting shelter

(Ex.represented Egans.also theknew,and or1237. Ruble Akselrad
1772).known,reasonably should thathave

addition,In of1245. Ira Akselrad Pros-repu-used the names andDGI/Helios
personally participatedkauer in atheirtations of their firms andlaw

tax inDGI shelter transaction 2000.inopinions marketingmodel the strat-
(Exs. 669, 2759). opinionThe favorableegy prospectiveto clients.

concerning personalletter his transac-part strategy,As of Ruble1238. the
by &tion was issued Brown Wood onagreed in toand Akselrad advance

(Ex. 669).31,December 2000.inlegal opinionsfavorable or-provide
above,As1246. described DGI/Heliosinduce totaxpayer-investorsder to

inplayed a role thesubstantial draft-strategy.utilize the
legal opinionsanding delivery of theknew, or1239. and AkselradRuble

Sidley Austin.by Proskauer andknown,reasonably thatshould have
above, in nearly1247. As described alllegal opin-the issuance of favorable

instances, legal fees of Proskauertheprominentions from law firms was a
Sidley paid byand Austin werepro-central feature of the successful

taxpay-rather than themotion of the DGI/Heliosstrategy.
Ruble and Akselrader/investors.above, in1240. As also thedescribed

aware arrangement.were of thatmaterials,marketingFDIS DGI/Hel-
feespaidhad stated of its “most 1248. the of Pros-ios that one DGI/Helios

and inSidleyto its clients kauer Austin order tovaluable” contributions
and“ability firmly manage management great-in to and assert firmerwas
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opinions opinionsthe rendered onseter control over from the of the trans-
(Ex. 809).by the law firms. actions.

1256. EgansThe and their advisorsSidley1249. Proskauer and Austin de-
knew that their communications withpro-from theprofitrived substantial

SidleyProskauer and Austin were fre-ofmotion and the tax sheltersale
quently shared with andDGI/Helioshad a financialstrategy, and therefore
KPMG.upholding strategy.interest in the

1257. The andEgans their advisors
knew that ofnone their communica-Egans Legal2. That theThe Knew
tions with Proskauer and Sidley Aus-SidleyAdvice from Proskauer and
tin were orprivileged, “privi-markedIndependentAustin Was Not
leged.”knew,Egans reasonably1250. The or

1258. andEgansThe their advisorsknown, legalthat the ad-should have
provided their oncomments the drafttheyvice from Proskauerreceived and
opinions to James Haber or TimSidley independent,notAustin was

(orSpeiss, exclusivelyand not evenhad anand that the firms inherent
always thedirectly) to law firms.conflict of interest.

1259. EgansThe received a draft en-highly1251. The Egans sophisti-were
gagement letter from Proskauer thattaxpayerscated with considerable

aspecifically noted conflict of interestbusiness experience.
based on the fact that Proskauer also

1252. andEgansThe their advisors represented DGI/Helios.
thatknew marketed itsDGI/Helios 1260. EgansThe and their advisors

ability to and control“manage the knew, reasonablyor should have
process” attorneysgetting expe-of “to

known, that Proskauer had a conflict
ditiously reach the desired conclu- interest,of it represent-because also(Id.).sions.”

ed DGI one of the principal promoters
1253. The and theirEgans advisors of the strategy.tax shelter

knew, reasonablyor should have 1261. EgansThe and their advisors
known, that had arrangedDGI/Helios knew that ofthe fees Proskauer and

firms,in advance for four law includ- (otherSidley Austin than the fee for
Austin,ing SidleyProskauer and to bythe letternon-disclosure Pros-

opinionsrender to taxpay-favorable kauer) paid bywere DGI/Helios.
er/investors. 1262. Egans paidThe would not have

1254. The and theirEgans advisors Helios for the transactions until Hel-
knew, reasonablyor should have provided satisfactoryios and favorable
known, Sidleythat Proskauer and legal opinion letters.
Austin had modeldeveloped opinions,

theyand that had rendered Opinionfavorable VV. The Proskauer for Fideli-
opinions taxpayer/investorsfor tyother High Tech Was Based on Un-
who had the same orused similar Assumptionsreasonable Factual
strategies. opinion1263. The Proskauer letter dat-

5, 2002,Egans1255. The and their ed on theApril Fidelity Highadvisors
knew, reasonablyor should have Tech transaction was based on unrea-
known, that Sidley assumptions, includingProskauer and sonable factual

knew,assumptions EgansAustin intended to render favorable that the or
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known, Representationb. Investorwerereasonably should have
No. 2 Was Falseuntrue.

reasonablynotEgans didThe1264. Rep-Paragraph 2 the Investor1270. of
2002,5, ProskauerApriltherely on opinionin Proskauerresentations the

pur-reportingfor taxopinion letter letter stated:
poses. InvestmentBased on advice of the

theprobabilityas to ofAdvisor the
Opinion False and1. The Contained cer-reachingpropertyreferenced

AssumptionsMisleading Factual Optionat thepricetain levels which
letter wasopinionThe Proskauer1265. and on Inves-profitablewould be

repre-factualbased onpurportedly evaluation,independenttors own
mis-that false andweresentations they a rea-Investors hadbelieved

leading. opportunity profitto earn asonable
optionfrom the trades in excess of

RepresentationInvestora. with-all fees and transaction costs
1No. Was False regard toout tax benefits.

Paragraph Rep-Investor1 of the1266. added)).(Ex. 122 at 9 That(emphasis
opinionin Proskauerresentations the also made verba-representation was

letter stated: in the of Facts execut-tim Certificate
Egan.by Richard Maureened andoptionsinto theInvestors entered

1766).(Ex.to market vo-hedge againsttrades
latility in a hold-large concentrated lan-template1271. That isparagraph

so as toing technologyof stock in theand is containedguage, also
profit. (Ex.an economicproduce overall Sidley 121opinionAustin letter.

optionstheInvestors believed that 12).at
concentratedwere correlated to this representationThat false1272. was

optionsso that the wouldposition subjective objectivea andfrom both
hedge.an effectiveproduce standpoint.

8-9).(Ex. representation122 at This subjective standpoint,a1273. From
in thewas also made verbatim Certifi- theyEgansthe did believe thatnot

andbyFacts Richardcate of executed to earnopportunityhad “a reasonable
(Ex. 1766).Egan.Maureen from in ex-profit optiona the trades

representationThat was false1267. all fees transaction costscess of and
objectivesubjectivefrom both a and regard to tax benefits.”without

standpoint. Moreover, relythe not onEgans did
of Advisorthe advice the “Investmentstandpoint,From a subjective1268.

is, Alpha] probabilitythe ofas toEgans op- [thatthe did into thenot enter
reaching cer-the referenced propertymarketagainsttion trades “to hedge

Optionthepricetain levels at whichMoreover, Egans didvolatility.” the
profitable,” theynor did con-would be“wouldoptionsnot believe that the

“independentan evaluation.”ductanproduce hedge.”effective
standpoint,an asstandpoint, objectivean as 1274. Fromobjective1269. From

above, was no reason-above, was described theredescribed the transaction
optionpossibility profitan on thereasonablynot to create able ofdesigned

in all fees and trans-hedge. trades excess ofeffective
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to taxregardand without There existedaction costs no understanding,
benefits. agreement, obligation, or arrange-

pursuantment anyto which of the
Representationc. Investor parties described herein committed

3 Was FalseNo. undertake all anyto or of the trans-
Rep-3 ofParagraph1275. the Investor actions upondescribed herein the

opinionin theresentations Proskauer happening any transaction,of other
letter stated: except to the thatextent owner of

orEach investor contributed his her Optionsthe and Bank were contrac-
membership interest in or[Index] tually obligated performto under
[Option] [Fidelity Highto forTech] Optionsthe in accordance with then-

non-tax business rea-substantial stated terms.
sons, including the short term risk

(Ex. 9).122 representationat Thatof stockmanagement concentrated
was also made inverbatim the Certifi-positions.

of bycate Facts executed Maureen(Ex. 9).122 That representationat
(Ex. 1766).andEgan Richard Egan.made almost in thewas also verbatim

byof Facts Mau-Certificate executed That paragraph template1281. is lan-
(Ex.Eganreen and Richard Egan. guage, and is also found essentially

1766). verbatim in the Sidley opinionAustin
lan-paragraph template1276. That is (Ex. 13).letter. 121 at

guage, similar is alsolanguageand
1282. The language apparentlyis in-Sidley opinioncontained in the Austin

providetotended a for the inap-basis(Ex. 12).121 atletter.
plicability of the step-transaction doc-representation1277. That was false

context,Intrine. representationthesubjective objectivefrom aboth and
misleadingwas or false.standpoint.

subjective standpoint,1278. From a If the language1283. is construed to
Egansthe did not enter into the only that legalmean there was no

transaction for non-tax“substantial obligation part Eganson the theof to
reasons,” anyor non-business indeed any stepsundertake of the of the

reasons; theytax so sole-business did transaction, true,literallyit is but
ly to taxes.avoid misleading. opinion recog-The itself

objective standpoint,1279. anFrom that the “bindingnizes commitment
nothere were substantial non-tax onlyis one of possibletest” three tests

business reasons to enter into the determiningin the ofapplicability the
transaction. There was no reasonable (Ex. 122step-transaction doctrine. at

transaction,profitpossibility of on the 36).
provideand the transactions did not

If this language1284. is construed tomanagement“short risk of con-term
Egansthat the nomean had “under-positions.”centrated stock

standing” “arrangement”or that the
Representationd. 10Investor No. parties stepswould the ofundertake

MisleadingorWas False in particularthe transaction a order
mind,particulara inwith end result1280. 10Paragraph of the Investor

language is The Fidelityin the false.Representations the Proskauer
opinion Tech aHigh plannedletter stated: transaction was



216

paid to Helios andamounts of feestransaction fromchoreographedand
the transaction. The omis-finish, KPMG onforimplementedandtostart

unreasonable.sion of those facts wasavoiding taxes.ofpurposesolethe
anyomitted refer-opinion1290. The

OriginalDate of thee. The paid to Helios andence to the fees
EMCofContribution KPMG, it tothough appearedeven

FalseStock Was questionthat a critical wasrecognize
Egans had a reasonablewhether theofHighThe Tech Certificate1285.

profitearn a “in excessopportunity toRichard andfalsely thatFacts stated
costs.”of all fees and transactionhad contributed sharesEganMaureen

on Febru-Highto Techof EMC stock the fees was de-1291. The omission of
7, were actu- liberate,2001. Those sharesary done at the instruc-and was

8,Septemberon 2000.ally contributed Tilevitz to Michaeltion of Orrin
(Ex. 1621).at Proskauer.SwiaderletteropinionIf the Proskauer1286.

Fidelitycorrectly stated thathad
OpinionKnew That the3. Proskauerholding EMCHigh Tech had been

MisleadingFalse andContained8, 2000, itSeptemberstock since
Assumptions andFactual Omittedthathave been more obviouswould

Critical Factspurposeno for thethere was business
above,Aacquire options in Index IraEgans to 1292. As described Akselrad

A, daysand then withinOption providedand of Proskauer sub-personally
optionstransfer those to in mar-design,thereafter stantial assistance the

Tech.High keting, developmentand of the FDIS
strategy.

Opinion2. The Omitted Essential above,As also described Aksel-1293.
Facts substantially famil-personallyrad was

opinionProskauer letter did1287. The Fidelity High Tech trans-iar with the
any concerning theinclude factsnot independentaction of the Certificate

Fidelity Highof thepurposetrue by Egans, in-of Facts executed the
transaction, was to createTech which including Egans’ purposesthe enter-

in basis in orderstep-upan artificial ing into the transaction.
liability.Egans’the taxto reduce AkselradAmong things,1294. other

of those facts was unrea-The omission knew, reasonably haveor should
sonable. (1)known, involvedstrategythat the

opinionThe Proskauer letter1288. toplanned stepsan elaborate series of
any concerninginclude factsdid not (2)execute; Egans paid largethat the

implementationand of thedesignthe KPMG, Refco,Helios, oth-fees to and
transaction, in-Fidelity High Tech transaction;ers in connection with the

fact that it involved ancluding the (3) designedthat the transaction was
stepsseries of thatorchestrated an artificialgenerateand intended to

particu-in awere intended to occur basis,in and had no otherstep-up
order, inwere executed thatlar and (4) that the transactionpurpose;

factsorder. The omission of those genuine hedgingno or risk-served
was unreasonable. (5)function; that thereandreduction

theno economic substance toopinion letter did was1289. The Proskauer
the transaction.any concerningnot factsinclude
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knew, Representationtherefore or a. Investor1295. Ira Akselrad
known, that No.reasonably should have 1 Was False

contained andopinionthe letter false
1301. 1Paragraph of the Investor Rep-assumptionsfactual andmisleading

Sidleyin opin-resentations the Austinomitted critical facts.
ion letter stated:

Investor entered into the Transac-Egan4. Did Not theRichard Read
tion substantial non-tax busi-ofCertificate Facts or the Pros- for

reasons, predominatelyness relatedOpinionkauer Letter
offsettingto various investment

Egan the1296. Richard did not read risks associated a large singlewith
torelatingCertifícate of Facts the concentrated in aholding U.S. tech-

High signingTech transaction before nology company, to hedgeand
(R. 3:100-01).Egan,it. against currency influctuations in-

Egan1297. did theRichard not read ternational in whichmarkets this
legal letter fromopinion technologyProskauer company significanthas
relating Highto the Tech transaction currency exposure due to sales....

issued, and, fact,at the was intime it investorAlso has entered into cer-
did it untilnot read the IRS initiated Optionstain hedge againstto inter-
an yeai’s opinionaudit after the was rateest fluctuations....

(Id. 3:76-77).issued. at
(Ex. 12) added).121 at (emphasis

representationThat was also made
Sidley OpinionWW. The Austin for Fi- inverbatim 1 ofparagraph repre-the

delity International onWas Based bysentation letter signed Richard
Assump-Unreasonable Factual Egan relating Fidelityto the Interna-

tions (Ex. 78).tional transaction.

Sidley1298. The Austin opinion letter That representation1302. was false
8, 2002, Fidelitydated March on the subjective objectivefrom both a and

International transaction basedwas standpoint.
on factual assumptions,unreasonable

subjective1303. From a standpoint,including assumptions Egansthat the
Egansthe did not enter into theknew, reasonablyor should have

transactions for non-tax“substantialknown, were untrue.
reasons,” anybusiness or indeed non-

reasonably1299. EgansThe did not reasons; theytax business did so sole-
8,rely on the 2002 Aus-SidleyMarch ly avoidto income taxes.

tin opinion letter for tax reporting
objective standpoint,1304. From anpurposes.

were nothere substantial non-tax
business reasons to enter into the

Opinion1. The Contained andFalse
transaction. The transactions did not

Misleading AssumptionsFactual
risks,”offset “various investment nor

toSidley reasonably designed1300. was it createopinionThe Austin letter
hedge against “currencywas an effectivepurportedly rep-based on factual

that or rate fluctua-resentations were false and mis- fluctuations” “interest
leading. tions.”
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profitof from theRepresentation possibilityableb.Investor
2 transaction in excess of all fees andNo. Was False

regardwithout totransaction cots andRep-2 InvestorParagraph of the1305.
tax benefits.Sidley opin-in the Austinresentations

ion letter stated:
Representationc.InvestorInvestmenton advice of theBased

No. 3 FalseWasof theprobabilityas to theAdvisor
1310.Paragraph 3 of the Investorreaching cer-propertyreferenced

Sidleyin the Aus-RepresentationsOp-tain levels at which theprice
opiniontin letter stated:profitablewould be and ontions

independentown evalua-Investor’s Investor contributed the member-
tion, that aInvestor believed he had [Fidelity]inship interest World to

opportunity to earn areasonable non-taxInternational for substantial
profit from the Transac-reasonable reasons....business

in excess of all fees and trans-tions 12).(Ex. representation121 at That
toregardaction costs and without in paragraphwas also made verbatim

tax benefits. representation signedof the letter3
(Ex. added)).(emphasis121 That Fi-by Egan relatingRichard to the
representation was also made verba- (Ex.delity International transaction.

2paragraph representa-tim in of the 78).
signed by Egantion letter Richard representationThat was false1311.

Fidelityrelating to the International subjective objec-from both a and an
(Ex. 78).transaction. standpoint.tive

lan-paragraph template1306. That is
subjective standpoint,From a1312.

inguage, and is also contained the
Egansthe did not enter into the(Ex.opinion 122 atProskauer letter.

transaction for non-tax“substantial9).
reasons,” anybusiness or indeed non-

representationThat was false1307. reasons; theytax business did so sole-
subjective objec-from both a and an ly to avoid taxes.

standpoint.tive
objective standpoint,From an1313.subjective standpoint,From a1308.

there were no substantial non-taxEgans theydid not believe thatthe
business reasons to contribute theopportunityhad a “reasonable to earn

Fi-membership interest in World toprofita reasonable from the transac-
delity International.tion in excess of all fees and transac-

regardtion costs and without to tax
Representationd.Investor No.

Moreover, Egansbenefits.” the did
Misleading9 False orWas

relynot on the advice of the “Invest-
Paragraph Rep-1314. 9 of the Investorprobabilityment “theAdvisor” as to

Sidley opin-inresentations the Austinproperty reachingof the referenced
ion letter stated:price Op-certain levels at which the

norprofitable,”tions would be did understanding,There existed nó
they an “independentconduct evalua- agreement, obligation, arrange-or
tion.” pursuant anyto which of thement

parties described herein committedobjective standpoint,1309. From an as
above, anyto undertake all or of the trans-described there was no reason-
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upon Opinionactions described herein the 2. The Omitted Essential
transaction,anyhappening of other Facts

except to the extent that Inves- Sidley1319. The opinionAustin letter
(and International astor/World did not anyinclude facts concerning

Investor)transferee of and Coun- purposethe true Fidelityof the Inter-
terparty contractually obligat-were transaction,national which was to cre-

performed to Optionsunder the in ate an artificial loss in order to reduce
accordance with their stated terms. Egans’the tax liability. The omission

of those facts was unreasonable.(Ex. 13).121 at That representation
Sidleywas also in 1320. Theparagraph opinionmade verbatim Austin letter

of did not includerepresentation signed any9 the letter facts concerning
by designtheEgan relating implementationRichard to the Fi- and of the

(Ex. Fidelitydelity transaction,International Internationaltransaction. in-
78). cluding the fact that it involved an

orchestrated stepsseries of that were1315. That paragraph templateis lan-
intended into occur a particular or-guage, and is also found verbatim in
der, and were executed in that order.(Ex.opinionthe Proskauer letter.
The omission of those facts was unrea-9).122 at
sonable.

1316. The language apparentlyis in-
Sidley1321. The opinionAustin letter

provide inap-tended to a basis for the
did not anyinclude facts concerning

plicability step-transactionof the doc- the role foreign partnerof the in the
context,In representationtrine. the transaction, including the fact the fact

misleadingwas or false.
funds,that he invested no bore no

If the language1317. is construed to risk, value,added no and sepa-was
onlymean that there was no legal rately compensated by promotersthe

obligation part Eganson the of the to for his inrole the transaction.
any stepsundertake of the of the •1322. Sidley opinionThe Austin letter

transaction, true,it literallyis but anydid not include concerningfacts
misleading. opinionThe itself recog- the amounts of fees to Helios and
nizes that “bindingthe commitment KPMG on the transaction. The omis-

onlytest” is possibleone of three tests sion of those facts was unreasonable.
in determining the applicability of the opinion1323. The paidomitted the fees

(Ex. 121).step-transaction doctrine. KPMG,to Helios and itthougheven
If language1318. this is construed to appeared recognizeto that a critical

mean that Egansthe had no question“under- Eganswas whether the had
standing” “arrangement”or that the a opportunityreasonable to earn a
parties would stepsundertake the of profit “in excess of all fees and trans-
the transaction in particulara order action costs.”

mind,a particularwith end result in
Sidley3. Austin Knew That thelanguagethe Fidelityis false. The
Opinion Contained False and Mis-International transaction was a
leading AssumptionsFactual andplanned and choreographed transac-
Omitted Critical Factsfinish,tion from start to imple-and

above,mented for the sole purpose of avoid- 1324. As described R.J. Ruble
ing taxes. of Sidley personally providedAustin
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Opinion Let-the ProskauerXX. Bothdesign,in theassistancesubstantial
Sidley OpinionAustinter and theof thedevelopmentmarketing, and

on Unreason-BasedLetter Werestrategy.FDIS
Legal Assumptionsableabove, RubleAs also described1325.

substantially familiarpersonallywas purpose of thepurportedThe1330.
trans-Fidelity Internationalthewith Sidley opinionAustinandProskauer

representa-of theindependentaction Egans of theto advise theletters was
by Egan,Richardtion letter executed Fi-of theconsequencestaxpotential

in en-Egans’ purposesincluding the delity transactions.
transaction.tering into the

2002,5, ProskauerApril1331. Theknew,things, RubleAmong other1326.
letter, things,among otheropinion(1)known,havereasonably shouldor

following conclusions:contained the
involved an elabo-strategythat the

(1) pur-taxincome“that for federalsteps to exe-plannedofrate series
likely than not”it is moreposes(2)cute; paid largeEgansthat the

instep-upclaimed basisthat theKPMG, Refco,Helios, oth-andtofees
compute gain onbe “used towouldtransaction;connection with theers in

Fidelityin[stockthe sale of the(3)that aMahoney was notSamuel
Tech]”;High(4) that the transactionpartner;true

gener-designed and intended towas (2) doc-that sham transaction“[t]he
tax and hadpurposes,losses forate and, based onapplytrine would not

(5) that the trans-purpose;otherno Egansofrepresentations [thethe
hedging orgenuineaction served no Transactions wouldAlpha],and the

(6)function; and thatrisk-reduction purposerequisitehave the business
economic substance tothere was no substance”;and economic

the transaction.
(3) step transaction doc-that “[t]he

knew, orthereforeR.J. Ruble1327. applynot to recharac-trine would
known,have thatreasonably should Transactions”;terize the

contained false andopinionthe letter
(4) greater than 50that “there is aandmisleading assumptionsfactual

that the taxpercent likelihoodcritical facts.omitted
wouldof the Transactionstreatment

by theupheld challengedifbeEgan Read theRichard Did Not4.
IRS”; andRepresentation LetterInvestor

Paragraph representa-10 of the (5)1328. not be successfulthe IRS “should
Fidelityrelating to thetion letter penalty againstit awere to assert

astransaction statesInternational under Sectionan Investor
reviewed the 6662(b)(2) (3).”follows: “Investor has or

the Transactions at-description of 10-12).(Ex. 122 at
isdescriptionand suchtached hereto

8, Sidley2002 AustinThe March1332.materially complete.”accurate and
letter, among things,otheropinion78).(Ex.

followingconclusions:contained theEgan did not read the1329. Richard
(1) pur-income taxthat “for federalrelating to theletterrepresentation

likelyit than not”poses is moretransaction be-Fidelity International
basis,3:100). step-up in(R. that the claimedEgan,it.signingfore
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gainsand the claimed allocations of analysis likelyreasoned of a legal out-
losses, respected; come,and would be but advocacyrather as pieces

(2) intended to previouslythat sham defend atransaction doc- deter-“[t]he
and, minedapplytrine would not based on conclusion.
Investor,representations ofthe the example,1336. For any reasonable and

requi-Transactions would have the experienced tax attorney would have
purposesite business and economic recognized that the IRS would assert

substance”; that the economic substance doctrine
(3) “[althoughthat the matter cannot (or variant)a applywould to the Fi-

entirelybe free from becausedoubt delity High Tech and Fidelitythe In-
of factual inquiry,the nature of the ternational opin-transactions. Both

balance, requisiteon the profit mo- fact,ion letters recognize that and
tive to supportexists the deduction both pagesdevote several to pur-a

anyof loss from the Transactions ported analysis of that issue.
165(c)(2)under Code Section and 1337. The opinionProskauer letter

183”;Code Section Fidelityconcluded that the High Tech
(4) that step transaction doc-“[t]he transaction would be upheld even if it

trine applywould not to the Trans- substance,had no economic longas as
actions”; the taxpayer was subjectively motivat-

(5) greaterthat “there is a than 50 byed a purposebusiness other than
percent likelihood that the tax (Ex.obtaining tax benefits. 122 at
treatment of the 29).Transactions would It then in conclusorystated fash-

upheld challenged bybe if the Egansion that the “contributed the
IRS”; and Options Tech],and the [HighStock to

(6) that “the and Maureen [Egan]IRS should not be suc- contributed her
inpenalty [Highcessful were it to assert a interest toTech] [MEE

against Holdings],Investor forCode Section substantial non-tax
6662(b)(2) (3)or businesspositions includingfor taken reasons investment

control,management,on Investor’s federal income tax re- risk and estate
planningturn with respect purposesto the whichTransac- reasons

(Ex. 16-18).tions.” 121 likely satisfy anyat would pur-business
pose requirement engagingfor in the1333. A opinionreasonable letter would

(Id. 31).Transactions.” atlikely positionshave laid out the that
IRS,bywould be asserted the and opinion1338. The Proskauer letter

authorities,discussed the relevant effectivelythus assumed that the
unfavorable,whether favorable or in transaction would upheld longbe as as

order to evaluate the likelihood that Egans representedthe theythat sub-
the courts uphold positionswould the jectively thebelieved transaction had

bytaken Egans.the purpose.a business
opinion superficially1334. The letters 1339. No attorneyreasonable tax

purport to discuss the relevant au- would assume athat transaction of
thorities, in reality analysisbut their that nature recognizedwould be and

incorrect,incomplete,is and mislead- upheld by simplythe courts because
ining multiple respects. taxpayerthe self-servingmade a

Furthermore, opinion1335. the letters statement about or supposedhis her
notwere written as a or purpose.measured business
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conclusoryin fash-purpose”“businesswas aEganRichardBecause1340.
ion:Massachusetts, it shouldofresident

athat there wasobvioushave been that had a rea-believed heInvestor
applica-that thelikelihoodsubstantial to earn a rea-opportunitysonable

substance doc-the economicbility of in of all feesprofit, excesssonable
Firstlitigated in thebetrine would costs, from theand transaction

however,letter,opinionTheCircuit. Transaction, to taxregardwithout
anyof relevantno mentioncontains above, In-statedAlso asbenefits.

subject.case law on theFirst Circuit Optionsthe tovestor contributed
letterthings, opiniontheAmong other non-taxInternational for substantial

mention, analyze,much lessdoes not reasons, hedgingincludingbusiness
opinion in DeweesFirst Circuit’sthe highlyin a concentratedof risk

(1st Cir.1989),Comm’r, 21870 F.2dv. stock, for-hedging currency risk as
in the courta tax shelter case which upmade an increas-eign markets

(in of Sectiona discussionnoted large component of the busi-ingly
165(c)) “objectivethe fea-that where holdings,inness their concentrated

sufficientlythe aretures of situation hedging currency risk with re-and
clear, fromself-serving statements credit, profes-to a line of thespect

differ-legalcould make notaxpayers bymanagement provided [Al-sional
ence.” to create apha], and the desire

capital throughof thelarger poolevent,Furthermore, anyinand1341.
of other investors suchinvolvementknew, reasonablyor shouldProskauer

Mahoney].as [Samuelknown, subjec-Egansthat thehave
(Id 62).reasonstively had no non-tax business at

into thepurposes enteringor for let-opinionLike the Proskauer1344.
transaction. ter, letterSidley opinionthe Austin

case, ordid not mention the DeweesSidley opinionThe Austin letter1342.
the issue of wheth-otherwise addresscircuits tookindicated that different

acceptlikelycourts were toer theto the economicapproachesdifferent
self-serving taxpay-statements fromdoctrine, that the “cor-substance but
ers at face value.approach upholdwas to therect”

Proskauer, Sidleyif it had either a business Like Austintransaction 1345.
(a knew,subjective inquiry) reasonablyor eco- or should havepurpose

(an known, subjectivelyobjective inqui- Egansthat thenomic substance
(Ex. 62). opinion pur-121 la- reasons orry). at The had no such business

ter, that it the transac-inconsistently, poses enteringstated is for intoand
that a transaction tion.“well-established

pur-... for taxrespectedwill not be in the Proskauer1346. The discussion
...poses [has]unless the transaction concerning the “eco-opinion letter

separate and dis-economic substance Fidelity Highof thenomic substance”
de-tinct from the economic benefit virtuallycontainedTech transaction

(Id atrived from the tax reduction.” analysis of the actual facts of theno
70). 32-34).(Ex. 122 attransaction.

Sidleyin the Aus-1347. The discussionopinionLike Proskauer let-1343. the
concerning the “eco-opiniontin letterter, letterSidley opinionthe Austin

Fidelity In-of thenomic substance”Egans’ purportedaddressed the



223

Sidleytransaction contained 1350. The Austin opinionternational letter
(Ex.analysis.factual 121 at 70- the languagecontained same verba-some

(Ex.77). however, 97-98).letter, 121opinion ig-That tim. at
issues, suchseveral critical asnored summary,1351. In the opinionneither

Fidelitythe Internationalwhether provided meaningfulletter a coher-or
actually a reason-transaction served analysisent toas several critical is-

function, thehedging or whetherable sues, including applicabilitythe of the
ofpossibilityhad a reasonableEgans economic substance doctrine.

in excess of costs asso-profit fees and
lack meaningful1352. The of a or co-with theciated transaction.

analysisherent as to those issues was
opinionThe discussion in both1348. The opin-deliberate. authors of the

as to whether the transactionsletters likelyion letters knew that it was not
in areIRS Notice 2000-44described Fidelity Highthat the Tech or Fideli-

“substantiallythe “same as” or similar ty International transaction would
Highto” the Tech transaction was legala challengesurvive in which all

(Exs. 122incomplete misleading.and underlyingthe facts were made
93-98).35; Indeed,121at at the known.

theopinion disposedletters of issue
purpose1353. The of the let-opinionsummarily, virtually analysis.with no

not to provide legalters was guidance,
The opinion1349. Proskauer letter provide potentialbut to a defense

that instated the Notice 2000-44 theagainst imposition of penalties,
transaction, of the op-the contribution toand thus induce the taxpayer/inves-

spread “directly in a taxtion results tor to enter into the transaction.
loss,” whereas in Highthe Tech trans-

Egans1354. The highly sophisti-wereaction, “the basis re-increased outside
experienced taxpayerscated and andsulting from the of thecontribution

knew, reasonablyor haveshouldspreadoption simply permits inves-
known, that legal analysisthe in the(Ex.to avoid a gain.”tors taxable

letters was notopinion reasonable.35).at explanation given122 No was
whyto the artificialas creation of an

Did,Egans ReasonablyYY. The Notstep-up throughbasis the contribution
AnyRely on Other Professionaloption spreadof an is not “substantial-

for TaxAdvisors Advicean artifi-ly similar” to the creation of
ofthroughcial loss the contribution an Egans ReasonablyDid1. The Not

Likewise,spread. opinionoption the Rely the Tax Adviceon of KPMG
2000-44,that inletter stated Notice

Egans reasonablyThe did not1355.taxpayer’s outlaynetthe economic
rely concerningKPMG for adviceonnominal,”was described as “zero or

reporting Highof the Fidelitythe taxin Highwhereas the Tech transaction
” FidelityTech or International trans-greaterit “farwas than ‘nominal.’

actions.(IcL). Again, giv-wasexplanationno
why Egansto outlayen as a net economic 1356. The knew that KPMG

promotera ofthat was small fraction the was a of the tax shelter
tax and an inherentstrategies,claimed benefit is not “substantial- thus had

an that conflict of withly outlaysimilar” to was and obvious interest
regard rendering any“nominal.” to tax advice.
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FidelityFidelity High Tech orlyingseek or obtaindid notEgansThe1357.
International transactions.tofrom KPMG asletteropinionan

Fi-Fidelity High Tech ortheeither or obtainEgans did not seek1363. The
transactionsdelity International from RSM McGla-opinionan letter

Fidelity Highdrey as to either thedeliberately avoidedEgansThe1358.
trans-FidelityTech or Internationalout of con-opinion,anobtaining such

actions.might athe IRS obtaincerns that
“guide” “getit a touse ascopy and

ReasonablyEgansThe Did Not3.the transactions.aboutinformation”
Stepha-Rely Tax Advice ofon the2536).(Ex.

Denbynie
event, Egans deliber-anyIn the1359.

reasonablyEgansThe did not1364.ofdisregarded the adviceately
Denby for advicerely Stephanieonrequired theKPMGKPMG. When

of theconcerning reportingthe taxdisclo-make a tax shelterEgans to
High FidelityTech or Inter-Fidelity2001 individual taxwith theirsure

national transactions.Temp. Reg.Treas.pursuantreturn to
not seek or obtainEgans1365. The did1.6011-4T, Egans fired KPMG§ the

Stephaniefrom Den-opinionan letterthe disclosure.rather than make
Fidelity High Techby as to either the224).(Exs. 2785, 96, 98,

Fidelity transactions.or International
knew, reasonablyEgansThe or1366.ReasonablyEgans2. The Did Not

known, Stephaniethatshould haveRely the Advice of RSMon Tax
Denby that the transac-understoodMcGladrey

unlikelyrisky,tions were so and so to
reasonablyEgansThe did not1360.

scrutiny, theythat shouldsurvive IRS
McGladrey anyfor taxrely on RSM

from the IRS to thebe concealed
concerning reportingthe tax ofadvice

possible.extent
Fidelity High Fidelityorthe Tech

knew,Denby or rea-Stephanie1367.International transactions.
known,have that thesonably should

knew, reasonablyorEgans1361. The that receivedlegal Egansadvice the
known,have that RSM McGla-should Sidleyfrom Proskauer and Austin as

drey had an inherent conflict of inter- Fidelity High Fidelitythe Tech andto
regard rendering anyto taxest with in-International transactions was not

EgansThe knew that RSMadvice. dependent and was based on unrea-
McGladrey had been referred to them assumptions.legalsonable factual and

Haber,by principal promoterJames a
strategy.of the tax shelter Haber CONCLUSIONS OF LAWIV.

Wainwrighttold Pat Shea that Ron of
A. and Nature of Proceed-JurisdictionMcGladrey experience mar-RSM had

ing(Ex.keting strategy.the tax shelter
1419). jurisdictionhas1. The Court

pursuantmatter to 26 U.S.C.over thissignedandWainwright1362. reviewed
6226(b), (e), (f),§ and and 28 U.S.C.tax returns forEgans’the individual
1346(e).§days,2001 within a matter of notwith-

governed by part-is theof the re- 2. This casestanding the immense size
EquityTaxprovisions of thenershipand of the under-complexityturns the
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655; Comm’r,Responsibility Act of 1982 Monahan v.and Fiscal 321 F.3d
(11th Cir.2003).1063, 1066(“TEFRA”), innow codified relevant

§§at 26 U.S.C. 6221-6234.part 6.Thus, completion part-after the of a
TEFRA,the of theSince enactment nership-level proceeding, adjustments

proceed-for a “unifiedprovidesCode partners’to tax items are made based
partnershipall items ofing in which upon adjustmentsthe to partnership

loss, deduction,income, credit thator If a taxpayeritems. thatbelieves the
liabilitypartner’s error,each tax computationalaffect IRS has made a

uniformly adjustedbe at the erroneously imposed penalty,would or has a
partner mayPro- thepartnership bring separatelevel.” Choice then aChefs

duce, Comm’r, 388, 6230(c).proceeding. §393Ltd. v. 95 T.C. See 26 U.S.C.
Comm’r, however,In(1990); proceeding,v. 91 such aHarrell T.C. there

242, (1988); § no of the part-26 6221. is review substantive243 see U.S.C.
issues,nership as the partnership-lev-jurisdictionThis Court has to deter-3.

el determinations are conclusive. Id.all items” of Fideli-“partnershipmine
6230(c)(4).§ty FidelityTech and Interna-High

in the FPAAs.tional that were raised
B. The Economic Substance Doctrine6226(f).6221,§§ A “part-26 U.S.C.

Generallysubstance, 1. The Doctrineitem,” innership is an item
by“required to be taken into account” matter,7. generalAs a transac­

partnership purposes.the for tax Id. shams,tions that are or without eco­
6231(a)(3).§ Among things,other this substance, recog­nomic will not be

jurisdictionhas to determineCourt nized under the Internal Revenue
partnershipthe a shamwhether was principleCode. That inoriginates the

lacked substance andor economic Supreme inholding GregoryCourt’s
disregarded pur-be for taxshould 465,Helvering,v. 293 U.S. 55 S.Ct.

Partners,poses. FXPetaluma LLC (1935).266, 79 L.Ed. 596
Comm’r, 649,v. 591 F.3d 652-54 Gregory, Supreme8. In the af-Court

(D.C.Cir.2010). firmed the denial of claimed deduc-
partner­4. Determinations made as to expensestions for losses and incurred

in aship partnership-level pro­items in a corporate reorganization. The
ceeding binding denial,and onare conclusive Court affirmed the even

6230(c)(4);partners. §all 26 U.S.C. though taxpayersthe the lit-followed
Invs.,Stobie Creek LLC v. United requirementseral of the Internal Rev-

States, 75,2008 U.S. Claims LEXIS at reorganization,for the be-enue Code
(Fed.Cl.2008).*13 acause the transaction was “mere

device” the of afor “consummation“any5. “Affected item” means item to
not apreconceived plan” reorga-andby athe extent such item is affected

within the intent of the Code.nizationpartnership item.” 26 U.S.C.
469,at 55 266. The CourtId. S.Ct.6231(a)(5).§ Nonpartnership items

noted:sep-and affected items are resolved in
right taxpayerof a toproceedings following part- legalarate the The

amount of other-nership-level proceeding, although decrease the what
taxes,any altogeth-be his orthey may bybe controlled deter- wise would

them, by means which thepartnershipminations made at the er avoid
FX, permits,level. See Petaluma 591 F.3d at law cannot be doubted....
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made under sham transac-paymentsfor determinationquestionBut the
done, tions.” Id.apartwhat wasis whether

motive, thingwas thethe tax contrast,from Lyonin v.By10. Frank Co.
intended.the statute States, 561,which 98 S.Ct.United 435 U.S.

1291, (1978),55 L.Ed.2d 550 the Su-on to conclude:The Court wentId.
preme Court noted:

circumstances, the factsIn these [Wjhere ... a mul-genuinethere is
and arefor themselves sus-speak tiple-party transaction with econom-

interpretation.of but oneceptible compelledic which is orsubstance
... inundertakingwhole wasThe encouraged by regulato-business or

fact an elaborate and devious form realities,ry with tax-inde-is imbued
aconveyance masquerading asof considerations, and is notpendent

noth-corporate reorganization, and shaped solely by tax avoidance fea-
excludesing else. The rule which meaninglessthat labelstures have

from consideration the motive of tax attached, the shouldGovernment
pertinent to theavoidance is not rightshonor the allocation of and

situation, because the transaction by parties.duties effected the
upon plainits face lies outside the

583-84,at 1291.Id. 98 S.Ct.
intent of the statute. To hold oth-

short,In11. the economic substanceerwise would be to exalt artifice
“prevents] taxpayersdoctrine fromreality depriveand to theabove

subverting legislativethe ofpurposestatutory provision questionin of all
by engagingthe tax code in transac-purpose.serious

tions that are fictitious or lack eco-
470,atId. 55 S.Ct. 266. realitynomic to a taxsimply reap

Indus.,Coltec Inc. v.benefit.” Unit-9.Similarly, in v.Knetsch United
States, 1340,ed 454 F.3d 1353-54States, 132,361, 366,364 U.S. 81 S.Ct.

(Fed.Cir.2006). Although the basic(1960),L.Ed.2d the Supreme5 128
clear, precise nature ofprinciple is theCourt affirmed the denial of claimed

the doctrine has never been articulat-arising out of adeductions transaction
Court,by Supremeed the and hastaxpayerin a topurportedwhich bor-

bewildering varietybeen framed in amoney pay acquirerow and tointerest
byof formulations the courts. In-annuity,an but was “lent” a sub-back

deed, even the name of the doctrine—portion pay-stantial of the “interest”
which is sometimes called the shamments. The held that theCourt
transaction doctrine—has never beentransaction was a “fiction” with “noth-
settled.substance,”ing of and that it was a

Nonetheless, many12. circuits haverecognized.“sham” and would not be
rejected taxpayer’s adopted two-partId. The Court some version of athe

argument that the statute sanctioned test that takes into account both the
(that is,subjectivetaxpayer’sthe claimed tax deductions and re- intent

taxpayer subjectivelyCongress”fused to “attribute to a whether the had
statutory meaning “plain- purposethat did not a non-tax business for trans-

action)367, objectivethe ofly” appear. Id. at 81 S.Ct. 132. and features
(that is,in transaction whether theThe Court said that it had the“look[ed]

objectivevain” for in- transaction from an stand-congressionalevidence of
apoint possibilitytent “to authorize deduction of had reasonable ofthe
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1372, (Fed.Cir.2010).reasonably served F.3d 1376-77profit or otherwise
function). See,a non-tax business however,emphasized,The court has

Comm’r,P’ship v. 157 F.3de.g., ACM that a transaction can also be disre-
(3d Cir.1998) (the231, subjective247 garded anas economic “if thesham

fac­objective factors are “relatedand taxpayer’s subjectivesole motivation
analysisof which inform thetors both is tax avoidance ifeven the transac-

had suffi­of whether the transaction Coltec,tion has economic substance.”
substance, taxapartcient from its 1355;454 F.3d at see also Dow Chem-

for taxconsequences, respectedto be States,ical v.Co. United 435 F.3d
Comm’r,purposes”); James v. 899 (6th Cir.2006) (“The594, 599 proper

(10th Cir.1990) (“The905,F.2d 908-09
in determiningstandard if a transac-

approach ... holds that thebetter
tion ais sham is whether the transac-purposeof andconsideration business

anytion practicablehas economic ef-simplyeconomic substance are more
fects thanother the creation of incomeprecise factors to consider in the [de­
tax (quotation omitted));losses.”the transac­of]termination whether

Stores, Comm’r,Winn-Dixie Inc. v.any practicaltion had economic effects
(11th Cir.2001)1313,254 F.3d 1316other than the creation of income tax

(the pro-economic-substance doctrineomitted));(quotationlosses.” Shriver
thatvides a transaction is not entitled(8thComm.’r, 724,v. 899 F.2d 725-27

respectto tax if it lacks economicCir.1990) (the objective subjectiveand
oreffects substance other than theprongs simplyare factors to be con­

benefits,generation of tax or if theadeterminingsidered when whether
substance); transaction serves pur-no businesstransaction has economic

Nelson,by pose);Bail Bonds Marvin Inc. v. Investerings P’shipASA v.
(9thComm’r, 1543, Comm’r,820 F.2d 1549 505,Cir.­ 201 F.3d 511-12

1987) (“In adetermining whether (D.C.Cir.2000) (“[T]he absence of a
sham, typicallytransaction is a courts fatal.”).nontax purposebusiness is

1)focus on two related factors: has
Circuit, contrast,14. The byFourththe that it had ataxpayer shown busi­
rigid two-parta more test foremployspurpose engagingness for in the

adisregarding transaction under thetransaction other than tax avoidance?
economic substance doctrine. The2) taxpayerhas the shown that the

prongfirst looks to whether the trans­transaction had economic substance
generateaction could a reasonablebenefits?”);beyond the creation of tax

(an objectivepossibility profit inqui­ofCompaq Computer Corp.see also v.
ry) and the prongsecond considersComm’r, (5th778,277 F.3d 781-82
whether the transaction had a tax-­Cir.2001) (noting compet­existence of

(aindependent purposebusiness sub­ing finding unnecessarytests but it to
jective inquiry). The transactionissue).decide

prongsmust fail both before it can be13. The Federal Circuit has held that a
disregarded lacking sub­as economicobjectivelack of economic issubstance

World,Toyotastance. Inc. v.Rice’sby disqualifysufficient aitself to
(4thComm’r, 89,752 F.2d 91-92 Cir.­prooftransaction without that the tax-

1985); Corp.see also Black & Deckersole motive is tax avoidance.payer’s
States, 431, 441Coltec, 1355; v. United 436 F.3dat454 F.3d accord Jade

(4th Cir.2006).States,Trading, LLC v. United 598
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(2) in thecapital gainin the to defer taxable2. The Doctrine First Circuit
present year (possibly long-term)toappearsFirst to15. The Circuit

gain years.”taxed in futurecapitaladopted á version of the econom­have
“[njothing inId. It also noted that thethat looks toic substance doctrine

suggests that the brokersbrochuressubjective objectiveand fea­both the
try profitsto make real or thatwouldtransaction, rig­atures of the without

significantthe investors risked realtwo-part generallyid test. See Dewees
losses.” Id. It concluded:(1st Cir.1989)Comm’r, 21v. 870 F.2d

J.).(Breyer, or not the them-Whether Deweeses
Dewees, promotional16. In the court considered a selves received these

materials,involving theystraddle evidence ofprovidetax shelter scheme
Ex- andgeneral purposetrades on the London Metals the nature of

change. trading especiallyThe Tax had disal- strategy,Court the
groundslowed loss deductions on the since the results of the actual trans-

shams, closely pro-that the transactions “were actions so mirror the
substance,” and be-without economic moters’ claims.

the were not “en-cause transactions Id.
into mean-profit”tered for within the Third,20. the Court noted that al-

ing of 108 and 165 of theSections though open-the scheme included the
22.Internal Revenue Code. Id. at account,of aing margin “none of the

17. The Dewees court noted that the 1,100investors ever received a ‘margin
existence the economic substanceof call’from his broker.” Id.

(whichdoctrine it called the “sham in
This fact is evidence that the bro-

doctrine) originssubstance” had its in
anykers did not believe investor

inSupreme Greg-the Court’s decision
moneywould lose more than his

ory Helveringv. and cited later deci-
depositinitial margin would cover.

sions, including atKnetsch. Id. 29-
suggestThese facts also that the

upheld30. It then the Tax Court’s
program onlyinvestment achieved

thatfinding the transaction was a
promotionalwhat the materials

making analysis,In thatsham. the
promise, namelyseemed to a tax

objectivecourt considered both the fee, exposingloss for a set without
features of the transaction and the

the real gains.investors to risks and
subjective intent participants.of the

Id.First,18. the court noted that Dew-
Fourth,21. the court observed:1,100ees’s case was one of similar
[Although the investors’ accounttransactions, and that the Tax Court
balances at net profitstimes showedwas free to draw conclu-“reasonable

losses, ease,or in each com-“general pattern”sions” from the of after
pleting the whole series transac-the transactions. The court concluded of
tions, no anyinvestor received netthat the one topattern designed“is
profit, and no investor was ever... ...produce gainstax not real

loss,pay beyondasked to a thegains.” atId. 31.
And,margin deposit.initial noSecond,19. the court noted that the

anybroker ever returned of thepromoters of the itscheme advertised
margininitial andeposit to investor.(1)program “designedas a to convert

ordinary capital gain,income into and Id.
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First,to note that 26. it held that the“[w]here22. The court went on ob-
jective features the1,100 of situation aretradinginvestors’none of the

clear,sufficiently Tax has[the Court]of the“anyshowed evidencerecords
legal power saythe to that self-serv-risks, and losses” thatprofits,real

ing taxpayersstatements from couldcreate.speculation would“genuine”
difference,legalmake no and that it

against the trades ofAnd the odds
find thewould transaction was not

1,100 speculators, seekinggenuine
primarily profit, regardless anyfor of

just happening to fitprofits,real (quotationsuch statements.” Id. at 35
taxpayer’s]of trad-patternthe [the omitted). Second, “a taxpayer cannot

just to lose ex-ing, happeningand loss,deduct a ‘sham transaction’ irre-
marginof theiractly the amount spective subjective profitof his mo-

Itdeposits, phenomenal.must be Third,tive.” Id. the Tax Court could
might not be reasonable to think a employ a traditional ‘sham in sub-

because itcoin was unbalanced analysis, regardstance’ to thewithout
once, but that conclu-lands “heads” statutory framework. Id. at 36.

sion becomes far more reasonable expressly27. The Dewees court did not
1,100upwhen “heads” turns times formulate a for ofapplicationtest the

in a row. (oreconomic substance sham transac-
at tion)Id. 32. It is clearnonethelessdoctrine.

(1) experiencesthat the of other tax-It that fea-“[t]hese23. then concluded
in anpayers alleged tax sheltersufficient,case in ourtures of the are
mayscheme be considered in deter-view, Tax to findpermitto the Court

” sham;mining the scheme awhether isthese transactions to be ‘shams.’ Id.
(2) subjectiveand the intentions of the

upheld24. The Dewees court thus the promoters mayof the scheme also be
finding of a sham transaction based considered for the Ifpurpose.same

objective of theboth on the features patternthe overall features and of the
(thatatransactions viewed as whole scheme, subjectivetax shelter and the

1,100is, transactions,considering all promoters, mayof beintentions its
merely specificnot those of the tax- makingconsidered in that determina-

subjectivepayers) and on the intent of tion, follows,it also as a matter of
(that is, evenpromotersthe without (1) objective oflogic, that the features

subjective of theregard to the intent transactionsspecific taxpayer’sthe
taxpayers). pur-for themay be considered same

(2)up subjectiveThe court then took the and the intentionspose,25. Dewees
specific taxpayer maythe transactions of the also bequestion of whether

for within considered.profit”were “entered into
165(c),meaningthe of Sections 108 or rely28. Plaintiffs on a trio of older

theprerequisitewhich was a for de- opinions proposi­First Circuit for the
ductibility anyof losses. Id. at 33-36. that a transaction that is not ficti­tion
Among things,other the court consid- regardupheld,tious should be without

taxpayerswhether the were enti- subjective taxpay­ered the intent of theto
Comm’r,subjectivehearingtled to a on their F.2der. See Stone v. 360

(1st Cir.1966);737,motives. The court held that no such 740 Fabreeka
Comm’r, 876,294 F.2dhearing necessary, for three rea- Products Co. v.was

(1st Cir.1961); Granite Trustsons. Id. at 34-36. 878-79
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States, 670, very [applicable]matter for which the238 F.2d 678Co. v. United
Cir.1956).(1st thatThe Court notes providedstatute the deduction.” 294

Egansthat orthere is no evidence the F.2d at 878. The court also observed
even aware oftheir advisors were itCongressthat “unless makes abun-

during designthe and im-those cases clear, thinkdantly we do not tax con-
transactions,the orplementation of sequences dependent uponshould be

upon intheythat relied the cases discovery purpose,the of a or a state
their tax treatment decisions. mind, itof whether be elaborate or

Trust, a taxpayer29. In di-Granite Id.simple.”
of ofvested itself of some its shares

Stone,In taxpayers31. the borrowedcorporation throughin a salesstock
money, bought from abank bondsagifts. Despiteand clear tax-avoid-

broker, beyondthem mini-kept themotive, the court held that theance
call,days requiredmum 30 for anottransactions were factual econom-

bank,pledged gavethe bonds to theshams, congressionalic and that in-
subjectthe bonds to the bank loan totaxpayer.favored the F.2dtent 238

family charity,a and deducted bothat 675-77. The court observed that a
premiumthe bond amortization andtransaction that is “not fictitious or so

the charitable contributions. Theinlacking anythingsubstance as to be
charity then sold the bonds to thetheyfrom topurporteddifferent what

broker, bank,given paidbe” should be effect under the same the keptand
tax code. Id. at 678. essentially premi-the amount of the

Products, immediatelyIn um. The brokertaxpay-30. Fabreeka the resold
bought premium, usinger bonds at a taxpayers,the same bonds to the who

working capital pay premi-to for the a pledge,executed new loan and and
um portion purchase price.of the It on, following cycleso the four intimes

pur-borrowed the remainder of the year. Reversingeach taxable taxthe
bank,pricechase from a thepledging court’s disallowance of the deductions

loan,bonds as collateral for the and beyond transaction,the first the Stone
prepaid all interest on the loan. At case,court cited a Fourth Circuit

time,the the tax code taxpay-allowed States, 543,Halle v. United 346 F.2d
premium,ers to amortize the bond (4th Cir.1965),551 relatingalso to

and Fabreeka a forclaimed deduction premiums,bond foramortizable the
this amount. Fabreeka then distrib- thatproposition the Court should not

(still subjectuted the bonds to the “attempt to formulate a rule appor-
loan) to its astockholders as dividend. ationing taxpayerto the benefit clear-
The stockholders then sold the bonds Stone,ly provided by Congress.” 360
receiving essentially the premi-same F.2d at 740.

them,paidum that forFabreeka had
32. The Dewees court not expresslydidpremium pay-and retained this after

Trust,overrule the Granite Fabreekaeffect,ing off the loan. In Fabreeka
Products, cases,or Stone or indeedmanaged to take a deduction for

mayeven mention them. Those casesamounts that it to itsdistributed
distinguished partic-be based on theircourtstockholders as dividends. The

congres-ular facts and the relevantthat taxpayerfound the “incurred ful-
intent; certainly,sional there is noly ownership,”all of the risks of and

Congressthat the that in-“exposure” to risks was “the evidence whatsoever
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plaintifftended the results the seeks the Court will use the term “economic
here. substance doctrine” rather than

“shamstate, transaction doctrine.”It accurate to howev-33. is also
er, effectivelyopinionthat the Dewees

Objective Inquiry3. Thecases, tooverruled those at least as
the broad contours of the economic objective35. The aspect of the

opin-doctrine. The Deweessubstance inquiryeconomic substance normally
ion is in accordance the modernwith focuses on whether the transaction
view, circuits,by that theshared most had a reasonable possibility prof­of a

maycourts take into account both ob- Coltec, 1356;it. See 454 F.3d at
jective subjectiveand in as-factors Corp.,Black & Decker 436 F.3d at
sessing particularwhether a transac- 441-42; ACM P’ship, 157 F.3d at

substance,tion had economic or was a 248-49; Dewees, 870 F.2d at 32. A
sham. To extent that thethe three transaction reasonably designed to

may supportolder cases be read to serve legitimateother business inter­
proposition taxpayer’sthe that a sub- ests, presentationsuch as of capital or

irrelevant,jective intent that propo-is risk,mitigation of would also suffice
cannot holdingsition survive the or purposes.for these

reasoningthe of Dewees. Put another
36. questionThe is whether there wasinway, opinionthe Dewees cannot be

possibility profit,a “reasonable” of notwayread in a that thispermitwould
a possibility.mere A transactionupholdto a simplyCourt transaction

objectivelacks ifeconomic substancefictitious,because it was not or not
“appreciablyit does not affect” a tax-purported“different from what to[it]

payer’s exceptbeneficial interest tobe,” regard objectivewithout to all the
Knetsch,reduce his taxes. 364 U.S.features of the transaction or the tax-

366, 132;at P’ship,81 S.Ct. ACM 157payer’s subjective intent.
at AF.3d 248. de minimis economic34. In the specificabsence of more

Knetsch,effect is insufficient. 364guidance Supremefrom the Court or
365-66,at (findingU.S. 81 S.Ct. 132Circuit,the First this Court will con-

involving leveragedtransaction annui-objectivesider both the features of
possibleties to be a “sham” becausesubjectivethe transactions and the in-

$1,000 cash value of annuities at matu-participants, includingtent of the the
rity pittance” comparedwas “relativeoverall features of the tax shelter

annuities);purportedto value ASAofscheme and the of pro-intentions the
514;Investerings P’ship, 201 F.3d atmoters. Under the circumstances

P’ship,ACM 157 F.3d at 251-52.here,presented necessaryit is not to
objectiveIn making inquiry,37. its thedegree weightdecide what of should

court view theshould transaction fromfactor,any particularbe accorded to
standpoint “prudent”the of a or “ra-objective subjectiveor whether the or

example,features, alone, persontional” businessstanding would be suf- —for
aby considering prudentwhether orsupport findingficient to a of a lack of

engage in therational investor wouldeconomic substance or a sham. Un-
profitstransaction with a belief thatobjective subjectiveeither ander or

could be earned. v.analysis, the transactions were with- See Gilman
(2ndComm’r, 143,out 933 F.2d 146—47economic substance and were

Cir.1991)convenience, (requiring plaintiffshams. For the of the tosake
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prudentthat a investor possibility” profit.demonstrate of See Dow Chem-
could have concluded that there was a Co.,ical 435 at (holdingF.3d 601-02

opportunity profit);realistic for a Sto­ that a life insurance plan lacked eco-
Invs., States,bie Creek LLC v. United partnomic substance in because it

(2008)686,82 672-78 (requir­Fed.Cl. incash-flow-negativewas all relevant
ing determination from ofstandpoint Creek,years); Stobie 82 atFed.Cl.

Term,investor);prudent Long Capi­ (a negative696 expected return indi-
States,Holdingstal v. United 330 profit potential,”cates “s cant and the

122, 172(D.Conn.2004).F.Supp.2d
transactions therefore must be disre-

Thus, objective38. there must be an garded for tax purposes); Long Term
inquiry realityinto economic that

Capital Holdings, F.Supp.2d330 at
pos-would ask “whether a reasonable

(rejecting181-86 taxpayer’s transac-sibility profitof from the transaction
in part producedtion because it anexisted” and “whether the transaction

expected return far what abelow rea-Coltec,has realistic financial benefit.”
sonable economic actor would accept).(internal454 F.3d at 1356 & n. 16

omitted).quotations The transaction
will recognized purposes Subjectivebe for tax Inquiry4. The

if,only perspectivefrom the of a ra-
41. The aspectother of theinvestor,tional economic the “transac-

economic inquirysubstance examinestion a opportunityoffers reasonable
taxpayer’s subjectivethe businessis,profit,for economic that profit ex-

is,purpose “whether the tax­—thatclusive of tax Longbenefits.” Term
payers have theyshown that had aCapital Holdings, F.Supp.2d330 at
business purpose engagingfor in the172; see also Trading,Jade 598 F.3d
transaction other than tax avoidance.”at (noting1377 that a paired option

Comm’r, 1360,Casebeer v. 909 F.2dvirtuallytransaction “was guaranteed
(9th Cir.1990).1363-64to be unprofitable” and that rea-“[n]o

sonable engageinvestor would in such 42. In determining taxpayer’sthe sub-
a profit”).transaction to earn a jective purpose, maythe Court consid-

39. In determining whether there was er, among other things, evidence of
a possibility profit,reasonable of all

experiencethe sophisticationand of
reasonably anticipated expenses and

taxpayer.the See id. at 1364. Wherecosts associated with the transaction
a taxpayer sophisticatedis in econom-producedthat the tax benefits must

taxation,ics entering into aand/orbe taken into account. See Stobie
transaction pros-with no reasonableCreek, (“[A]82 Fed.Cl. at 691 reason-
pect profitof strongis evidence of theable investor would take into account
taxpayer’s true tax-avoidance motiva-all of the costs and fees associated
tion. LongSee Term Capital Hold-with entering completingand the

(“[T]heings, F.Supp.2d330 at 186in evaluatingtransaction anwhether
absence of lightreasonableness shedsinvestment has a possibili-reasonable

motivation,on Long subjectiveTerm’sty of making profit.”); Longa Term
particularlyCapital given hightheHoldings, F.Supp.2d330 at level of

175-84. sophistication possessed by Long
40. A negative principalsTerm’s in mattersexpected rate of return econom-

ic”).is evidence of a lack of a “reasonable
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purpose is fatal.” Investerings,of Partner- ASAThe Treatment ShamC.
201 F.3d at 512.ships

Merely engaging in45. business activi-entityAn is a sham and43.
ty is not sufficient to validate a part-pur­recognized for tax■willnot be
nership. pursuitId. The of businessif“if it fictitious or it has noposes is
activity in taxfurtherance of avoid-... other than thepurposebusiness
ance a purpose“is no more businessFergusoncreation of tax deductions.”

actually inengagingthan tax avoid-(2dComm’r, 98, 101 Cir.­v. 29 F.3d
6;atance.” Id. 513 n. see TIFD III-1994) omitted); accord(quotation

E, States, 220,Inc. v. United 459 F.3dP’Ship v.InvesteringsBoca United
(2d Cir.2006) (“The chal-232 IRS’s(D.C.Cir.­States, 625,F.3d 632314

lenge taxpayer’sto the characteriza-2003) (“In satisfy legalto theorder
merelytion is not foreclosed becausepartnership,test for this kind of

pointthe can to the exis-taxpayermust a non-tax businessbe][there
of orpurposetence some businessinpartnershipfor thepurpose need

objective in addition to its tax-avoid-goalsthe of theaccomplishorder to
objective.”).anceComm’r,Merryman v.partners.”);

Cir.1989). If(5th partnership46. a is found to be a879,F.2d 881873
sham, partnershipthe should be disre-... ...inquiry [is]44.The “basic
garded, partnership’sand the activi-whether, considered, par-theall facts

inengaged byties are deemed to bejoin together part-asties intended to
partners.one or more of theactivity for aners to conduct business

thanpurpose other tax avoidance.”
StepD. The Transaction Doctrine513;Investerings, 201 F.3d atASA

step47. The transaction doc­Culbertson,v. 337 U.S.see Comm’r
judicialtrine is “a manifestation of the733, 742, 1210,69 S.Ct. 93 L.Ed. 1659

generalmore tax law ideal that effect(1949) (the inquiry turns on whether
substance,given theshould be togood acting“the in faith andparties

transaction,form,than the of arathera intended topurposewith business
‘by purposes, stepsfor tax ofignoringjoin presentin the conduct oftogether

Falcon­integratedan transaction.’”Tower,v.enterprise”);the Comm’r
States, 422Corp.wood United F.3dv.287, 532,280,327 66 S.Ct. 90U.S.

(Fed.Cir.2005)1339, (quoting1349(“[T]he(1946) ...question670L.Ed.
States,v. 204 Ct.Cl.Dietzsch Unitedpartners reallythe andwhether[is]

1344, (1974));535, F.2d 1346 see498join togetherto for thetruly intended
Creek, 82 Fed.Cl. at 698-­also Stobieon business andpurpose carryingof
Enters.,99; Inc. v.King Unitedin or losses orsharing profitsthe

466, 511,States, 418 F.2d189 Ct.Cl.Comm’r,both.”); v.Andantech L.L.C.
(1969).516 n. 6(D.C.Cir.2003)972,331 F.3d 978-79

doctrine[step transaction]for- 48. “The(partnership disregarded because
formallyin ofjoin stepstreats the a serieseign partners did not intend to

in-separate but related transactionsprofitsto in and lossestogether share
avolving propertytransfer of aswell- theof the business but instead were

transaction, stepsif all the aresingleto facilitate the taxcompensated
transaction). linked.substantially Rather thanavoidance feature of the

inci-as an isolatedviewing stepeachof a nontax businessThe “absence
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dent, steps together contemplation integratingare viewed as of the otherthe
Comm’r,components plan.” Longof an overall Kuperacts.” v. 533 F.2d

(5th Cir.1976).Capital Holdings, 330 152,Term apply­156 Courts
F.Supp.2d (quotingat 191 Greene v. ing this test have examined whether

(2dStates, 577,13 F.3d 583United steps scrutinyeach of the under had a
Cir.1994)). Thus, doctrine,under the justification“reasoned economic

yet formally“interrelated distinct Indus.,standing Securityalone.”
integrated mayinsteps an transaction States,Ins. Co. v. United 702 F.2d

independentlynot considered ofbe (5th1234, Cir.1983). Any1247 inter­
Falconwood,the overall transaction.” step justifi­mediate that lacks such a

422 (quotingF.3d at 1349 Comm’r v. acation is candidate for elimination
Clark, 726, 738,489 U.S. 109 S.Ct. stepunder the transaction doctrine.

(1989)).1455, 103 L.Ed.2d 753 See, States,e.g., True v. United 190
step49. The transaction doctrine has (10th1165, 1178-79 Cir.1999).F.3d

(1) test;three the “end result”tests —
(2) test;“interdependence”the and 2. The “End Result” Test
(3) “bindingthe commitment” test. ap­51. The “end-result” test

“mayThe three tests have different plies separatewhen transactions were
meanings in different contexts” and “really component parts singleof a

differentlyapply to different sub- transaction intended from the outset
provisionsstantive of the Code. Fal- purposeto be taken for the of reach­

conwood, 422 F.3d at 1349-50. In Falconwood,ing the ultimate result.”
evaluating whether steps should be omitted).422 (quotationF.3d at 1349
combined, particular scrutiny giv-is met,When the test is “purportedly
en to takensteps between related

separate transactions will be amal­
parties. United States v. Gen. Geo-

gamated singleinto a transaction.”Co., (5th86,physical 296 F.2d 89 Enters.,King (quota­418 F.2d at 516Cir.1961). Two of the tests are rele- omitted). Subjectivetion intent “is
“interdependence”vant here: the

especially ...relevant because it al­
test and the “end-result” test.

lows to determine[a court] whether
taxpayerthe directed a series of“Interdependence”1. The Test

transactions to an purpose.”intended“interdependence”50. The
True, 190 F.3d at 1175.test on relationshipfocuses the be­

steps taxpayertween the that a has
PartnershipE. The Anti-Abusetaken, examining theywhether “were

Treasury RegulationRules —interdependent legalso that the rela­
§ 1.701-2bytions created one transaction would

complement52. As a to the com­have been fruitless comple­without a
above,mon-law doctrinesFalconwood, addressedtion of the series.” 422

omitted); Treasury DepartmenttheF.3d at has issued(quotation1349 see
1.701-2,§Grocers, Treasury Regulationalso whichAssociated Wholesale

States, 1517,Inc. v. establishes an “anti-abuse” rule forUnited 927 F.2d
(10th Cir.1991). substance,partnerships. InApplication regu­1523 of the

“especially properthe test is lation authorizes the towhere IRS disallow
unlikely... it any step partnershipis that one or recast transactions

would have except consequencesbeen undertaken in that have tax that are
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designedthat are toof sub- transactionsthe intentwithinconsistent
particularachieve a end result areK.chapter

instepsand treated as aintegratedthat aprovidesregulationThe53.
single transaction.andbe bona fidemust“partnership

... musttransactionpartnershipeach Id.
a substantial busi-into forbe entered

2(a)(1).§Id. F. Recharacterization of Transactionspurpose.”ness 1.701—
thatgoes provideon to on Rather thanregulationThe Based Substance

recast a transaction formaythe IRS Form
partnership“if apurposesfederal tax 55. It is axiomatic that the

of in connectionor availedis formed depends upon“incidence of taxation
principal purposea transaction awith a transaction” ratherthe substance of
substantially theis to reduceof which v.than its form. Comm’r Court Hold­

aggre-partners’of thepresent value Co., 331, 334,ing 324 U.S. 65 S.Ct.
inliabilitytax a mannergate federal (1945).707, 89 L.Ed. 981 Courts

ofwith the intentthat is inconsistent must therefore “focus on the sub­
1.701-2(b).§K.” Id.subchapter of astance rather than on the form

may de-things, the IRSAmong other necessary to reflecttransaction where
thattermine of thethe economic realities situa­

partnership shouldpurported[t]he v.Holiday Shoppingtion.” Vill. Ctr.
part,in whole or indisregardedbe (Fed.States, 276,773 F.2d 280United

and ac-partnership’sthe assetsand Cir.1985). a isSuch determination
considered, inbetivities should prac­based on an “assessment of the

in to be owned andpart,whole or III-E,TIFDtical realities.” 459 F.3d
conducted, by one orrespectively, at 234.

purported partners!)]of itsmore doctrine, the IRS and56. Under this
2(b)(1).§Id. 1.701— amaythe courts “recharacterize

appro-treatment is54. Whether such with itstransaction in accordance
“on all of the facts andpriate depends Grojean v.significance.”commercial

circumstances, including comparisona (7thComm’r, 572,248 F.3d 576 Cir.­
purported purposebusiness forof the cases).2001) Here, the court(citing

and the claimed tax ben-a transaction offsettingthemay recharacterize
resultingefits from the transaction.” transaction, rathersingleapairs as
1.701-2(c). be§ The factors toId. ofconsidering legsthe individualthan

analysisin includetheconsidered Jadethe transaction in isolation. See
whether— (upholdingat 1378Trading, 598 F.3d

(1) court thatof lowerpart-of the determinationpresentThe value
transactions “cannot beliability optionpairedfederal taxaggregateners’

totallytheyseparated because weresubstantially than had theis less
ananother fromdependent on onepartnership’sthepartners owned

standpoint”pragmaticeconomic andpartner-conducted theassets and
omitted)).(quotationdirectly;activitiesship’s [and]

(2) part-value of thepresentThe
165(c)G. Sectionliabilityfederal taxaggregateners’

165(c) Taxis the57. Sectionsubstantially than would beis less
provision.” Dew-“basic lossseparate Code’spurportedlycase ifthe
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ees, here, *7;870 F.2d at 38. As relevant 276907,1994 WL at Daoust v.
165(c)Section limits a taxpayer’s Comm’r, (CCH)de­ 2914,67 T.C.M. 1994

duction to the “losses incurred in any (1994).168287, Thus,WL at *5 in
transaction profit.”entered into for proceeding,this the Court’s focus is

165(c)(2).§26 U.S.C. As the First limited to whether the “partnerships”
held,Circuit “transaction entered into entered into the offsetting options

profitfor a[has] well-established profittransactions for a motive.
Dewees,meaning.” 870 F.2d at 33. 165(c)60.Section applies to limit the

It taxpayers,means that “the in en­ deductibility of losses to individuals.
transaction,tering into the must have Thus, the issue of whether the Egans,

primarilybeen bymotivated the de­ as partners, requiredare to limit the
sire to make a Id.profit.” (emphasis losses to them fromallocated the Fi-
added); see also United States v. Gen­ delity High and FidelityTech Interna-
eres, 93, 105, 827,405 U.S. 92 S.Ct. 31 tional “partnerships” is an “affected

(1972) (SectionL.Ed.2d 62 165 re­ item,” which can only be resolved at
motive).quires profitdominant the partner followinglevel a final

165(c)(2),58. Under Section in order judgment in proceedings.these But
for individual taxpayers to be entitled the jurisdictionCourt does have to
to loss arisingdeductions out of their determine whether the transactions

ininvestment a partnership, un­the generating lossesthe were entered in
derlying partnership transactions by the partnerships primarily for
themselves must have been entered profit. That issue is a partnership-profit motive, and,into for a at the

level determination.partner level, the individual taxpayers
must have profit objectivehad a for

Accuracy-RelatedH. Penaltiesinvesting in partnerships.the See
penalties[40^45] 61. general-Tax areComm’r, (6th163, 165Illes v. 982 F.2d

ly on an part-determined individualCir.1992); Comm’r,Marinovich v. 77
ner level. See Carroll v. United(CCH) 2075,T.C.M. 339316,1999 WL
States, (2d61, Cir.2003).339 F.3d 68(1999);at *2 Comm’r,Farmer v. 68
However, Court jurisdictionthis has(CCH) 178,T.C.M. 386167,1994 WL
to determine “the applicability anyof(1994);at Comm’r,*3 Wright v. 67
penalty ... relateswhich to an ad-(CCH) 3125,T.C.M. 276907,1994 WL
justment to a partnership item.” 26(1994).at *7

6226(f);§U.S.C. see Treas. Reg.59. Even if taxpayers invest in part­a
301.6221-l(c).§ Furthermore, part-nership with objectivethe individual

nership-level determinations “includemakingof profit, theya are not enti­
all the legal and factual determina-tled to deduct any amounts ininvested
tions that theunderlie determinationthe partnership as losses under Sec­

anyof penalty,” “partner-other than165(c)(2)tion if the partnership trans­
level defenses.” Treas. Reg.actions are not profit.entered into for

301.6221-l(c).§ partnersIndividualIlles, 165;See 982 F.2d at Hoffpauir
may, however, partnerraise level de-Comm’r, (CCH)v. 1968,71 T.C.M.
fenses in proceedings.later 26 U.S.C.43575,1996 (1996);WL at *3 Schafer

6230(c)(4).§Comm’r, (CCH)v. 1216,68 T.C.M.
1994WL 652250, (1994);at *2 partner’sFarm­ 61a. A “outside basis” is the
er, 386167, *3;1994 WL at Wright, partner’s in his or her partner-basis
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(3) penalty for a substantiala 20%“insidepartnership’sAinterest.ship
taxunderstatement of incomein itsbasispartnership’stheisbasis”

(§ 6662(b)(2)); andproperty.own
(4) negligencefor orpenaltya 20%outside ba-partner’sageneral,In61b.

regulationsof rules anddisregardpartner-ais notpartnershipin asis
(§ 6662(b)(1)).v.Trading, LLCJadeship item.

alternatively,penalties are63. These1372,States, 1379-80F.3d598United
cumulatively, applied. Thereand not(Fed.Cir.2010). in-partnership’sThe

max-stacking penalties,is no of so theis, however, partnershipaside basis
ofpenaltyimum is either 20% or 40%LLCCreek Investmentsitem. Stobie

tax, if anunderpayment of eventheStates, 1366, 1380608 F.3dv. United
to moreunderpayment is attributable(Fed.Cir.2010).

typethan one of misconduct. Seeto anAdjustments pursuantmade61c.
1.6662-2(c).§Reg.Treas.§ 754 areunder 26 U.S.C.election

items. Id.partnershipalso
Misstatement1. Gross Valuation

jurisdiction overThis lacks61d. Court Penalty
in thispenaltyaimposition ofthe penalty64. The first is the

theto the extentpartnership-level “gross penal­valuation misstatement”
solely to outside basis.relatespenalty ty. gross-valuationA misstatement

1379-80;F.3d atTrading, 598Jade ofadjustedif the value or basisexists
Partners, LLC v.FXPetaluma isclaimed on the returnproperty(D.C.Cir.­Comm’r, 649, 655591 F.3d deter­more than the amount400%

2010). However, juris­the hasCourt ofto the correct amountmined be
penaltiesofimpositionover thediction 26adjustedor basis. Seesuch value

of inside ba­to misstatementsrelating (h)(1)-­6662(a), (b)(3), (e)(2),§U.S.C.
relating toand other inaccuraciessis

(2).
items.partnership

partnershipa transaction65. Where
paydo notpartnershipsBecause61e. substance, the outsidelacks economic

taxes, the actual calculationincome in that transac-partnersthebasis of
any penalty is deter-impositionand of LongSeepresumably zero.tion is

partner-level proceeding,amined at Holdings, 330CapitalTerm
jurisdic-hasThis Court nonetheless (“Theat 199 n. 99 Court’sF.Supp.2d

of“applicability”thetion to determine pro-...rulingeconomic substance
26proceeding.in thispenaltysuch a zero for the contrib-a basis ofduces]

6226(f).§U.S.C. Longhands ofin theuted stock
applypotentiallypenaltiesFour62. Term.”).

un-these transactionsrespectwith to outsidepartner’sa actual66. Where
pen-§ four6226. Theder 26 U.S.C. zero, claimed basis isand thebasis is

are as follows:alties 400%accordingly, theadjusted
(1) infinitely exceed-grossfor a valua- would bepenaltya 40% threshold

(§ 6662(b)(3) Gilman,and F.2d at 150-51.933tion misstatement ed. See
00); [omitted]67.

6662(e)(2), no§U.S.C.(2) 68. Under 26a substantialpenaltya for20%
maypenaltymisstatementvaluationmisstatementvaluation

of theportiontheimposed “unless(§ 6662(b)(3)); be
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year FidelityTheunderpayment for the taxable at- 68f. assets of Internation-
to substantial valuation mis- al included both rate optionstributable interest

chapterunder 1 that to the partner-statements exceeds were contributed
$5,000.” currencyship foreign optionsThe determination of and thatwheth-

purchasedthe partnershiper dollar has been itself andthe limitation ex-
Fidelityis sold. International claimedapplied taxpayerceeded at the lev-

el, inlosses 2001 2002 thatso that issue is not addressed in and were
generated by dispositionthe of thoseproceeding. Reg.this Treas.See

5(h)(1).§ assets.1.6662—
68g. a apartnershipWhether incurred68a. Plaintiffs do not contest that this

gain or a loss partnershipis a item.jurisdictionhas toCourt determine
301.6231(a)(3)-l(a)(l)(i).§Reg.Treas.awhether valuation misstatement oc-

In to ascertain part-order whether aregardwith to Fidelitycurred the
nership gainincurred a or a loss fromtransaction,High Tech and thus

disposition requiresthe of its assetsawhether valuation misstatement
that the partnership must calculate itspenalty applies.

(that is,basis in those assets the in-Here, adjusted68b. the value or basis basis). noted,side As that inside ba-propertyof claimed on the 2001 and
sis a partnershipis item.Fidelity High2002 partnershipTech

Fidelity68h. reportedInternational’stax returns is 400% more than the
partlosses were based in foreignoncorrect amount of such value or ad-

currency options acquiredthat werejusted basis.
and sold within partnership.the The

“gross68c. The valuation misstate- partnership’s calculation of basis for
6662(a),penalty §ment” of 26 U.S.C. options, any gainthose and or loss

(h)(b)(3), and appliestherefore as to resulting sales,from partner-the are
Fidelity Highthe Tech transaction. ship items.

do, however,68d. Plaintiffs contest Fidelity68i. International’s reported
jurisdictionwhether this Court has to were in partlosses also on in-based

determine whether a valuation mis- optionsterest rate that were contrib-
regardstatement occurred with to the uted to the partnership. partner-The

Fidelity transaction,International and ship necessarily the ofused basis
thus whether a valuation misstate- (that basis)options is,those the inside

substance,ment Inpenalty applies. in determining partner-whether the
plaintiffs anycontend that valuation ship gainsustained a or a loss.

Fidelitymisstatement as to Interna- Again, the partnership’s calculation of
basis,tional concerned outside not the basis for those options, any gainand

partnership’s basis,inside and is or resulting sales,loss thefrom are
not a partnershiptherefore item. partnership items. Reg.See Treas.

(the301.6231(a)(3)-l(c)(2)§ basis of68e. below,For the forthreasons set
aproperty partnershipcontributed isthe Court theconcludes that valuation

item); Creek,Stobie 608 F.3d at 1380.Fidelitymisstatement as to the Inter-
(Formsnational 68j.transaction at partnershipoccurred the The returns

level, 1065)partnership and therefore it has therefore contained valuation
jurisdiction over applicability respectthe of misstatements with to inside
any penalty related item.to that basis.
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than thethe Inter- correct amount of such valueAlternatively, Fidelity68k.
adjustedlacked economic ortransaction basis.national

substance, disregarded.and should be The69b. “substantial valuation mis-
disregarded asset isThe of abasis penaltystatement” of 26 U.S.C.

valuation misstatement iszero. A 6662(a) (b)(3)§ applies.and therefore
Fidelityin the Interna-thus inherent 70. [omitted]
reportedas on thetransactiontional
Thepartnership returns. overvalued 3. Substantial Understatement Pen-

integral part of theanbasis was alty
transaction, the mis-and valuation

penalty71. is theThe third “sub­
thus bore a direct relation-statement

stantial ofunderstatement incomeofship underpayment tax.to the
tax” 26penalty. See U.S.C.

Here, adjustedthe value or basis681. 6662(b)(2).§ An “understatement” of
on the andof claimed 2001property

tax if the correct taxexists exceeds
Fidelity International partner-2002 6662(d)(2)(A).§reportedthe tax. Id.

thanship returns is 400% moretax An is “substantial” ifunderstatement
the of such orcorrect amount value $5,000it greaterthe of orexceeds
adjusted Reg.basis. See Treas.

required10% of the tax to be shown(“the adjusted§ value or1.6662-5(g)
6662(d)(1)(A).§theon Id.return.of any prop-on a returnbasis claimed

Here,71a. as a result of the misstate-erty adjustedvalue orwith a correct
level,partnershipments at the theconsidered 400of zero is to bebasis

correct income tax of Richard Eganor more of the correctper cent
the yearsfor relevant exceeded theamount.”).

$5,000reported bytax more than and“gross68m. The valuation misstate-
requiredmore than of the tax to10%6662(a),§of 26 U.S.C.penaltyment”

be shown on the return.(h)(b)(3), appliestherefore as toand
The71b. “substantial understatement”Fidelitythe International transaction.

6662(a), (b)(2),§penalty of 26 U.S.C.
(d)(2)(A) applies.and therefore2. Substantial Valuation Misstate-

Penaltyment 6662(d)(2)(B),§72. Under 26 aU.S.C.
of anreduction in the amount under-penalty is the69. The second

(1)maystatement of tax be allowed if“substantial valuation misstatement”
authoritythere forwas “substantialsubstantial valuationpenalty. The

(2) if “the relevantsuch treatment” orapplies if thepenaltymisstatement
taxaffectingfacts the item’s treat-ofadjusted propertyor basisvalue

inadequatelyment are disclosed thethe return is moreclaimed on 200%
return or in a attached tostatementthan amount determined to be thethe

athe return” and “there is reasonableamount of such value or ad­correct
of suchbasis for the tax treatmentjusted See 26 U.S.C.basis.

by taxpayer.”item the6662(e)(1)(2002).2§
necessary to de-Here, adjusted 73. The calculations69a. the value or basis

an understate-the termine the amount ofpartner-of claimed onproperty
partnerat theis ment are conductedship tax returns at issue 200% more

109-280, xii, 1219(a)(1)(A),§Pub.L. No. titlepercentage2. That was reduced in 2006 to
2006, 780,Act 120 Stat. 1083.Protection of150%. Pension
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6662(d)(l)-(2)(A);§level. Id. doctrine,Treas. the step transaction plain-
1(d);§Reg. see also Long tiffs successfullycannot contend that301.6221—

CapitalTe'rm Holdings, 330 authoritysubstantial supported the
However,at 200 n.F.Supp.2d 100. to tax treatment claimed based on the

thatthe extent the tax treatment at form of their transactions rather than
by substance”);issue claimed the partnershipwas their Long CapitalTerm

certain factual determinations Holdings,that F.Supp.2d330 at 204-05
may any that,affect whether a reduction in (holding underlyingwhen merits

isunderstatement warranted for the determination is that transaction lacks
reasons set forth in substance,Section economic taxpayer cannot
6662(d)(2)(B)can be conducted at the authority,cite much less substantial
partnership level. authority, supportto claimed tax

treatment); Pictures,Santa Monica
Authority”a. “Substantial Comm’r, (CCH)LLC v. 89 T.C.M.

1157, 1111792,2005 WL at *100-0174. The first prong of
(2005) (finding no substantial authori-6662(d)(B)§ provides for a reduction
ty when transactions had no economicwhere there was “substantial authori­

beyondsubstance creation of tax ben-ty” for the treatment byclaimed the
efits).taxpayer. authority”“Substantial ex­

“only weightists if the of the authori­
“Adequatelyb. Disclosed” andsupportingties the treatment is sub­

“Reasonable Basis”stantial in relation weightto the of
77. Thesupporting contraryauthorities second prongtreat­ of

6662(d)(2)(B)§ provides§ment.” Treas. Reg. 1.6662-­ for a reduc-
4(d)(3)(I). tiontypes taxpayerThe of where the “adequatelyauthorities to
be considered include the disclosed” the relevant inInternal facts a tax

Code,Revenue return oras well as other attachedstatu­ statement and
tory provisions, there was atreasury regulations, “reasonable basis” for the

like; taxrulingsrevenue and treatment atthe issue.case
law; congressional intent; and other 1.6662-3(b)(3)§78. Reg.Treas. de-

memoranda, notices,IRS and publica­ fines “reasonable basis” as follows:
1.6662^(d)(3)(iii).§tions. Id. Reasonable basis is a relatively

75. The substantial authority standard high standard of tax reporting, that
objective standard,is “an involving an is, significantly higher notthan friv-

analysis of the law and application of olous or not patently improper.
the law to relevant facts.” Id. The reasonable basis standard is

1.6662-4(d)(2).§ bynot positionsatisfied a return
76. There is not authority”“substantial that merely arguableis or that is

for tax partnershiptreatment of merelyitems a colorable claim. If a re-
where the transactions lack economic turn position is reasonably based on
substance or must be recharacterized one or more of the authorities set
under stepthe 4(d)(3)(iii)transaction §doctrine. forth in (taking1.6662—

Creek,See Stobie 82 Fed.Cl. at 706 n. into account the relevance per-and
64 (holding that “plaintiffs’where the authorities,suasiveness of the and

substance,transactions lack economic subsequent developments), the re-
or must disregardedbe pursuant to turn position will generally satisfy
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as“negligence”The statute defines84.standard evenbasisthe reasonable
at­a reasonable“any failure to makesub-satisfy themay notitthough
ofprovisionsthecomply withtempt tode-asauthority standardstantial

6662(c). Negligence§Id.this title.”1.6662-4(d)(2).§infined
exercise ordi­any failure “toincludes

prep­incare thereasonablenary andfor TaxReliefonLimitationc.
Reg.Treas.tax return.”of aarationTransactionsShelter

1.6662-3(b). furtherregulationThe§
underAny relief79. in­strongly“isnegligencethatstates

6662(d)(2)(B) thewhereis limited§ fails totaxpayer[a]...dicated where
to a“attributableisunderstatement to ascer­attempta reasonablemake

26 U.S.C.shelter.”tax deduction,of acorrectnesstain the
6662(d)(2)(C).§ whichon a returnor exclusioncredit

pru­andto a reasonableseemwouldpart-“aasis definedshelterA tax80.
true’good beto ‘too toperson bedentinvest-“anyentity,”or othernership

Id.; seeunder the circumstances.”“anyorarrangement,”orplanment
Associates, v.P.A.Neonatologysig-“if aarrangement,”plan orother

(3d221,Comm’r, Cir.­234299 F.3dpartnership,of suchpurposenificant
2002) (when istaxpayer presented“ais thearrangementorentity, plan,

a fabu­to beappearwhat wouldwithin-of Federalevasionoravoidance
tax obli­to avoidopportunitylous6662(d)(2)(C).§Id.come tax.”

that herecognizehe shouldgations,atois attributablethe item81. Where alsoseeperil”);at his ownproceedsnot enti-shelter, taxpayer isthetax 713-14;Creek, Fed.Cl. at82Stobie“adequate dis-relief under thetotled States,Trading, LLC v. UnitedJadetheofprongbasis”closure/reasonable (2007),11, onreversed80 Fed.Cl. 56Furthermore, the “substan-statute. 1374;F.3d atby 598groundsotheronly be satis-authority” prong cantial Pictures, 2005 WLMonicaSantareasonably be-taxpayerif “thefied 1111792, *99.at
suchofthe tax treatmentlieved that

as“disregard”statute definesThe85.likelymorewastaxpayerbyitem the reckless,careless, or“anyincludingId.treatment.”properthethan not U.S.C,disregard.” 26intentional(2002).36662(d)(2)(C)(i)(II)§
6662(c). regulations,theUnder§

anydisregard includestermTheDisregard of RulesNegligence or4.
dis-careless, or intentionalrecklessPenalty
Theregulations.orof rulesregard

is thepenaltyThe fourth82. includesregulations’orterm ‘rules
orof rulesdisregardor“negligence Reve-Internalof theprovisionsthe

6662(a)Sectionpenalty.regulations” Trea-or finalCode, temporarynue
(b)(1) to thepenaltyimpose a 20%and theissued undersury regulations

isthatunderpaymentof anportion or no-rulingsCode, and revenue
or disre­“[n]egligencetoattributable (other proposedofnoticesthantices

regulations.”of orgard rules Internalbyrulemaking) theissued
inpublishedandServiceRevenue83.[omitted]

viii, 812(d),108-357, §2004, titleNo.Pub.L.6662(d)(2)(C) inamendedwas3. Section
1418, 1580.118of Stat.ActJobs CreationAmericanSee2004.
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the Internal Revenue Bulletin. A alleged “reasonable cause” of the indi-
disregard of rules regulationsor is vidual partners must be asserted in

if‘careless’ the taxpayer does not partner-level proceedings. Treas.
diligenceexercise reasonable to de- 301.6221-l(c).§Reg.

termine the correctness of a return 88. When a taxpayer argues that rea-
position that is contrary to the rule sonable goodcause and faith is dem-
or regulation. A disregard is ‘reck- byonstrated professionalreliance on
less’ if taxpayerthe makes little or advice, two threshold requirements
no effort to determine whether a must be satisfied:
rule regulation exists,or under cir-

(i) All and circumstances con-cumstances which factsdemonstrate a
sidered. The advice must be basedsubstantial deviation from the stan-
upon pertinentall facts and circum-dard of conduct that a reasonable
stances and the as itlaw relates toperson would observe.
those facts and circumstances. For1.6662-3(b)(2).§Treas. Reg.
example, the advice must take into86. The negligence standard is an ob-
account the taxpayer’s purposesjective one, requiring a finding of “the
(and the relative weight of suchlack of caredue or the failure to do
purposes) for entering into a trans-what a reasonable and personprudent
action and for structuring a transac-would underdo similar circum-

particulartion in a Inmanner. ad-stances.” See Comm’r,v.Goldman
dition, the requirements of this402, (2d Cir.1994)39 F.3d 407 (quoting

(c)(1)paragraph are not satisfied ifComm’r,Allen v. 348,925 F.2d 353
the taxpayer fails to disclose a fact(9th Cir.1991)).

knows,that it know,or should to be86a. Here, Richard Egan did not re-
relevant to the proper tax treat-port payor the correct income tax for ment of an item.the yearsrelevant because of negli-
(ii) Nogence disregardand unreasonable assumptions.of rules reg-and
The adviceulations mustas to the not bepreparation based onand fil-

ing unreasonableof factual orFidelity legalthe High Tech as-and
sumptionsFidelity (including assumptionsInternational partnership tax

events)as to futurereturns 2001 and mustfor and 2002. not
unreasonably rely on the represen-86b. The “negligence disregardor of
tations, statements, findings, orregulations”rules or penalty of 26
agreements of the taxpayer or any6662(a)§ (b)(1)U.S.C. and therefore
other person. For example, the ad-applies.
vice must not be uponbased a rep-

5. resentation or assumptionDefense to Penalties which the
taxpayer knows, or has reason toA87. taxpayer may avoid
know, unlikelyis true,to be such aspenalties for any portion of an under­
an inaccurate representation or as-if hestatement shows that “there was
sumption as to taxpayer’sthe pur-a reasonable cause for such portion
poses for entering into a transactionand that [he] acted in good faith[.]”
or for structuring a intransaction a6664(c).26 §U.S.C. Only the part­
particular manner.nership mayitself thatraise defense

in a partnership-level proceeding; §the 1.6664-4(c)(l)(i)-(ii).Id.



243

(“[TJhe reliance itself must be ob-de- 234showing wasrequisite89. The
injectively reasonable the sense thatStates Court ofby thescribed United

professional... the himself does notas follows:Federal Claims
from a conflict of interest orsufferin deter-importantmost factorThe

expertise taxpayerof that thelackactedtaxpayerwhether themining
of should have knownknew orgoodandcausewith reasonable

Comm’r,about.”); v. 66Chamberlainwhich the tax-the tofaith is extent
(“The(5th Cir.1995)729, 732 reli-F.3dhismade to assesspayer efforts

reasonable;objectivelyance must beTreas.liability.tax Seeproper
may relynot on someonetaxpayers4(b)(1).§ In order toReg. 1.6664—

interest,an inherent conflict of orwithefforts,the thetaxpayer’sappraise
no concern-knowledgesomeone withperti-account allinto“tak[es]court

upon theing that matter which adviceIdfacts circumstances.”nent and
(footnotes omitted));given.” Past-isfor thethe standards... As with

(6thC.I.R., 893, 903v. 990 F.2dernakconceptthe ofnegligence penalty,
Cir.1993) (“[TJhe purported expertsprofession-on advice ofthereliance

promoterseither the themselveswereexceptionofa hallmark theals is
ofagents promoters.or of the Advicegood faith.cause andfor reasonable

persons hardlysuch can be described“[rjelianceHowever, ... theon ad-
‘independent profession-that ofasprofessionala tax advisorvice of

(reason-”); liles, F.2d at 166als.’ 982necessarily demon-... does not
where ac-precludedable reliancegoodandstrate reasonable cause

“notcountant was a disinterestedprofes-onfaith.” Id. The reliance
abecause he was tax-sheltersource”must, all theadvice undersional

promoter.).circumstances, be reasonable. See
92.An effort to conceal items on taxid.

of lack of goodis areturns evidence(cita-Creek, 717Fed.Cl. atStobie 82
Holdings,TermLong Capitalfaith.omitted).tion

211.F.Supp.2d at330profes-reliance” on90. “Reasonable
Here, thethe extent that mat-92a. tothe advicerequiressional advice that

at theappropriately part-is raisedterprofessionalForitself be reasonable.
level,nership there was no reasonablereasonable, must,be itadvice to

anyany portionfor of under-causeuponthings,other be basedamong
liabilityincome tax ofof thestatementrepresenta-information andaccurate

Egan to hisrespect par-Richard withthe reflectsupplied by taxpayer;tions
Fidelity High Techin theticipationfacts;into theinvestigationreasonable

International transac-Fidelityandorand not be based on unreasonable
tions, not inEganand did actRichardliles,assumptions. Seeunsupported

respectfaith to those trans-good with982 F.2d at 164-66.
actions.not be ob-mayadvice91. Professional

taxpay-jectively reasonable where the SUMMARY FACTUALV.
reasonablyor should haveers knew CONCLUSIONS

ahad con-professionalknown that the
Fidelity High TechA.Boat Co. v.flict of interest. See Am.

(7th Fidelity High Tech transactionStates, 471, 1. TheF.3d 481United 583
other thanpurposenoCir.2009); F.3d at had businessNeonatology, 299
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services,tax avoidance and lacked economic joinhis and he did not the
profitssubstance. venture to share or losses.

4. The stepsintermediate of the Fideli-2. For federal income Fi-purposes,tax
ty International transaction should bedelity High Tech notshould be treat-
disregarded for federal income taxas a partnership.ed It was not a
purposes, and the transaction shouldfact;inpartnership it notwas created
be treated a single integratedasanyor maintained for pur-business
transaction.avoidance,pose other than tax and it

a sham Fidelitywas and lacked economic sub- 5. International should be dis-
stance. regarded entity,as an and its assets

and activities should be considered tosteps3. The intermediate of the Fideli-
be owned by part-and conducted itsty High Tech transaction should be
ners, pursuant §Reg.to Treas. 1.701-disregarded for federal income tax
2(c).purposes, theand transaction should

option6. The offsetting pairs trans-be a single integratedtreated as
Fidelityferred to International shouldtransaction.

treated, substance,be in singleaasFidelity High4. Tech should be disre-
position for tax pur-federal incomegarded entity,as an and assetsits and
poses.activities should be considered to be

Fidelity7. The transac-Internationalby partners,owned and conducted its
tion was not profit.entered into for1.701-2(c).pursuant §to Treas. Reg.

offsetting option5. The pairs trans- PenaltyC. Issues
Fidelityferred to High Tech should

1. There was not “substantial authori-treated, substance,be in singleas a
ty” thefor tax treatment of the Fideli-position for pur-federal income tax
ty High Tech and Fidelity Interna-poses.
tional transactions on 2001the and

6. The Fidelity High Tech transaction 2002 taxpartnership returns within
notwas entered into for profit. meaningthe of 26 U.S.C.

6662(d)(2)(B)(i).§
FidelityB. International

2. The relevant facts theaffecting tax
1. The Fidelity International transac- treatment Fidelity Highof the Tech

tion had no business purpose other Fidelityand International transac-
than tax avoidance and lacked eco- tions were not adequately indisclosed
nomic substance. any taxpartnership return in anyor

2. For federal income tax purposes, Fi- statement attached to such a return in
delity International should not be or2001 2002 meaningwithin the of 26
treated partnership.as a It 6662(d)(2)(B)(ii).was not a §U.S.C.

fact;partnership in it notwas created 3. There was no reasonable forbasis
or for anymaintained business pur- Fidelitythe tax of Hightreatment the
pose avoidance,other taxthan and it Tech and Fidelity International trans-

awas sham and lacked economic sub- partner-actions on the 2001 and 2002
stance. ship meaningtax returns within the of

6662(d)(2)(B)(ii).§26 U.S.C.Mahoney3. Samuel not awas true
partner International;of Fidelity Fidelityhe 4. HighBoth the Tech and

awas mere paid Fidelitynominee who was for International transactions
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professionalon ad-goodin faith thewithin the“tax shelters”constitute
6662(d)(2)(C). attorneysof and accountants with§ viceofmeaning 26 U.S.C.

2002regard partner-to the 2001 andmanagingas memberEgan,5. Richard
Fidelity Techship Hightax returns ofFidelitypartner ofmattersand tax

Fidelityand International.International,FidelityTechHigh and
Fidelity FidelityTechattorney-in- High9. The andEgan, as hisand Michael

partnershipentities, International tax returnsof the didagentand asfact
val-grossfor 2001 and 2002 containedthat the taxreasonably believenot

uation within theFidelity High Tech misstatementsthetreatment of
6662(a), (b)(3),§meaning of 26 U.S.C.International transac-Fidelityand

(h), the for suchpartner- penaltyand and 40%2001 and 2002tions on the
is applicablemisstatements thereforelikelywas more thanship tax returns

any of taxthe to understatement incometreatment withinpropernot the
liability arising out ofEganof Richardmeaning of 26 U.S.C.

6662(d)(2)(C)®. those misstatements.§
Fidelity Fideli-High10. The Tech andmanagingas memberEgan,6. Richard

re-Fidelity ty partnership taxpartner of Internationaland tax matters
International, 2002turns for 2001 and containedFidelityHigh Tech and

substantial valuation misstatementsattorney-in-hisEgan,and Michael as
entities, meaningwithin the of 26 U.S.C.of the didagentfact and as

6662(a) (b)(3), pen-§ and and the 20%attempt tomake a reasonablenot
is there-altyof In- for such misstatementsprovisionswith the thecomply

applicable anythe fore to understatementclaiminginternal Revenue Code
liabilityof tax of Richardand tax benefits on the incomelosses other

arising out misstate-Egantax of thosepartnershipand returns2001 2002
26 ments.meaning of U.S.C.within the

6662(c).§ As of on the11. a result misstatements
Fidelity Inter-Fidelity High Tech and7. no forThere was reasonable cause

tax returns forHigh partnershipnationalFidelitytax treatment of thethe
2002, tax2001 the correct incomeFidelity trans- andTech or International

Egan report-thepartner- of Richard exceededon the 2001 and 2002actions
$5,000returns, bytax more than and moreEgan,Richard edship tax and

torequiredtax bethan 10% of themember and tax mattersmanagingas
return, 20%theshown on the andFidelity High Tech andofpartner

International, for substantial understate-penaltyandFidelity Michael
6662(a),§U.S.C.as ment under 26attorney-in-factas andEgan, his

(d)(2)(A)(b)(2), appli-is thereforeentities, not act in andof the didagent
to tax cable.respectfaith suchgood with

treatment, 26meaningthe ofwithin negligenceof and disre-12. As a result
6664(c).§U.S.C. as to theregulationsof rulesgard and

Fidelityoffilingand thepreparationmanaging8. Richard as memberEgan,
Fidelity InternationalHigh andpartner Fidelityof Techtax mattersand

International, tax for 2001 andreturnsFidelity partnershipHigh Tech and
2002, Rich-income tax ofthe correctattorney-in-hisEgan,and Michael as

paid inentities, reported orEganard was notagent of the didfact and as
years, penal-the 20%the andcause or act relevantrely with reasonablenot
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for or ofty negligence disregard ship Fidelityrules items of International
Fund,regulations Currency LLC,and under 26 AU.S.C. Advisor for

6662(a) (b)(1)§ and appli- year 31,is therefore endingthe tax December
2001,cable. erroneous,were not and should

readjusted.not be
D. Other Issues adjustments4. The made by the Inter-

The Court the followingdoes not reach nal Revenue Service to partner-the
issues: ship Fidelityitems of International

Fund,1. Treasury CurrencyWhether Regulation LLC,Advisor A for
1.752-6,§ which the year 31,addresses treat- the endingtax December

option positions 2002,ment of short erroneous,for were not and should
partnership purposes,tax awas valid readjusted.not be

making authorityexercise of the rule request plaintiffs5. The of that the
Treasury Department;of the United States return alland refund

2. Fidelity HighWhether the Tech or deposited paidamounts with or to the
Fidelity International transactions are Secretary the Treasuryof with re-
substantially similar theto transac- spect to these actions isconsolidated
tions described in IRS Notice 2000- denied.
44; and following accuracy-related6. The pen-

Whether,3. if the transactions other- alties are applicable anyto under-
substance,wise had economic were statement the liabilityof income tax of

subject stepnot to the transaction arisingEganRichard from the treat-
doctrine, and partner-involved valid of Fidelityment the High Tech and

optionsships, the short contributed to Fidelity International ontransactions
partnershipsthe constituted liabilities the tax returns of those entities for

meaningwithin the of 26 U.S.C. yearsthe 2002.2001 and
§ 752. a. penaltya 40% for gross valuation

4. [omitted] 6662(a),§pursuantmisstatement to
(b)(3), (h);and

VI. CONCLUSION
penaltyb. a 20% for val-substantial

reasons,For the foregoing pursuantuation misstatement to
1. adjustments byThe made the Inter- 6662(a) (b)(3);§ and

nal Revenue Service partner-to the c. a 20% penalty for un-substantial
ship of Fidelity Highitems Tech Ad- derstatement of tax pursu-income

Fund, LLC,visor A yearfor the tax 6662(a), (b)(2),,§ant to andending 21, 2001,December notwere (d)(2)(A); anderroneous, readjust-and should not be
d. penaltya 20% for negligence ored.

disregard regulationsof rules and2. adjustmentsThe bymade the Inter-
6662(a) (b)(1).§pursuant to andnal Revenue Service to the partner-

penaltiesThe are alternatively, andship Fidelity Highitems of Tech Ad-
cumulatively,not applied.Fund, LLC,Avisor yearfor the tax

So Ordered.ending 31, 2002,December were not
erroneous, readjust-and should not be
ed.

3. adjustmentsThe bymade the Inter-
nal Revenue Service the partner-to


