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DATE: Seplember 21, 1996 TIME: 632 PM

TO: . Mr. Wolfgang Stolz PHONE:  {44-171) 901-3439
UBS International EAX: - (44171) 956-9215

FROM: Jeff Greenstein PAGES: 3

Wolfgang,

The attached fax is following our conversation on Friday. Thave prepared this for your
review unly. Tam excited about the potential with this transaction especially given
KPMG's active involvement. -

Hope the attached memo is helpful in getting everything started.

Regards,

7%
The inft ion in this ik ¢ is privileged and conRdential. Itisi d only for tha use of tha
recipient named above (o1 the employee or agent responsible ta delivar 1t to the ded recipient). If you received

this in erTor, you are hereby notified that sny diszemination, distribution, or copying of this communication is
strictly prohidited. If you huve rooeived thin messege in erzor please nntify us by telephone imavediately, and zetum
he originul mossage 10 ux at the sbove address via posted sorvice. We will reimburse you for such costs. Thank you.
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ACE t/ 257

Wolfgang -

In response to our conversation on Friday, Thave tried to bricfly review the proposed
transactions. Ispoke with both clients on Friday and T think we will increase the size
slightly so that there will be both a $15 and $25 million dollar transaction, With regards
o these transactions, they would like to initiate them as soon as possible. We have .
structured the trades so that we can extend slightly beyond the October 1st deadline. 1
should hear about the large transaction Tuesday moming, Ispoke with them late
Friday afternoon and they felt comfortable they would gel final approval Tuesday. The
other wansactions that [ mentioned are being reviewed with clients on Monday. Yalso,
spoke with KPMG and they are drafting a memo which briefly describes the rationale
for entering into the various transactions. . -

Each transaction will involvé two sets of trades involving UBS common stock and OTC
options. The majurity of the trades will verer in a offshore corporation/investment
fund managed by Quadra. A smaller amount of trades will iecur in a standard
securities account for the client in which Quadra will have investment discretion.
Quadra will control both accounts and as you suggested, we will depasit ample funds in
the UBS account so that your credit comemitive will not have to be involved in the
process. KPMG's memo will describe how the tax objectives are achieved based on
how these two accounts are integrated for tax purposes.

Below I have tried to describe a ssmple 5100 million trunsaction and what trades will
oceur in the different accounts, In both accounts we will most likely want to hedpe any
foreign curnency exposure. There may be soms minor adjustments and vatiatioms made
for each client, but this example should provide the basics for establishing the accounts
and collateral agreements. [ would imagine the pnmary distinction will be in the clicnt
account and deal with whether or not the client wants to hedge the long stock and
opton positions on UBS or remain naked. This will vary based on a clients risk
tolerance. These examples should reflect the first ransaction example we reviewed
involving the forward purchase, 90% puts and 95% barrier calls,

SAMPLE $100 million TRANSACTION
Investment Fund Transactions - managed by Quadra

Day 1- Deposit 85 in UBS wading account
Day1- Purchase $100 mil UBS stock on a 50 dey forward basis
Purchase 5100mil 50 day 90% OTC Fut Option
Sell $100mil 50 day ¥5% OTC Call Option w/ a
50% barrier
{(may split this into two separate transactions - will discuss later)
Day 51- Stock either called by UBS or put to UBS !

Net credit of 6.10% will be deposited in the account until expiration.

UBS000004
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Client Account Transactions - Quadra given investment discretion

Day 1 - Deposit required funds in account at UBS

Day1- Purchase $10 UBS stock (cither forward 90 days or cash)

Day1- OPTIONAL - Sell 510 mil 31 day 95% OTC Call {no barrier)
OFTIONAL - Buy § 10 mil 31 day 90% OTC Puts

Day 32~ OPTIONAL - May enter 60 day hedge on the commeon stock using OTC
puts or synthetic short stock created with OTC options. . .

Day 51- (same day as OPTION EXPIRATION in above example)
Purchase 590 mil 45 day 110% OTC Calls {still uncertain as to strike)

Day 96 - Position unwinds

In both the investment fund and client accounts the strike prices and term of the op&c;n
may vary slightly, however, ] think these trades provide a good sample transaction.

1 would like to have all of the fees with the exception of any basic transaction fees paid
from the Investment Account.  As we have brefly discussed, Quadra and KPMG will
have their fevs tied to the performance of the transaction in the Investment Accounl.
Accordingly, if the price of UBS stock [alls through the 95% strike we could see our fees
disappear if the stock hits the long put strike. To hedge our interests we will set-up a
Quadzra account and simply enter into a option position to hedge this possibility. In this
account we should be able to aggregate Quadra’s exposure for all similar transactions.
While it xmay appear confusing, it should be relatively simiple to do and I will review the
specifics with you when we speak next.

Wolfgang, 1 have been told by KPMG that they see significant opportunity with this
transaction at least through 1997, [ think this will b pretty straightforward to cxecute
and I was glad to hear that you will be able to basically accommabdate any size that we ~
can do. Once we establish the process for setting up the accounts, option agreements
and various transactions it should be relatively easy to replicate.  Please keep this fax
EXTREMELY CONFIDENTIAL and wol distribute it. If you need something that can be
distributed I will prepare a similar memo.

Twill call you Tuesday marning to review where everything is. If you are traveling,

please give me a call at your convemence so that we can make sure everything gets done
properly. :

UBS000005
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P9-hDU-1936  17:39  FROM  UBS LTD. T SBR1206A129231  P.BL

To: Jeff Greenstein
Company. Quadra Capital Management, L.P.

Recipient Fax No. 001 206 442 8291 . Tel No: DO1 208 442 8282
From: Tania Salim
Retum Fax No: 0471 901 2898 Tel No: 0171 S04 6308
Date: 9th November, 1996 .
Subject Documentation Page 10t 37
Dear Jeff,
1attach clean final dratls of the documentation for - (Mﬂnheexcq\i\mnﬂh:l)q\mt/

Agrocment which bas not changed since last Thursday) for your final review. T have made some gencral
tidying up ammdmuud;hcmscd!thuB.vaepmmmhcpdmy make it clcarer and also w

‘market di i guage 1o cover the possibility of the closing price of the shares bamg .
dnmpxed Untortunately, in that T could nat eontact Walfgang oe the. trader on’ Friday for their final sign-
off these confirmations are subjcot 1o any they may have (alhough I do not anticipate any).

1 attach also the digital barrier option with upside knockout confirmation for your review which is also
being revicwed by the relevant partics within UBS. However, 1 take your point from oot conversation
yesterday that owing 1o the complexity of some of the features in these transactions i is perbaps a better
way forward if you and T agres on the drafting of some of the provisiens carly on mather than waiting for
everyons in UBS to have cammented before you see them,

Axlaxphumlycnmhy,mmlmnonumlw::vaymcqrmdun sotatIcanuse it as a
standard for all of the other tades 3o, 1 would be grateful for any further comments at your carfiest
convenience 5o that I can provide you with final docurocntarion as soon as possible.

As discussed, | detarl below my initial drafl of the “Strike Price” language and the ~{Additional Strike
Amount]” for your review. :

-

Suike Piice. CHF 1,149.50 povided Ut if v iy Exchange Busiuexs
Day prior 1o tho Expiration Date, the Closing Price of the
Shares {29 defined below) is less than or equal to 1,149.50 per
share, then the Strike Price shall be CHF 1.089,00,

[WTW““‘]Z [’ On 18 November, 1996 the Caleulation Agent shall d

the sverape trading price for the Shares on the Exchange for
Conhngert Premum et day, Such dererloation shall be “the Addisonal shet-
Baiac”, =

conts u,wi’
Pre lem

A

Union Bunk of SVFIaTiens, 100 Liverpbnt Sune. Lesdon, EC3H 2K

THIS PAGE CONTAINS REDACTED MATERIAL
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PO-MNOM-1996  17:18  FROM UBS LTD. 1w TDDL LD KT ET & v

D A whey, PTVREG / -

7146 ColeAatiow Aont shall +/1 -

[ calevlabe +he excess, it ony,
which the Closing frice orpin

do the Conhagent —F
?ﬁi‘m‘iﬁa 9.41«, l’rncc,nz.s_

,;lgwwmw{ ~au——ldov-—l€“‘“ A s ot s
excess  UynounT ef,r share
haﬂ b¢ P“Ld BU 6@[1&)’ ) de Closing Price
excluding, 29th POyember, 1996 ix nut phre dan or oqual w

@ Day from and ipefuding 131 Novembge 1996 (0 and
I nded }nowwfrr\ No Canfm enf’aopamu Adisione Sl P nd
p--mivm haﬂ be pad 3

Clostng’ e of the S Piie:

Exdz e Buciness
«o(l';};ma%d mm'ﬁ/ e LY _;;7 At other tmes,

‘Addmopal Stnke Amount shalf be ze(o.

2 255 For the prposes of “Strike Prics” and “Additional Strke
&k&w&‘l ’51' z’. I?,, Ce/ﬂ“ Amm.(“w'%osmg Price of the Shares™ on alny Fxchanps
F “ Coeznz]&m" nm’{;ﬂ prd k:lsx;m Day 5hall D (T same Ionguage 15 put and
o & [/ s .
Y.L (44

1 have put "Additional Strika Amount” in brackete as | haps to think of 2 Joex clumey dotimtion,  Also,
please confirm whether my understanding is correct. that if the “Additional Stike Amount™ Is a positive
amount it will be added 1o the Stk Price and uscd 1o caleulate the Scrtlement Price fo thoreby reflosting the
premium, Or should we just bave an additional Settloment Prics concept? 1 would think that in that your
intention is that this feature be part of the transaction it would be best to fie it into the ariginal Strike Price.
Let me know what you think.

Finally, pleass confirm the relevance of “Financiog Charge™ in this wade.
Please Jer me have any comments by fux on the sbove for Monday morning (my‘ tine - if pussible), O, i
you weuld Jike to discass any of the above with me Iwill be in the office until 5.30 pm soday or contactabla
at home later this evening or tomorrow evening (tel: 0171 708 7191). T will Jet you see all the other
documentation for or your open on Monday hut. 1 wonld prefer it you did net aliow any third
parties To review the docimentation before I have “UBS™ sign-off which should be by close of busiaess {our
time) uns Mouday,
Kind yrgatds,

=l

“fanl Salim © -
Le; Y

THIS PAGE CONTAINS REDACT ED MATERIAL
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999 Third Avenue, Suite 4150 | Seattie, WA 98104 | (206) 442-8292 | Fax (206) 440
9291

Q QUADRA CAPITAL MANAGEMENT, L.P.

FAX COVER SHEET

DATE:  January 22,1997 TIME: 9:10 AM

TO: Dr, Chris Donegan PHONE: (44-171) 901-4589
UBS International FAX: (44-171) 956-9215

FROM: Jeff Greenstein PAGES: 4

Chris,

In reference to our discussion this morning I have provided a description of the dilemma
regarding how Quadra purchases the digital option to hedge its exposure to UBS bearer
shares. Additionally, I have included a summary prepared by our counsel Skadden Arps
regarding potential ‘UK related securities transactions we discussed.

As you might recall, Quadra has historically purchased a digital option in conjunction with
the various UBS transactions entered by its clients for which it acts as investment adviser. |
anticipate we will probably purchase similar digital options on similar trades in the future.
The rationale for Quadra’s purchase of these digital options is to hedge its fees relating to
the accounts it manages. Specifically, if the price of the underlying stock were to fall
significantly there would not be the funds available in the account to pay Quadra’s
investment advisory fees. Should this happen the digital option would compensate Quadra
for lost fees. Conversely, if the stock does not fall then Quadra will collect its investment

advisory fees. Included in those fees is the are sufficient proceeds to pay for the cost of the
digital.

The dilemma les in paying the upfront premium to cover the digital costs. This may get
somewhat difficult should the volume of transactions increase. Accordingly, 1 would like
to find a solution whereby Quadra can utilize some type of credit facility. Ihave spoken
with Wolfgang and Chris Stainbrook about creating a digital option whereby the premium
is paid at the options expiration. Apparently this is relatively straightforward, however we
need to have credit facilities so that UBS is comfortable with our delayed payment.

Possible comfort might be gained by Quadra depositing a meaningful portion of the digital
cost in cash and/ or pledging the investment advisory fees we receive from the related or
other accounts. Iam hopeful that as our relationship continues to grow we will be able to
establish our own credit facilities so as to simplify the process by eliminating the party who
The information in this facsimile message is privileged and contidential. 1t is intended only for the use of the
recipient nanved above {or the employee or ngent responsible to deliver it to the intended recipient). ! you received
this in erroz, you are hereby notified that any dissemination, distribution, or copying of this communication is
strictly prohibited. If vou have received this message in error please notify us by teiephone imunedintely, and return
the original message to us at the above address via postal service. We will reimburse you for such costs. Thank you.

UBS000230
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01/22/87 0B:12 FAX 0 <<= UBS DONEGAN o)

assists in financing the digital purchases. This is a relatively important issue and one that |
would like to resolve as soon as possible. 1recognize the challenges of working through
vour internal structure and appreciate your assistance in this matter.

With regards to the UK transactions we discussed, ] have incdluded a2 memo prepared by
our counse! Skadden, Arps, Slate, Meagher & Flom which briefly describes two potential
transactions which might be applicable for your clients situation. 1should preface this
summary with the fact that the lead partner, Charles Morgan, has done extensive work in
this area in the UK and is confident the wransactions should apply, however, he would like
to review some of the intricacies of the trades with his UK counterparts. These trades were
employed for years by U.S. security firms and investors and were only recently eliminated
by complex straddle and wash sale rules. Very few countries have adopted such complex
tax rules and thus these trades should be possible. The second trade involves basis shifting
as a result of “coupon stripping.” Based on our earlier discussions, it appears as though the
straddle transactions would appear to be relatively straightforward transactions and _
definitely consistent with GED’s normal derivative business. In cssence they could be
structured trades with volatile equities, baskets, or indices.

Given the size contemplated, it may be that many transactions must be structured for an
individual client. Moreover, this process might continue for extended periods if deferring
recognition is the objective. Accordingly, this strategy would definitely involve more than
a single transaction and instead would resemble a standard investment management .
account with specific investment objectives. Along these lines, Quadra could add valae to
this process in a number of ways including discretionary asset management and
administering the account. In this case, UBS will be utilized to execute the various
transactions in a manner similar to thatof the current accounts, Obviously we are very
flexible and would like to work with you in the development and management of these
account.

FHopefully this bdunrmitor 3 3a3plid poior & vouwr spiomdng mosting. The mextotop,an. ..
described in the attached memo, is to spend some time with lawyers resolving some of the
intricacies of the trades. For example, should the staddle transactions be done in the same

or related accounts?

Please give a call when you get a chan

W
cc. Wolfgang Stolz 7

The information in this facsimite message 1s pnvilcged and confidential. It is intended only for the use of the
recipient named above (or the employee or agent responsible to deliver it to the intended recipient). If you received
this in error, you are hereby notified that any di inetion, distribution, or copying of this communication is
strictly protubited. If you have ived this ge in error please notify us by tedephane immediately, and return

S SENLIN R e

the original messnge to us at the above address via postal service. We will reimburse you for such costs. Thark you.

UBS000231
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From: Chris Donegan <don>

Date: Mon, 16 Jun 87 10:20:52 40100
‘To: chris@gedzch, adam, staddon, helen
Subject: Quadra - Feedback

Cc: wolfgang, ronny @gednyc, ruwan

Guys,

Wolfgang and | had an excelient business trip with Quadra last week. We met some
impressive prospectwe clients and look forward to in excess of a CHF 1 billion
(notional) in new business before year end.

One thing became crystal clear on this trip. The Quadra guys are very smart, and
considering the fees generated for this business, they have an agenda to minimise

our spreads and obtain any concessions at all in any department (documentation,.
margin etc.) that they can.

It Is therefore very important that these guys are controlled, and that we can
strengthen our position at every stage of the process (from pricing options, stock
sales, securing favourable collateral terms, and making our documematlon as tight
as possible).

To prevent Quadra arbitraging us (i.e. Jeff calls Chrls Stainbrook with one request
and Wolfgang with another) please DO NOT RESPOND to direct enquiries from Jeff,
Brian or Norm without checking with Wolfgang or myself ﬂrst.

This contmues to be great [relaﬁvely] low risk for GED. Please help us manage it
effectively.

thanks

Don

Permanent Subcommittee on Investigations . UBSOOOZOQ
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From: Chris Donegan <don>

Date: Mon, 21 Jul 87 16:57:36 +0100

To: ramy

Subject: Quadra : UBS Trades - background
Ce: wolfgang, ruwan, ronny @gednyc

Ramy,
FYl,

Ronny (and Stainbrook) are 100% on top of the risk issues
associated with this business (and we have recently have a large
number of conversations about how to manage this and redupe

£
However, thus far Wolfgang and | have not had an explicit

conversation with you re: the overall structure and purpose of the
trade. This e-mail addresses this (for your benefit).

Basic Premise : Creating Capital Losses For a US Person

* A US person is taxed on the basis of beneficial ownership of
assets.

» Under certain circumstances, the basis of ownership is
maintained for tax purposes but not economically.

A simple example of this is where a US person holds a bond and
swaps away the coupons. '

Under this scenario the bond (as a taxable asset) falls in value
(i.e. value minus coupons) and a capital loss is allowed. However
the US Person still benefits ecomically from the swap and so the
losses are not real but only tax relevant. UBS000210

Permanent Subcommittee on Investigations
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The "UBS Trade" uses provisions in the US Tax Code to create a
synthetic tax loss via a trading strategy in UBS shares.

Legal / Tax Risk to UBS : minimal as UBS has no direct role.
Investor nakes his decision based on "shouid do" legal opinion
and his own counsel. Clients are high quality

etc.) and smart. UBS makes no
recommendation or solicitation. UBS New York Private banking
is now referring clients to Quadra based on our last trip.

Legal Opinions : Brown and Wood, KPMG ( ‘
] ), Skadden Arps ( have hired them and
tney nave not finalised yet but are positive). '

'P&L:2.5-3%

.Business To Date : Approx $20m P&L

Wolfgang and ! will be happy to provide further explanation if you
require after reading the below.

THIS PAGE CONTAINS REDAC’I; ED MATERIAL

Trade Mechanics

A US person (“Investor") buys a call warrant in an offshore
company ("SPV") which entities the holder to 80% of the
company’s assets. This creates a shared tax base between the
SPV and Investor.

The SPV invests in UBS stock (via a stock purchase with delayed
settlement). The Investor is therefore deemed to have beneficial
ownership of the UBS stock.

The SPV also invests in a call/put arrangement with UBS on the
UBS000211
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UBS stock. The reason for this is to hedge the SPV’s economic
exposure to the shares whilst creating a good chance for the SPV
to make money. (This is the most complex component of the
trade from a risk perspective.)

Exercise of the put option between UBS and the SPV is treated for
US tax purposes as a redemption of stock. The redemption
proceeds are deemed to be a dividend from UBS. This dividend -
is taxable as income. (actually there are no net proceeds as the
SPV borrowed cash to buy the shares, so the only real financial
transaction here is financing). o

Similtaneous with the redemption; the US person buys a call.
option on UBS stock. The call option is for a number of shares
equal to the number of shares redeemed. This has the effect of
creating the impression that the number of shares owned (or
attributed to) the Investor remains constant throughout the trade.

At maturity the Investor sells their call option and realises a loss
this net loss is offsetable against capital gains.

Numerical Example (tax calculation)

Theoretical Cost of shares to SPV - §100

SPV Redemption dividend - $100 (taxable income)

Value of shares on sale/termination of call option - zero
Capital Loss Arising - $100 )

Other Details

The customer posts collateral to cover the marginal credit risk on
the synthetic forward. This is because the put/call is struck out of
the money and carries market risk. This is essential for the tax
treatment to succeed.

UBS000212



881

The customer however is "guaranteed” not to lose on this risk
position in a seperate arrangement with Quadra - who have put
their fee up as part of the collateral. To ensure that Quadra can
deliver on their guarantee Quadra, as a seperate trade, have
entered into a put/call transaction to cover the market risk their
customers have on the UBS share price. This obviously costs
them, but is better than taking the risk on losing their fee.

Don

UBS000213
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From: Chris Donegan <don>

Date: Tue, 2 Sep 97 17:19:45 +0100
To: ruwan

Subject: Credit Request For Quadra
Cc: wolfgang, ramy, staddon, helen

Ruwan,

¥

here is the request. We will trade $48m tomorrow-and $150m by next Thursday.

For further trades this facility would be extremely helpful. Thanks.

Permanent Subcommittee on Investigations
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QUADRA CAPITAL MANAGEMENT, L.P.

Introduction.

Over the past year UBS London branch ("UBS") has entered into structured derivatives transactions with
Quadra Capital L.P. ("Quadra) and related entities, one element of which involves Quadra buying a
“digital option" from UBS. The premium for this digiml option has thus far been paid to UBS up front.
Quadra would like to modify this structure by paymg for the digital option at maturity (in 60 days) and
pledge collateral to cover the credit exposure arising during this period.

Structure and Proposed Collateral

Under the terms of the transaction, Quadra receives an arrangement fee from an offshore company in 60

days time. The ability of the company to pay these fees dcpcnds entirely on the performance of option ‘

contracts (the " company hedge™) that the company has entered into with UBS. The company hedge will

either pay out, generating sufficient funds to pay Quadra, or it will not (i.c. it has a digital payout). To,

cover their risk to the performance of the company hedge. Quadra enter into an equal and opposite
“ntract with UBS (the "digital” option referred to above).

Quadra would like to use the value of their digital option, combined with their rights to receive fees from
the company as collateral to cover the premium for the digital option.

See Figure a) below.

Application of Collateral

Quadra will assign to UBS by way of security its rights to receive fees from the company. The value of
this assignment is contingent on the company having sufficient funds to meet the fee payment. This will

always be the case, except where the company hedge does not perform. In this situation the digital

option will (by definition) pay out and UBS wﬂ] pay Quadra an amount under the digital option net of
the prermium owed.

To ensure complete security, UBS will therefore hold both the digital option and the fee assignment.
Quadra's right to receive fees may be encapsulated in a warrant issued by the company.
s Figure b) below.
Credit Approval
John Staddon from the Derivatives Legal
To proceed therefore, two credit policy decisions are
required :
1. In the context of this transaction is UBS willing to accept a combination of a digital option (written by
UBS) and the assignment of 2 fee. as collateral to cover the 60 day credit exposure for the digital option

premium 2.

2. Where the fee payment is encapsulated in a warrant issued by the company is the analysis the same 7.

PRIVILEGED MATERIAL HAS BEEN
REDACTED FROM THIS PAGE

UBS000227
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igure a) Structure and Proposed Collateral

Quadra

Figure b) Application of Collateral

Quadra

B S R
Digital Option

uBs

Option Hedge

Ofishore Fund

UBS pays net of
premium

Quadra assigns fee

uBs

ALY

Option Hedge

Fee payment rights

Ofishore Fund
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Author: Gregg W. Ritchie at XFMG_WARNER _CENTER
Date: 1/319/3998 S$:17 PM
Priority: Wormal
T0: Dale A. Affonso at KPMG_Las Vegas
70: Richard J. Bloom ar XpMg_Short Hills
TO: Carolyn B. Branan at XPMG_Charlotte
: David Cohen at XPMG_Chicago
Sdmond H. Desany at KPMG_Burlingtom
Jeffrey A. Bischeid at XPMG _Atlanta2
Laurence Foster at KPMG_NYO Tax
Randall A. Hamilton at XPMG_Des Moines
R. J. Heath at XPMG N Virginia
Mark C. Hutchisom
Dennis A. Iro ab KPMG_BAM FRANCISCO3
Michael Magee at XPMJ shott Bille
George H. McCrimlisk at KPMG_LOS ANGRLESZ
John W. Monaco at KpMG_Norfolk
Xatherins A. Pace at XPMG Orlando
Robin M. Paule
TO: Gary W. Powell at KPMa_Denverl
TO: Steven Protass at KPMG NYO Tax
TO: Bugene Q. Bchoxr at m IIYD Tax

:. Neil F. Tendler at KPMG, s’hort Hills

: B. Michael Watkins at EPMG }_Philadelphia
TO: Bovard J. Weiner at XPMG_COURTROGSE2
€C: Randall 8 Bickham at XPMG Palo_Alto
€C: Robert D Simon ab KPMG ) Desverd
©C: John B Harris at KPMG_Denverl
Subject: FLIP Opinion Letters

a3

3333333333

I have previously sent to each of you & copy of the draft cpinion for
the PLIP strategy that ym: Tespactive clients bave exacuted. Given

the upcoaing busy that you make svery
attempt to finalize these opinlm and Yetwrn them to us for final
xeview. Furth Iam inced that it is in our best intersst

to issue these opinions PRIOR to the werger. Given the uncertainty of
the lovel of review {(their version of DFP-Tax, etc) required by RsY

for such opinions, I would make every attempt to issue priox thac
date.

.

Please let me know where you are in the process and if you need
addicional guidance.

Proprietary Material
Confidentiality Requested

KPMG 0034176

Permanent Subcommittee on lnvestigations
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Author: Gregg W. Ritchie at KPMG_WARNER CENTER
Date: 274798 5:44 PM
Priority: Urgent
Receipt Requested
TO: Robert D Simon at KPMG Denverd
TO: John B Harris at KPMG_Denver2
Subject: Updated OPIS Letter
- Message Contents - - —

Attached is the most recent draft of the new 302 product using the LIC
structure and a new swap instrument. Please spend time reviewing it
prior to our conference call on Friday.

Due to the extraordinary pressure surrounding this product, this draft
must not be shared with anyone else inside or outside of the Firm. In -
particular, this should not be given or discussed with DPP-Tax until
our working group has had a chance to fully explore any issues.

Forward Header

Subject: Updated OPIS Letter
Author: Randall S Bickham at KPMG_Palo Alto
Date: 2/4/98 4:00 PM .

Here is the version of the OPIS letter that we should send to BoB and
Jehn.

Randy

Proprietary Material Permanent Subcommitiee on Investigations KPMG 0047176
Confidentiality Requested EXHIBIT #94h )
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Author: Gregg W. Ritchie at KPMG _Warner Center
Date: 2/24/98 8:37 PM

Priority: Normal

TO: Randall § Bickham at KPMG_Falo_Alto

TO: Mark Watson at KPMG_Dallas

Subject: Re(3}: QPIS

Message Contents

fyi

Forward Header

Subject: Re{3]: OPIS
Author: Robert D Simon at KPHG_Denver
Date: 2/24/98 2:16 PM

Thank you for responding so guickly to my message.

While it is stated that many of the features of OPIS were developed
in resp to the na of DPP Tax and myself, very few of these
concerns were addressed in any form. The bottom line is not my "wish
1list™, but the requirements of U.S. federal income tax law.

I am pleased that you consulted all of the named tax professionale
both within and without KPMG. My point was that as the purported
technical adviser, I should have been involved in these consultations
and material meetings rather than circled back to at the end of the
process.

I was surprised to hear your comment that OPIS was not being
marketed, since I have already received a phone call regarding a
technical question from a PFP partner who said he was presenting the
product to his client.

I am looking forward to a live telephone conversation to clarify
this matter.

Reply Separator

Subject: Re[2]: OPIS
Author: Gregg W. Ritchie at KPMG_Warner Center
Date: 2/23/98 9:16 PM

As you and I have discussed, the OPIS product was developed in
response to your and DPP-Tax's concerns over the FLIP strategy. We
listened to your input regarding technical concerns with respect to
the FLIP product and attempted to work solutions into the new product.
As you will recall, the FLIP product was put back on the shelf by
Larry DeLap as a result of several issues he raised (many of which
were brought to his attention by you). The OPIS strategy has been
designed to address DPP-Tax's concerns with the prior product as well.

The draft memo of the LLC product which you sent to Larry DeLap should
never have been submitted to him as neither the concept nor its
implemention had been fully developed. In fact, following Pfaff's
departure from the Firm, the entire process relating to the FLIP
product was not handled in an ideal manner. I take the responsibility
for much of this as I had not properly taken full ownership of the
product. As you know, we now have a better mechanism for taking
ownership of these types of productse through the CaT$ practice and the

Proprietary Material Permanent Subcommittee on lnves(igarious] KPMG 0047177
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Author: Gregg W. Ritchie at XPMG_Warner Center
Date: 2/23/98 9:16 PM

Pricority: Normal

TO: Robert D Simon at KPMG_Denver

BCC: Randall S Bickham at KPMG_Palo Alto

BCC: Douglas K. Ammerman at KPMG_Orange _County
Subject: Re[2]: OPIS

Mesgsage Contents

As you and I have discussed, the OPIS product was developed in
response to your and DPP-Tax's concerns over the FLIP strategy. We
listened to your input regarding technical concerns with respect to
the FLIP product and attempted to work solutions into the new product.
As you will recall, the FLIP product was put back on the shelf by
Larry Delap as a result of several issues he raised (many of which
were brought to his attention by you). The OPIS strategy has been
designed to address DPP-Tax's concerns with the prior product as well.

The draft memo of the LLC product which you sent to Larry Delap should
never have been submitted to him as neither the concept nor its
implemention had been fully developed. In fact, following Pfaff’s
departure from the Pirm, the entire process relating to the FLIP
product was not handled in an ideal manner. I take the responsibility
for much of this as I had not properly taken full ownership of the
product. RAs you know, we now have a better wechanism for taking
ownership of these types of products through the CaTS practice and the
new FCS Designated Service.

As the product owner of the OPIS product, I solicited input from a
variety of sources; including Brown & Wood, Presidio, Rick Solway,
Richard Smith, and others. Furthermore, we circled back to your
concerns after the opinion had been drafted in order to solicit your
{and John's} responses to our ideas. Your comments from our
conference call relative to the draft opinion were takean into
consideration and appropriate modifications made. I made the same
decisions relative to input received from the other sources.

It is critical for the CaTS and FCS practice for this product to now
be evaluated by DPP-Tax, and any required modifications be developed.
I have made the decision to submit the product to DPP for their review
at this time. While the product may not meet all of the reguirements
of your "wish list", we must balance priorities with the needs of the
practices.

I thank you for the time you have dedicated to the review of the draft
opinion and for the input you provided. I apologize for the confusion
over each person’s role in the development and support of this product.
However, 1 believe that the changing landscape of the CaTS, Financial
Capital Strategies, and tax advantaged practices has contributed to
this lack of clarity. .

As far as its current status, you should note that OFIS Is NOT being
marketed by anyone— PFP or otherwise. 1In fact, I am not aware of
anyone outside of a very small group of people {including you, Randy,
John, Rick Solway, and Richard Smith) who know anything about the
product. The PFP practice has only been told that we are working on a
new version of a product which should accomplish similar results to the
FLIP product. It is this type of issue which mandates the need for the
CaTS team to take ownership of the OPIS product to prevent the abuse of
its marketing.

I am in Montvale all week at the FCS Boot Camp and then CaT$ training

Proprietary Material
Confidentiality Requested KomMG TS
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in Dallas. I will try to reach you again by telephone when I return-
to LA,

Reply Separator

Subject: Re: OPIS
Author: Robert D Simon at KPMG Denver
Date: . 2/23/98 3:31 PH .

I am very concerned over the development of the new capital loss
product ("OPIS). I have tried to reach you by telephone to discuss
this matter, but without succesa.

As the technical leader of the team, a significant part of my role
is to develcp new products with Bob Pfaff. Last November, Pfaff and I
(wi‘th input from Harris and Larson) essentially put together an LLC
{partnership) version of a capital loss product, which Pfaff
subsequently presented to leaders of the IS practice. A draft memo was
circulated among our group, and was submitted to Larry DeLap. While
Larry did feel that the LLC structure was a significant improvement,
he was concerned that, at its core, the product was similiar to FLIP
(which had ramifications for tax shelter registration purpoees, among
other things). Our group decided that what needed to be done was to
prepare a short memo to Larry which distinguished. the LLC product from
FPLIP.

When our group (Pfaff, Larson, Bickham and the two of us) last
spoke in November, you assigned to Randy the task of preparing a short
memo (to Delap) which would highlight the differences between it and
the FLIP product. The target date for the delivery of this memo was
two weeks. .

Since that discussion, neither John Harris or I have been kept in
the loop with respect to the development of the product. In
mid-December, John and I were notified after-the-fact (via
memorandum) by Randy that an important meeting had been held (among
Randy,lLareon, R.J. Ruble of Brown & Wood, and yourself). We were
advised that a variety of technical "conclusions” had been reached and
that certain aspects of the deal had been changed. This memorandum
also contained “assignments® for many of the participants of the
meeting with respect to certain technical issues. In addition, the
idea of sending a short, succinct memo to Larry was scuttled in favor
of a formal opinion {to be delivered in mid~January).

I was concerned that a meeting of this kind had been held without
prior notification (to John Harris and I)., Nevertheless,I did deliver

& with resp to some of the “conclusions® that had been

reached. Neither J.Rarris nor I heard anthing more regarding the
development of thia product until a week and a half ago, when we
finally received a draft opinion from Randy. During this time, I have
had to fleld many calle from KPMG practitioners who believed
{erronecusly) that I would know what was going on with the development
of the product. Perhaps I am missing something here {and I would
appreciate your input), but it seems to be that (i) the development of
the product should have been done by the entire technical team, and
{ii)the technical leader should be involved in all stages of
development of a tax product. Instead, much time has been wasted
preparing an opinion on a product that I believe is flawed. I have no
doubt that working together, we could have come up with a better
product.

I would have rather discussed these issues with you over the
telephone, but time is of the essence since OPIS is apparently already
‘being marketed (according to a PFP partner who is presenting OPIS to
his client}.

I look forward to discussing this matter with you.
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Author: Gregg W. Ritchie at KPHG_Warner_Center
Date: 2/24/98 12:45 PM

Priority: Normal

TO: Randall S Bickham at KPMG_Palo_Alto

TO: John B Harris at KPMG_Denver2

TO: Robert D Simon at KPMG Denver4

BCC: Hark Watson at KPMG Dallas

BCC: Douglas X. Ammerman at KPMG_Orange County
Subject: Re: OPIS

My

ge Contente

Thanks for reducing your comments on the OPIS draft opinion to
writing. I have made comments to your memo on the attached. Randy,
please make sure that you address the iseue raised on the new Rev Rul.
John, did you ever get a response to the 465 issue (not mentioned on

the attached) from Kelliher?

Reply Separator

Subject: OPIS
Author: Robert D Simon at KPMG_Denver4d
Date: 2/23/98 12:04 PX

Attached is a summary of my comments with respect to the OPIS product.
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To Gregg Ritchie - KPMG, Los Angeles : Date February 23, 1998
Randy Bickham - KPMG, Palo Alto
John Harris - KPMG, Denver
From Robert D. Simon Steno Im
KPMG Peat Marwick LLP Ref plusers\moon\simon\memosiopis

1 thought it might be useful to summarize some of my comments with respect to OPIS. You will
undoubtedly recall that Larry Delap charged us with the development of (i) a product that could be
the sub}ect of a more likely than not opinion and (ii) a product that was 4suﬂiciently different from the
FLIP transaction that we could justify registering the current product (but not FLIP). 1 believe that
in its current state, the product fails on both counts. _I disagree on your conclusion. We believe we
can write a more likely than not and expect DPP to agree. Furthermore, Presidio has offered to

register the product in the event that we conclude this is necessary.

If OPIS is not exactly the FLIP product, it is, in the words of J. Harris, “son-of-FLIP.” In my view,
OPIS incorporates very few of the positive features of the LLC product previously submitted to
Larry Del.ap. The omission of these features is significant not only in a substantive sense, but
because many were in direct response to concerns raised by L. DeLap and G. Bloom. Obviously, we
are probably not going to have a product unless these concerns are addressed. All of the features in
the LLC product were vetted and cleared with Bob Pfaff and J. Larson; indeed; B. Pfaff presented

the revised product to a group of international tax leaders in December.

Proprietary Material
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1 am not unmindful of the fact that many of the features of the LLC product had an economic cost to
the investor, however, each also had an important tax benefit. Of course, given a choice, Presidio
would rather not incorporate features that increase the cost of the deal to the investor, and it is to
their credit if they can get us to agree. However, like it or not, we do have different considerations.
We are the firm writing the opinions. Ultimately, if these deals fail in a technical sense, it is KPMG

which will shoulder the blame._Agree,
The following are some of my general observations:

(1) The use of debt, possibly the most critical departure from FLIP, was an integral companent of the
LLC structure. To paraphrase Bob Pfaff’s words, the use of debt strongly enhanced the deal froma
tax perspective, because it guaranteed that our NRAs were truly at risk. In OPIS, the use of debt has
apparently been jettisoned. 1f we can not structure a deal without at least some debt, it strikes me
that all the investment banker’s economic justification for the deal is smoke and mirrors. (By the
way, we still haven’t received Presidio’s investment analysis showing the economic upside of the
FLIP product). 110-25% of U.S. investor’s investment is in the form of debt, Presidio should be
able to conclude that the debt will likely be repaid. We thoroughly explored the ability to use debt in
this context. However, after extensive discussion, we could not get comfortable that we could get
any assurance that it would be repaid in a sufficient .amount and a significant number of times that we
could credibly argue it was true debt. Without such expectation of repayment, the instrument would

fail. The Swap idea was a creative alternative to the use of debt.

KPMG 0047180
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(2) In my discussions with John Harris, one thing that John and I feel strongly aboxﬁ is that the entire
business purpose for the dea! hinges upon Presidio’s investment analysis. Indeed, the opinion states
that investor has reviewed the investment analysis before undertaking the transactions. For this
reason, we believe that the investment analysis must be reviewed by us (whatever the terms of the
ultimate deal) before we can sign off on it. Obviously, the investment analysis should be attached to
any opinion submitted to L. DeLap. I fully agree. We have communicated this both to Presidio and

DPP._We have been told this analysis is in process and will be provided with input from DB and

DMG.

(3) The only thing that really distinguishes OPIS (from FLIPS) from a tax perspective is the use of an
instrument that is purported to be a swap. 1 agree that the use of a swap has some interesting
possibilities. However, the instrument described in the opinion is not a swap under LR.C. §446.
Rick Solway does not share your opinion, Indeed, when coupled with the NRA’s preferred return
(which Randy mentioned) a fairly strong argument could be made that the U.S. investor has nothing
more than a disguised partnership interest. While this is always an issue {similar to the RR 82-150
issue in version 1), Richard Smith did not consider this a large risk. By the way, Bob Pfaff has stated
on several occasions that the NRAs would be truly at risk for their investments (and 1 understood

that there would be no preferred return). Without true economic risk, the NRAs true

 characterization is probably that of a service provider or debt holder {or possibly a preferred

shareholder). Obviously, any of these characterizations would lead to the conclusion that the U.S.
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investor is the equity holder (and the direct recipient of millions of dollars of income)._Before OPIS
can be implemented, Presidio has indicated that they must review the structure with their NRAs in
order to determine whether the strategy is acceptable to them. They believe that the NRAs will like

the new structure and will agree to live with their added investment exposure.

(4) If, upon audit, the IRS were to challenge the transaction, the burden of proof will be on the
investor. The investor will have to demonstrate, among other things, that the transaction was not
consummated pursuant to a firm and fixed plan. Think about the prospect of having your client on
the stand having to defend against such an argument. The client would have a difficult burden to
overcome, especially if all the transactions were carried out between him and the bank (and Presidio).
The failure to use an independent 3rd party in any of the transactions indicates thgt the deal is pre;
wired. This issue was a significant concern of G. Bloom (in the FLIP transaction). Nevertheless, the
OPIS structure drops the concept {contained in the LL.C memo) of using unrelated third parties to
carry out at least some of the transactions._QPIS does not summarily dismiss this idea. In fact, we
know of certain clients who executed the long trades in the FLIP transaction through their own
brokers. This is possible also in OPIS. The opinion letter does not presuppose who will execute
each phase (except with reference to the redemption and out of the money option purchase, as we
have previously discu However, a significant strength of OPIS is that it will be marketed as an
integrated investment strategy as designed by Presidio, the investment advisor. Given the integrated
structure of the overall investment plan and the commensurate benefits which could be realized by 2

US person (due to added leverage), it did seem actually counterproductive for Presidio to NOT have
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control over all aspects of execution. Such an investment plan would not be common without a
coordinated execution strategy by the advisor.
(3) The concept of purchasing the long position several weeks before the establishment of the
Cayman company (and the ensuing trades) was also eliminated without explanation. This was an
important feature in that it put the holder at risk for at least several weeks. As a practical matter,
there is already some Iag time between the purchase of the long position and the other transactions.
Indeed, Pfaff and Larson agreed to formalize a delay of several weeks._This is possible with the
OPIS program (it is simply not addressed in the opinion). In fact, there is no objection from
Presidio, KPMG, or the prospective clients. However, the client is actually at risk with respect to
the long shares for the entire time that they own those shares, We cannot understand what gg;,_s_img
benefit there may be from mismatching the timing of the purchase of the long shares from the indirect
investment via the Cayman structure. Again, without a clear understanding of the benefit you hope
to achieve, it seers counterproductive to structure this purchase in a way which would not be

common in integrated market investment programs.

(6) There is no mention in the opinion of President Clinton’s proposal prescribing regulatory
authority on foreign built-in losses. The Administration is concerned that taxpayers are acquiring
built-in losses incurred outside the U.S. taxing jurisdiction or are seeking to generate related income
and loss in circumstances where the income is attributable to a foreign entity. Does this sound

familiar? Any marketing of this transaction would have to directly address this proposal._Agreed.
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This is specifically one of the reasons why this product must get off the shelf and into clients hands.

As you know, the proposal currently has an effective date which will correspond to the date of

enactment,

(7) I have always wondered about the relevance of the discussion on the dividends - received
deduction. Putting aside its theoretical relevance, it does not seem that we could include it without
also citing similar risk of loss concepts contained in Notice 98-5. The Notice deals with transactions
(including total return equity swap) in which foreign tax credits are effectively purchased by a U.S.
taxpayer. If the risk of loss concepts of Notice 98-5 were applied to OPIS, 1 doubt that the
investor’s ownership interest would pass muster._I must defer on this issue to Randy/Pfaff. If thisis
a new issue, obviously we must ensure that it has been properly assessed. I do not recall your raising

this issue in our conference call,

(8) Nothing was done to shore up the status of the Cayman Islands company. As you may recall, the
fack of any substance (to the Cayman company) was the primary objection of an attorney from a
prominent firm (who was reviewing the FLIP product for his client). The LLC memorandum to
DeLap suggested some possibilities in this regard. As it stands now, the Cayman company remains
extremely vulnerable to an argument that it is a sham._This is an area which we have talked about for

some time, but have been unable to achieve a realistic solution. However, OP1S does make more

sense in that its structure is primarily an offshore investment partnership between the US person and

an NRA. _As such, it would not be uncommon for such an entity to have no emplovees, directors, or
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assets (other than investment assets). There is still a desire to put some additional meat on the
Cayman co how;:ver that entity’s purpose is to provide 'additional liability protection to the
and to play the role of the manager of the LLC. In the US, such a structure for an investment
portfolio (securities, real estate, etc) would not be uncommon without dedicated employees of the
entities. The Cayman entities will continue to have local directors with the appropriate legal

responsibilities and control.

(8) I generally agree with the abandonment ofa pre-establishing holding period, so long as the
purpose for its abandonment is not to compress the transaction within an even shorter period, It
should be recognized that transactions which span a short period of time are more vulnerable to a
step-transaction analysis. Because there is one favorable case involving a 110 day holding period,
the LLC product used such period as a b@chmark. The abandonment of a daily holding period
requirement was done NOT to allow for shorter transaction periods. It was done, again, to make the
strategy conform to an investment strategy. No credible investment strategy would be designed
around daily holding periods, they are dependent on price movements of the investment. This will be

built into our investment modeling and will make sense given our exgeétation of profit.

(9) No further attempt has been made to quantify why LR.C. §165 should not apply to deny the loss.
Instead, the argument is again made that because the law is uncertain, we win. Recognize that the
Tax Court position in Fox (which adopted a primary profit motive test) is based upon dicta of the

U.S. Supreme Court in National Grocery. As we discussed in our conference call, there simply is

Proprietary Material KPMG 0047185
Confidentiality Requested



898

M%at Marwick LLP

February 19, 1998

Page 85

nothing else to say on this topic. 1believe John Harris agreed that, after his extensive review of this
area, we could do no better. This however, is one element of why the strategy is only a “more-

likely-than-not”.
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707 Severtteenth Straat

Suite 2300
Denver, CO 80202
Date March 13, 1998
To Jeff Stein
Orgsnlzation  KPMG - New York
Fax (212) 872-6837
Sandy Smith
KPMG - Houston
(713) 3192102
From Robert D. Simon
Depanment  Intemational Services
Tol (303) 382-7607
Fax (303) 382-7457
Subject OPIS
Jeff,

Telephone {303) 296-2323
Fax {303) 295-86839

© Pagelof5

Sandy asked me to fax you any memos I had on the new product. The attached went to
the entire working group (Pfeff, Ritchie, R J. Ruble of Brown & Wood, Bickham, and
Larson). 1belicve that the OPIS product ("Son of FLIP™) is & stripped down version of
the LLC (partncrship) structure. As I mentioned to you, the draft opinion that formed
the basis for the OPIS opinion was drafled by John Harris (and run through an
intermational contract). | have cc:mailed you & copy of John's earlier draft.

As you may know, the research on some of the real troubl
"the product was dose in Jacge measure by John Harris (through an international

issues with

pect to

contract), Margaret Lukes (IS), and mysclf. These issucs inchuded (i) whether U.S.
investor's interest in the Cayman eptity was disguised equity, (i) the at risk rules, and
(iif) the basis of shares held by U.S. investar.

Regards,

Bob .
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" 1s The Working Groﬁp pse November 6, 1997
Fmen Bob Simon, John Harris siene Tl

Denver . Ref plusersiukesiwplproducisVicexee,

) doe
e
Proposed LLC Structure

The following are the steps in the proposed LLC structure. Please note that at least two
of the follawing three fransactions, discusse:] in morc detail below, should be )
accomplished with a third party: (1) As purchasc of forcign bank shares (i.c., the lung
position}; (2) the purchase of a call option between the LLC and the Forcign Bank a5
past of LLC's hedge; and (3) A’s purchase of the option to purchase Foreign Bank
shares which occurs simultaneously with the redemption. While we helieve that
accomplishing the third transaction (the purchase of Forcign Bank option) with a third
pacty generally is most desirable from u federal income tax standpoint, it inay be
difficult to ensure that the purchase of the option and the redemption occur
simultancously.

Step I: Formation of Cayman LLC

Cayman LLC (“the LLC"™), 2 Cayman limited Jife company, will elect to be treated as a
partnership for U.S. foderal income tax purposes.) The profits und Joss intercsts in the
LLC will be held as follows: 50% by NRA #}, 40% by NRA #2, and 10% by Cayman
SPV, a Cayman corporation that is wholly nwned by NRA #2. The NRAs and SPV will
be the members of the LLC, The NRAs and Cayman SPV must be characterized as
pariners of  partneeship for U.S. federal income tax purposes (with the attendant risks
and ds of equity ¢ hip), rather than as holders of debt or service providess.
For federal income tax purposes, NRA #1 and NRA #2 should each be nonresident
aliens not engaged in a U.S, trede o business and Cayman SPV should be a foreign
corporation not cngaged In a U.S. trade or husiness.

“The LLC will hold meetings in the Cayman Islands and will be ic good standing uader
Caymon Istands Iaw. The LLC will not permit any funds to lie “fallow™ (i.e.,

invesied) during its exi The LLC will buve the i ber of direct
und officers required under Cayman Islonds: law.

The Cayman SPV will be the manager of the LLC. A corporatc manager is being
suggested by legal counsel with the objective of subjecting only corporte assets, rther

" In the alternative, a Cayman Islands imited pastaerahlp or Hnshted duration company may be utilized.
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than the esscts of a wealthy individual, to any fiduciary or third party liabilitics that
could arisc from the manager’s performance of its duties on behalf of the 11.C.

Step 2 U.S. Person's Investment in Foreign Bank

U.S. Pesson (“A”) is an individual investor who desires to make both 1 direct and an
indireet investment in the stock of Foreign Bank (“FB"). A reasonably expects to cama
profit from such investment in excoss of a)} transuction costs required to undertake the
investment, exchisive of tax benefits. For this purpose, A will purchase directy 5x .
ghares of B stock, which A anticipates bolding for 110 days-or longer. This purchase
‘will take place at Jeast two weeks prior 1o the LLC's leversged purchase of the FB
shares, discussed below. Afier the LLC is formed, A will purdhase a convertible bond
from the LLC to acquire 2 50 pe post: jon profits and loss interost in the
LLC. The convertible bond should have the characteristics of debt under general
federal U.S. income tax principles. Accordiagly, the bond should bave 2 stated maturity
date, and be evideaced by a notc with statcd interest at merket ratesYi.e., discounted
from non-convertible bond market rates). The cost of the convextible bond would
pproximate the principal of the bond.

In addition, A will porchasc an option from NRA #2 to acquire NRA #2's 40% direct
interest in FB. A also will purchase an option to acquire 90% of NRA #2"s Cayman
SPV stock, allowing A to acquite 2 9% indirect in FB. The latter option exists
because an investor who owns an option 1o sequire the majority of the value of the L1.C
would slso desire the power to control the eorporate mansger of the LLC. The options
should be priced according to the amount of equity in FB that such options allow the
option holder 1o scquire. Therefore, the cost of the option 1 acquire the 9% Indirect
intersst should be spproximately one-fourth of the cost of the option 1o acquire the 40%
direct § The options would be isable only aRer a 60 day notification peciod,
but would remain outstanding for 2 minimum period that covers the redemption
transaction described below. Other then the 60 day notification peviod, there would be

no other restriction on A’s right to acquirs, ut his election, the FB stock ot the Cayman
SPV stock under the terms of the options.

Step 3: LLC’s brvestment In Forslgn Bank
The LLC desires to make & leveraged purchnse of 100 sharcs of FB stock because the
LLC reasonably expects to cam & profit from its investmeatin FB (in excess of
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transaction costs). The Joan which allows the leveraged purchase will bear interest and
will be evidenced by loan d ts. The LLC must be considered the owner of the
100x shares for U.S. federal income tax purposes, and the Joan should likewise be
considered 2 truc Joan for U.S. federal income tax purposes. Scttlement of the loen
documents will oceur immcdiataly (1.¢., no delsyed scttfement). The manager of the
LLC (who will be unrclated to any of the other parties in the transaction) will have
actua] powers and responsibilities and will execute the loan documents and other
documents in the Cayman 1skends. The FB shares will be issned o and held by the LLC,
which must be considered the owner of the shares under both Iocal law and under U.S..
federal tex principles. Itis anticipated thot the LLC will hold the shares fora
minimum period of 46 days. (A longer penod would be preferable, however)

" In order to protect its leveraged investment position from a significant drop in the price
of FB, the LLC will enter into certain hedging teansactions? LLC will sell Buropean-
style call options with 3 [DMICHF price”] sirike pricc and a [date] expiration datc on
90% of its FB share poshion. These call option will be 5% in the money. Such call
options will be written st & strike price which could qualify the call options as “gualificd
covered ealls” within the meaning of Code Section 1092(c), if suth culls had been
written on an “established securities market.” The strike price of these eall options were
adjustable downward by 5% if the FB share price were 1o close below [DM/CHF price}
prior 1o the option’s expiration.

Embedded within the call options will be an Asnm-style option. [Add comparison o[
Asian option with typical U.S. option)

To further protect its position, LLC will alsc purchese a European-style putopnon from
FB with ¢ strike price of [DMICHF price] pec share and a [date] expiration date for
100% of its FB sharex. Thix price will be sipoificsntly out of the money as that texm is
dofined by Regulation Section 1.246-5(c)(2).

Step 4: Redemption

FB will mdeem the 100x sharcs of its stock nwned by the LLC at 2 point when it is
bl ltancously, A will purchase a call option to acquire 160x

:The US. Pason may 3lsa enter Into & similar hedgiag Irasaction,
Nacds to be dafined in opinion.
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shares of FB stock (preferably on the established market in which such options with
respect to the issucd and outstanding stock of FB are regularly traded).
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Priority: Urgent

TO:
TO:
ce:

Author: Gregg W. Ritchie at KPMG_WARNER_CENTER
Date: 3/16/98 4:57 PH - ’I

Douglas J. Green at XPMG _NSS Park 1
Jeff Stein at XPMG_NYO_Tax2 D

Douglas X. Ammema; it_KPHG_Orange_ccunty ) REDACTED

Subject: Re: Simon Says

- Message Contents

In preparation for our conference call tomorrow, I thought I should
respond to several of the points Jeff makes below. I do not think it
is appropriate for Delap, Lanning or Wells to be involved at this
point in thie debate, so I have not sent this message to them.

The bottom line is, had we allowed Simon to continue to try to develop
the OPIS product we would not have cone. Period. I have lived with
this product svery day for the last & months trying to get it back on
line~ I think I should know.

The teamwork we all strive for wae not possible in OPIS, and that was
unfortunate. I hape through our discussion to be able to solve this
type of problem going forward.

Reply Separator

Subject: Simon Says
Author: Jeff Stein at KPMG_NYO Tax2
Date: 3/14/98 9:56 AM

Proprietary Material
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8y the way - anybody who does not have a copy of the Pfaff letter, let
me know and I will fax it over to you. In addition in case you want a
copy of the November &, 1997 wemo detailing the proposed LLC strucutre
written by Simon to *The Working Group” which included Ritchie, Pfaff,
Larson, Bickahm and R.J. Ruble of the law firm of Brown & Wood let me
xnow and I will fax it over to you as well. As I said below, the OPIS
strategy is a stripped dwon version of the LLC structure.

Incidentally, I failed to mention that the research on the most
troublesome issues with respect to this product was done in large
measure by Simon, Harris and Margaret Lukes {also IS}. Those issues
included:

a - Whether U.5. investor's interest in the Cayman entity was
disguised equity, This lssue was ldentified in Jan 1997 by a Price’
Naterhouse re¥iew of FLIP opinlon~ Simdn didn*t sven work for us at that
iarson made numercus changes to the FLIP product to allow

b - The application of the at~risk rules and, JSENNAYTI® has spent
tipe.oo,5hie issue. fox the OPIS. product along with Bill Kelliher, Phil
Weisnar;and Richard Sm.:h‘ »H8.Dave a meeting in WNT on Wed t3 try to
comatesa-conclusion; o.8inon has $pent. no tine on Lhis.,

¢ - The basis of the shares held by the U.5. investor. I h&vW™ao"idea
TCER YOI eoiralh o 06 Lo ba: Little technical issue.

Lo cad
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Frankly Doug - if you are the ultimate arbiter in this matter, I think
you have all the facts you need at your disposal to make your
decision. I will have a conversation if you and Greg feel it is
necessary but that discussion would only result in a debate over the
facts as presented below and Simon and Harris would need to be
prresent on that call to represent what they have told me concerning
their involvement in this product. We must discuss this fully over
the phona. Jeff's comments in thie wmessage are not in line uit'h the
facts, are inflammatory, and I hope are not discoverable by the IRS.
If you don't believe that I will be forthright with you, you don't
xnow me very welll

Guys - Have a terrific weekend.

Forward Header

Subject: Simon Says
Muthor: Jeff Stein at KPMG_NYO Tax2
Date: 3/14/98 9:48 AM

Bob/John/Larry -~ 1've copied each of you on this because of your
involvement up to this point, especially with regard to the technical
issues that have arisen, on managing those rare personality flare ups
and in coding discussions. I feel (not fear) the end is near.

After some ~ but not exhaustive - due diligence on my part over the
last few days, here is what I was able to come up with as regards the
involvement of IS in the OPIS strategy (son of FLIP). They are to be
contrated with Opie and Plipper, two TV characters from the 80's.
Obviously reasonable men can differ on both the facts and conclusions
but I thought I'd take a stab at laying out at least my understanding
which perhape can serve as a working document for any discussions next
week. I invite any of you to please reply and let me know where I am
off base on any of this. Stay tuned. I have tried to be as honest and
accurate as I can be and have toned down my normal pronation {not just
a foot and running term Doug) towards exaggeration but have tried to at
least add some humor. I; at least, found this funny.®

First of all, in terms of involvement you should all have a copy of an
unsolicited letter to me from Bob Pfaff extolling the virtues of Bob
Simon and which indicates how integrally involved Bob has been in the
development of this strategy. From my law school days, I was always
told to lead with strength and if you could get a third party to say
how great your client was rather than having your client say that he
was great - it would better serve you. Thus, Pfaff is my first
character witness who may later be called to the stand to discuss
specific factual allegations in this case. I believe that letter
states that “Bob (Simon} contributed significantly to making it (the
basis shift strategy} a better product with less risk for all
concerned.” BEAZEéTeference 18 to e FLIP product,. not OPIS. - Jeff
skonld not be enthusiastis sbdut what Bob might ‘say oo a witness
wcand, So that's Exhibit A.

Just as a matter of background, in September or October of last year
Bob Simon and Bob Pfaff began to have discussions on a succeseor to the
PLIP transaction which was being marketed. These discussions took on
an air of urgency when Larry Delap determined that KPMG should
discontinue marketing the existing product. FEHWESS{mSE Whe Yorced
akimtorpccux, Simon and Pfaff met in late October and throughout
November to tweak or redesign if necessary the old strategy - focusing

Proprietary Material KPMG 0047190
Confidentiality Requested



907

on the Cayman partnership and adding features designed to leasen any
Subpart F or other risks. They determined that whatever the new
product, it needed a greater economic risk attached to it and should
probably include a debt or convertible debt feature. During those 6
plus weeks, there were daily phone calls between Pfaff and Simon and
numerous meetings. The involvement was significant and depending upon
which IRS test we want to apply, Simon was big-time involved. ¥he
«ssult of thie effort was a message from Larry to me, Simon, Harris and
Bickham that he would not approve what-Bimon had suggested. Now to the
heart of the discussion.

OPIS at it's core (pardon the use of core - it is not a coding term of
art) is really just an updated veraion of the basis shift strategy
developed by 1S and Pfaff. It ia now ~ and don't take this the wrong
way ~ a watered down version Objection (OBJECTION - OVERRULED) of what
Pfaff and Simon came up with in November and which was presented to the
1S leadership team by Pfaff in early December for their review and
comments. It was Simon who wrote up the product for distribution to the
leadership team and for circulation to Larry. Agiin; as stated above,
daxxy bounced this u!!ort-‘?.éharly #imon had not bheen creative snough.
Furthermore, that memo was not to have deen given to Larry since I knew
it was not ready. Unfortunately, Simon ignored me.

The use of a Cayman partnership instead of a Cayman corp came about
through meetings Simon held with Pfaff. Although Pfaff had actually
floated that idea back in July when he was still with KPMG, nobody
ever pursued it. When FLIP was tabled, Simon brought it back on the
table and showed Pfaff how we could achieve an even better structure
with a Cayman LLC or partnership. Agreed.  HoWwever, we ultimately'
_meTe-not able to use the LILC and had to switch to a partnership. By
the way ~ you guys ahould feel free to call Pfaff to the stand and
ask him to confirm or deny any of what I am saying as well as Simon's
involvement.

A8 you may know, the Cayman entity {in both FLIP and OPIS) is
‘wnominallyy nofla phl beta capps word cwned by an NRA (nconresident
alien). Under the FLIP structure, there was a real question as to
whether an NRA was truly an equity holder. In particular, the NRA
received a preferred return, was protected from risk, and in most
respects looked like a service provider or debt holder. If that were
true, either of those characterizations would have lead to a tax
disaster. Simon was the one who suggested buttressing the NRA's
position am an equity holder and although some of Simon's suggested
improvements did not make their way into the ultimate OPIS product,
others did. @imon’s Coamegts .on this topic were related to the
warliest versicas of the PLIP strategy. - Be raised this issus kacause
rying:to write sn opinion On an esrly deal that was dona this
ny?" This problem in-structure wae cured eaFly” “tn 1997 and had noth.[nq
e -go-with OPIS, I assume the same could be said of other team members
who worked on this product. For example, I know that from discussions
with Pfatf, the NRA will now have real economic risk and no longer has
a preferred return. In addition, the NRA will hold both equity and
debt.

In the FLIP structure, the U.S. investor bought a warrant to purchase
90% of the atock of a Cayman company for a price designed to include
all the fees of the participants in the transactiocn. It was essential
that the warrant be treated as an option to acquire stock in the
Cayman company (for Section 302 purposes}, without being treated aa
actual stock. $imon was the one who pointed out the weakpess in
having the U.S. investor purchase a warrant for a ridiculously high
amount of money ~ well in excess of the strike price - which in no
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«ent would be exercised (since the investor alsc had a cash-settled
option which would enable him to gain any upside in the Cayman company
without paying the strike price of exercise). It was clear, we needed
the option to be treated as an option for Section 302 purposes, and
yet in truth the option was really ~illusory- again, I worry about.
your choice of words and stood out more like a sore thumb mince no one
in his right mind would pay such an exorbitant price for such a
warrant 36 people did, and several made alot of money. Pfaff and
Simon discussed alternatives and came up with the idea of having the
U.S. investor purchase convertiable debt since the investor could be
expected to pay at or near the principal amount for convertible debt.
Eventually this waa changed to a swap {in OPIS) but the idea was the
same - to get a bunch (technical term} of money into Cayman corp in a
manner which would have some economic substance without itself being
equity. -As you will sas from the "Simoc® memo and wy responses to
him, the convertible debt idea was flawed from the beginning and could
mot work. To say that the Swap idex is the same indicates his
ignoxance of the product.

There have been other changes to the strategy as well based on
conversations that Simon has had with Pfaff but since Simon was
effectively cut out of the loop in mid-December he has not been privy
to everything that has transpired. 7There have been N0 changes to the
OPIS product based on discussions between Pfaff and Simon. The
changes that Jeff {(presumably fed to him by Simon) are referring to
relate to the old FLIP strategy:

The FLIP atrategy included a loan from a foreign bank to the Cayman
company. The Cayman company then turned around and purchased shares
in the same bank. Later, the shares were redeemed and magically, at
the same moment, the U.S. investor (related to Cayman through the
warrant) would buy an option for the eguivalent amount of the shares
from the Bank. In kicking the tires on FLIP {perhaps too hard for the
likes of certain people a thinny-veiled reference) Simon discovered
that there was a delayed settlement of the loan which then raised the
issue of whether the shares could even be deemed to be issued to the
Cayman company. Naturally without the shares being issued, they could
not later be redeemed. Mjain, this was an 1ssue on an early 1997 deal
thag~imon reviewed. -The strategy was changed ia thils regard long
betors Simon.joined the Firm. Under OPIS, the same simultaneous
redemption is present, but settlement of the loan documents will occur
immediately, i.e., no delayed settlement. Clearly Simon was very
vocal in his concern over the delayed settlement issue and played the
key role in eliminating it from the new and improved atrategy.

Simon was also the one who suggested and prepared investor's
representation letters which dealt primarily with the investor’s
sconomic expectations heading into the deal. Prior to that we had
some 20 or so representations buried in a 50 page opinion. Because
the investor himself was not making the representations, they were of
dubious validity. Representation letters will now be issued on all
OP1S deals and wherever possible in the old FLIP deals. ¥EEd“is;
PUEhape;cthe. BOSE SGERGIONE L . Stain/Sinon’ s comment ¥l FAlthough 1 hsds
sylesser part-in the technical development of OPIS and FLIP, tt was:
Axegg-We Ritchie who ude this sugge-tx.on. not- the ublguitous Bimon.
‘}."‘.‘.‘_‘,‘ agion ietter pat_be used and we
> od.g,m-z Ry n-“‘!-ttor T RAR designed:for. oxr old Investment
g versification.yehicie atrategyis:ci -haye meplamo! £his -in letters,
‘aEidenty Hating Res xr;suavsmwmd 1ixaTProot T Whi not &
i $ b5 Bimon e Miow out: of proportiom yole,

Additionally, all of the time spent by John Harris on this project
{and it is considerable) has been run through international services
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contracts. A very significant issue in OPIS is whether the
partnership anti-abuse regulations apply. John is the author of that
entire section, which was used word for word in the OPIS draft.
Incidentally, although admittedly not entirely relevant is the praise
that WNT had for that particular section. 1Indeed, the OPIS draft that
Randy Bickham circulated was primarily taken from an earlier draft of
a partnership structure that John Harris had worked on with Bob Pfaff
before Bob left the Firm. John Harris is, from what I can tall, the
jewel ot the Denver practice. If we could more sffectively harness
i, »the FCS practice would be improved. - Unfortunately, I still must
say_that most of John's efforts were done in re-writing the opinion on
the FLIP product. ®hile his drafting {e excellent, he would be the
first to adwit that he had little direct laput into OPIS. I would
have liked to use him wore and would like to explore this wmore fully
when we tTalk.

Finally, and although this may be conasidered by Greg as an admission
against interest, it was Greg who stated in writing to I believe Bob
Simon that the "the OPFIS product was developed in response to your and
DPP tax's concerns over the FLIP strategy. We listened to your input
regarding technical concerns with respect to the FLIP product and
attempted to work solutions into the new product®. Por the record, I
paye forwarded to you my complete message to Simon. "I think you will
get a different impression than this out of context, incomplete
excerpt. I assume Greg does not mean that he worked those technical
solutions into the product himself or with just Mr. Bickham. Our
technical wolutions were made in concert with several people whoa I
zaig;‘st_'.oin cannot throw stones at- Bob Pfaff, RJ Ruble, John Larson,
rxchard Smithk, Rick Solwmy.:-I-was forced to rely on professionals who
wers able to get a solution- not just raiss problems. I will leave the
discussion on Mr Bickham and the evaluation of his international
technical skills made independently by two senior IS partners ta
another discussion. As an aside, it Is & shame that the IS practice
conld not £ind a way to work with Randy. Given their experience with
3imon_and Bickham; this may De sndemic to that practice.

In conclusion ~ The development of the OPIS strategy was a team effort
with the primary technical thrust for the improved product coming from
1S. his must be the example of exzggeration Jeff refers to above.
Given the similarity of this product to FLIP and the extensive
involvement of Simon and Harris working alongside Pfaff, I do not
believe thers is any credible claim that PFP invented a new strategy
or product called OPIS and it would take an absclute disregard of the
facts to reach such a conclusion. NP AIda‘t clalm to have invented a
st ategy ¢ iowaves she. facts “a¥d that without the PFP practice;
the IS pracrice wo i}l be moanlirg about not having a product. A
I said above, FLIP is a watered down version of what Simon and Pfaff
presented to the IS leadership team in December. I believe that all
that has been accomplished over the past two months since Simon has
been cut out is that as many of the expensive modifications that could
be taken out of OPIS have been and one change has been made, that
being the swap rather than the debt instrument (which adde nothing of
substance). 1@ also belleve that some of the features that gave this
product more economic substance have also been eliminated but I will
obviously defer to Larry who is the one who should opine on the
relevant technical impact of the modifications and eliminations to the
product.
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Aunthor: Jeff Stein at KPMG_NYO_ Tax2

Date: 3/14/98 9:58 AM

Priority: Normal

TO: Gregg W. Ritchie at KPMG Warner Center

TO: Douglas J. Green at KPMG_NSS_Park

TO: Robert J. Wells at KPMG_EO_Montvaled

TO: John T. Lanning at KPMG NSS_Park

TO: Larry Delap at KPMG_Palo_Alto

Subject: Simon Says

------------------------------- Message Contents — s e o s

By the way - anybody who does not have a copy ¢f the Pfaff letter, let

me know and I will fax it over to you. 1In addition in_ cas ou _want a

copy of the November 6, 1397 memo detailing the (Proposed LLC strucutris) St fo
written by Simon to "The Working Group" which included Ritchie, Pfaff, oer
Larson, Bickahm and R.J. Ruble of the law firm of Brown & Weood let me

know and I will fax it over to you as well. As I said below, the OPIS
strategy is a stripped dwon version of the LILC structure.

Incidentally, I failed to mention that the research on the most
troublesome issues with respect to this product was done in large
measure by Simon, Barris and Margaret Lukes (also I8). Those issues
included:

a - Whether U.S. investor’s interest in the Cayman entity was Ae. Adinnsd
disguised equity, Suuth.

b - The application of the at-risk rules and, NMF«-:L—J‘#V R5/Put] Bk
¢ - The basis of the shares held by the U.3. investor. 7

Frankly Doug - if you are the ultimate arbiter in this matter, I think
you have all the facts you need at your disposal to make your
decision. I will have a conversation if you and Greg feel it is
necessary but that discussion would only result in 2 debate over the
facts as presented below and Simon and Barris would need to be
prresent on that call to represent what they have told me concerning
their involvement in this product.

Guys - Have a terrific weekend.

Foxrward Eead

Subject: Simon Says
Author: Jeff Stein at KPMG_NYO Tax2
Date: 3/14/98 9:46 AM

Bob/John/Larry - I've copied each of you on this because of your
involvement up to this point, espaecially with regard to the technical
issues that have arisen, on managing those rare personality flare ups
and in coding discussiona. I feel (not fear) the end is near.

Aftar some ~ but not exhaustive - due diligence on my part over the
last faw days, here is what I was able to come up with as regards the
involvement of I8 in the OPIS strategy {son of FLIP). They are to be
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contrated with Opie and Flipper, two TV characters from the 60's.
Obvicusly reasonable men can differ on both the facts and conclusions
but I thought I'd take a stadb at laying out at least my understanding
which perhaps can serve as a working document for any discussions next
week. I invite any of you to please reply and let me kxnow where T am
off base on any of this. I have tried to be as honest and accurate as
I can be and have toned down my normal pronation (not just a foot and
running term Doug) towards exaggeration but have tried to at least add
some humor.

i of a in terms of involvement you should all have a copy of an
to me from Bob Pfaff extolling the virtues of Bob k
Simon and which indicates how integrally involved Bob has been in the LA;\
develepment of this strategy. From my law school days, I was always [
told to lead with strength and if you could get a third party to say
how great your client was rather than having your client say that he
was great - it would better serve you. Thus, Pfaff is my first
character witness who may later be called to the stand to discuss
specific factual allegations in this case. I believe that letter
states that "Bob (Simon) contributed significantly to making it (the gﬁé
basis shift strategy) a better product with less risk for all 5*‘“’.‘;
concerned.” So that's Exhibit A. ?

Just as a matter of background, in September or October of last year
Bob Simon and Bob Pfaff began to have discussions on a successor to the
FLIP transaction which was being marketed. These discussions tock on
an air of urgency when Larry Delap determined that KPMG should
discontinue marketing the existing product. Simon and Pfaff met in
late October and throughout Nevember to tweak or redesign if necessarcy
the old strategy -~ focusing on the Cayman partnership and adding
features designed to lessen any Subpart F or other risks. They
determined that whatever the new product, it needed a greater economic
risk attached te it and should probably include a debt or convertible
debt feature. During those 6§ plus weeks, there were daily phone calls
between Pfaff and Simon and numerocus meetings. The involvement was
significant and depending upon which IRS test we want to apply, Simon
was big-time involved. Now to the heart of the discussion.

OPIS at it's core (pardon the use of core - it is not a coding term of
art) is really just an updated version of the basis shift strategy
developed by I8 and Pfaff. It is now - and don't take this the wrong
way -~ a watered down version (OBJECTION - OVERRULED) of what Pfaff g
Simon came up with in November and which was presented to the IS
leadership team by Pfaff in early December for their review and
comments. It was Simon who wrote up the product for distributicn
the leadership team and for circulation to_larry.

The use of a Cayman partnership instead of a Cayman corp came about
through meetings Simon held with Pfaff. Although Pfaff had actually
floated that idea back in July when he was still with KPMG, nobody
ever pursued it. When FLIP was tabled, Simon brought it back on the
table and showed Pfaff how we could achieve an even better structure
with a Cayman LLC or partnership. By the way - you guys should feel
free to call Pfaff to the stand and ask him to confirm or deny any of
what I am saying as well as Simon's involvement.

As you may know, the Cayman entity (in both FLIP and OPIS) is nominally
owned by an NRA (nonresident alien). Under the FLIP structure, there
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was a real question as to whether an NRA was truly an equity holder.

‘In particular, the NRA received a preferred return, was protected from

risk, and in most respects looked like a service provider or debt

holder. If that were true, either of those characterizations would

have lead to a tax disaster. Simon was the one who suggested

buttressing the NRA's position as an equity holder and although some of
Simon's suggested improvements did not make their way into the ultimate m
OPIS product, others did. I assume the same could be said of other £ :
team members who worked on this product. For example, I know that from -,«(V‘L)/
discussions with Pfaff, the NRA will now have real economic risk and no W
longer has a preferred return. In addition, the NRA will hold both

equity and debt. (1*'“»/7{/)}((
A
In the FLIP structure, the U.8. investor bought a warrant to purchase

90% of the stock of a Cayman company for a price designed to include
all the fees of the participants in the transaction. It was essential
that the warrant be treated as an option to acquire stock in the
Cayman company {for Section 302 purposes), without being treated as
actual stock. Simon was the one who pointed out the weakness in
having the U.8. investor purchase a warrant for a ridiculously high
amount of money - well in excess of the strike price - which in no
event would be exercised (since the investor also had a cash-settled
option which would enable him to gain any upside in the Cayman company
without paying the strike price of exercise). It was clear, we needed
the option to be treated as an option for Section 302 purposes, and
yet in truth the option was really illusory and stood out more like a
sore thumb since no one in his right mind would pay such an exorbitant
price for such a warrant. Pfaff and Simon discussed alternatives and
came up with the idea of having the U.S. investor purchase
convertiable debt since the investor could be expected to pay at or
near the principal amount for convertible debt. Eventually this was
changed to a swap (in OPIS) but the idea was the same - to get a bunch
{technical term) of money into Cayman corp in a manner which would
have some economic substance without itself being equity.

There have been other changes to the strategy as well based on
conversations that Simon has had with Pfaff but since Simon was
effectively cut out of the loop in mid-December he has not been privy
to everything that has transpired.

The FLIP strategy included a loan from a foreign bank to the Cayman
pany. The Cay y then turned around and purchased shares
in the same bank. Lat.t, the shares were redeemed and magically, at
the same moment, the U.S. investor {related to Cayman through the
warrant) would buy an option for the equivalent amount of the shares
from the Bank. In kicking the tires on FLIP (perhaps too hard for the
likes of certain peocple} Simon discovered that there was a delayed
settlemant of the loan which then raised the issue of whether the
shares could even be deemed to be issued to the Cayman company. {;(' u.r"-’S
Naturally without the shares heing issued, they could not later - s
redeemed., Under OPIS, the same simultaneous redemption i3 preseqt, M}
but settlement of the loan documents will cccur immediately, i.e.
delayed settlement. Clearly Simon was very vocal in his concern o
the delayed settlement issue and played the key role in eliminating it

from the new and improved strategy. m%

sm who suggested and prepared investor's

|

representation letters which dealt primarily wi the investor's
sconomic expectations heading into the deal Prior to that we
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some 20 or 3o representations huried in a 50 page opinion. Because
the investor himself was not making the representations, they were of
dubious validity. Representation letters will now be issued on all
OPIS deals and wherever possible in the old FLIP deals.

Additionally, all of the time spent by John Harris on this project
{and it is considerable) has been run through international services v[')j}
contracts. A very significant issue in OPIS is whether the e\’ r
partnership anti-abuse regulations apply. John is the author of that 0’
entire section, which was used word for word in the OPIS draft. IX%
Incidentally, although admittedly not entirely relevant is the praise

that WNT had for that particular section. Indeed, the OPIS draft that

Randy Bickham circulated was primarily taken from an earlier draft of

a partnership structure that John Harris had worked on with Bob Pfaff

before Bob left the Firm.

Finally, and although this may be considered by Greg as an adm.".ssion_‘) "4
against interest, it was Greg who stated in writing to I believe Bob d-f"p‘
Simon that the "the OPIS product was developed in Tresponse to your and p\.%
DPP tax's concerns over the FLIP strategy. We listened to your input M
regarding technical concerns with respect to the FLIP product and

attempted to workX solutions into the new product”. I assume Greg does Kr‘*
not mean that he worked those technical solutions into the product

himself or with just I will leave the discussion on Mx M{
Bickham and the evaluation of his international technical skills made ==
independently by two senior IS partners to ancther discussion.

In conclusion - The development of the OPIS strategy was a team effort
with the prima - i i i

I8. Given the similarity of this preduct to FLIP and the extensive
“Involvement of Simon and Barris working alongside Pfaff, I do not
believe there is any credible claim that PFP invented a new strategy
or product called OPIS and it would take an absolute disregard of the
facts te reach such a conclusion., A I said above, FLIP is a watered
down version of what Simon and Pfaff presented to the IS leadership
team in December. I believe that all that has been accomplished over
the past two months since Simon has been cut out is that as many of
the expensive modifications that could be taken ocut of OPIS have been
and one change has been made, that being the swap rather than the debt
instrument {which adds nothing of substance). 1 also believe that
some of the features that gave this product more economic substance
have alsoc been eliminated but I will obviously defer to larry who is
the one who should opine on the relevant technical impact of the
modifications and eliminations to the product.

What I thought we were trying to achieve here was bringing the best
minds we had in this Firm together in order to design the best product
to go to market with. That we did and for the five or so months that
Simon and Harris have been involved working with Pfaff, not once did
anybody ask, including Sandy Smith who is ultimately responsbile for
the financial results in that geopgraphy, who is going to pay I8 for
the time and effort being spent by the IS group in Denver. That was
the same path we went down vhen Pfaff and Larson worked on the
original FLIP strategy. To now say that the hundreds of hours that IS
spent in designing this strategy was either nominal or does not rise .
to the level of substantial is not only offensive but I can guarantee
you will not result in a greater sense of teamwork going forward as we
attempt to bettar leverage ourselves with the FC3 group.
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What I thought we were trying to accomplish in creating that group was
not having independant pockets of professionals spending time
developing independent strategiwes that werse not nearly as powerful as
what wa could accomplish working together as a team. That ahould be
what we'rea trying to accomplish rather than this *"mine is bigger than
yours® thing that we seem to be experimenting with. Somebody tell me
what we're doing here by suggesting a reward system that is based on
anything but team. Truth be told on this one, IS has probably been
responsible for BO% of the OPIS idea when you examine the final
product and compare it to FLIP, aleng with what led to OPIS, who
suggested the key modifications to the FLIP strategy, and the key
product characteristics of OPIS. ILet's just stay with our 50/50 deal
and forget about the Ides of March.
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Yorvard Header ___ .

Subject: Rej2]: OIS
Author: Gregg W, Ritchis at XPNG WARNER_CENTRR
Pate: 1716798 3:57 M

In response to Jeff's cemail ing the invol of
the 1§ practice in the OPIS product, I thought it would be sppropriste
£o forvard to you the wessage below. Simon’s wessage Lo me on Fab 22,
1998 was his complaint abour not having asy inpyut intoc the development
of the OFIE product. You can rsad his own words concerning this
matter and coms To your own conclusions.

T Rave also attached to this wessape the memo that Simcn sept to ke OB
Peb 23 detailing the comceyns he has ovar the OFIS product that was
uitimarely developed * bis [my o the poi
u-n are underliomd] . You can ses his conclusion in the firet

agreph- he believes OPIS is neither a wora-likely-than-not product
mr -uff;ctmxy aiffexent from the FLIP product to ger DFp
coafortable vith the registration isswe. As we now koow, DFP-tax
disagreed with him oh both points (subject to their review of the KM
Apacts). His weoso goes O to state that °...0PIE incorporstes very |
fow of the positive fsatures of the LIC product previously submitted
£0 Larxy Delap™. Thess so-callad "postive faatures® which he “wetted
and clsared® with Bob Pfaff and John Larson wers ultimataly not used-
«ach fox very good reasons. 1 4o not doudt that Bob Simon bad wany
discussions vith Bob Ffatf about trying to r the FLIP Y
ithat be, in larxge part, killedl. However, as iz plain to ses, his
contridbutions werw not workable ox ascessary and were, for the wost
pare, discerded. This probably sccounts Ior his atatements to Jeff
that be had slot of contact with PZaff,

2 will discuss with sech of you in derail the reasoms why I bandled
this pxoduct in the wvay I felt was nacessary. Nowever, I would prefer
not to do so in this forum.

Y A

Eubject; »e{2]: OIS
Author: Gregg W. Ritchis at XPuG_Narner Center
Dats: 2133/!! 2:16 PX

A5 you and I have discussed, the OPIS product was developsd in
respomse to your and DPP-Tax's concerss over the FLIP strategy. We

listenad to your input hnical with P o
the FLIP grmct angd Aunpud to work solutions into the pew product.
A% you vill recall, cha FLIP product was put back on tbe shelf by

1
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laryy DeLap as & result of several iswsues he taised tsany of which
werw brought to his attenticn by youi. The OPIS strategy has been
designed to add DPP-Tax's with the prior product as well,

The dxafc memo Of the LLC product wiich you sent ©o Larry Delap should
faver Bave beenh submitted to him as nsither the concept Dor ite
implemention bad been fully developed. In facy, following Plafi's
departure fxom the Firm, the entire process relating o the FIIP
product was not hasdled in an fdesl mamnay. I take rthe responsibilicy
for much of this as X had not properiy taken full ownership of the
product. As you know, va Aow have & better mechanism for taking
ownscship of these types of products through the CaTf prectice and the
pev FCS Desigoated Ssrvice.

As the product owner of the OPIS product, @ solivited loput fzom a
variecy of sourcex; including Brown & Wood, Presidio, Rick Solway,
Richaxd Smith, and othars. Furtherwore, wa carcled back to your
concerns after the opinicn had been drafced in order vo solicit your
{and John's} responses to our ideas. Your comments from our
conference call ralative to the draft opinion were takes into

- congideraticon apd sppropriaste modifications made. I wade the ssme
decisions relative to input rsceived from the other scuxces.

Ir is cxicical for the <aTs and FCS practice for this product te now
be evaluated by DFP-Tax, and any required wodifivarioms be devel -
I have wmads the decision to submit the product to DPP £or their roview
at this time. Mhile the profuct may not mest all of the requirements

of your *wish lisc”, we wust dalance priovities with the newds of the
practices.

1 chank you for the time you have dedicavad zo tha reviev of the drafr

opinion and for the input you provided., I apologiss for the confuasioan

over sach person’s role in the development and support of this product.

However, X halieve :::t the changing landscape of the CaTs§, Financisl
ies tax ath

Capicel & g ged practices bas comtyibuted to
this lack of elarivy.

Ax Iar a8 its Current status, you should note that OPIS is NOT being
marketed by anyoos- PFP or otherwise. 1In fact. I am not aware of anyons
oucside of & very small group of people tincluding you, Randy, Johu,
Rick Solway, and Richard Smith) who know anything about the product.

- The PFP practice bax only been told that we are working on a wew version
of a produce which should sccomplish sieilax resules to the FLIP
product. It is this type of iswue which mandates the need for th CaTh

team o take ovnership of the OPIS product to prevent the abuse of ics
warketing .

1 an in Montvale all wesk at the FOS Boot Camp and then

in Dallss. 1 will try to reach you again by teleph

CaT$ training
vhen 2
to LA.

Reply Separator
Subject: Re: OPIS

Author: Robert D Simon at KPNG_Denver
Dace: S783198 331 MM

1 am very concernsd over the development of the new capital loss
product {"OPIS). 1 have trisd to yeath you by telephoms to discuss
this mattay, but without sucCess.

As che technacal leader of the team, a significant parc of wy role
15 to develop new products with Bob PLaff, Last Novesber, Pfeff and I
twith icput from Harris and % ' ially put togeth
ipartnexship; version of a capical loss product, whick PEatt
subsequently pressnted to leadera of the 1§ practice, A drafc menc was

2
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circulated smong cur group, and vas submitted to larry Delap, While
Larry aid feed that the LLC prructure was a significvant improvesent,
he vas copcerned thar, at irs cors, the product was similiar co FLIP
tvhich had ramifications for tax shelter registration purposen, ang
other things). Our group decided that what needsd to be dobe was co
prapare 3 Short memo to Larry which discinguished the LLC product Ixom
FLIP.

when our group (Mall, Larsva, Bickbam snd the two of us) last
spoke in Novsmber. you assigned to Randy the task of preparing a shortc
wanc  {to DelLap! which would highlight the differences batwaen it and
the FLIP product. The carget date for the delivery of this wems vas
Twe waeks. .

$ince that discussion, naither John Narris or I have beeni kepr in
the loop with respect t0 the development of the product. In .
wid-Decwmber, John and I were potified after-the-fact tvia
wemoranius! by Randy that an iwmportant wsesting had been held (among
Randy. Larscn, R.J. fuble of Byown k Wood, and yourself). We vere
advised that & veristy of technical “conclusions™ had Deen reachad
that certsin aspects of the deal had been chang: This d
also contained “aspignmnts® for many of the participants of the
eeting with Fespect to cextasn tschalcal iesues. Ia addation, the
idea of sending a short, succince sewmo to Larry was scuctled in favor
of a formal opinion ito be delivered in mid-January!.

I wan condarnad thar a meecing of this kind had been dald without
prioxr motification” (to John Rarris and 3i. Nevertheless,3 did dsliver
cowments with respect tO some of the "conclusions® that had been
reached. Meivher J.Kaxris por I heard anthing wore regarding the
develop of thia p uncil a wesk snd a half ago, when we
£inally receaved a draft opinion from Ramdy, During this time, I have
had to £isld weny calls from XPMG practivicaers who belisved
texronseusly) that I wvould kuow whar was going on with the development
of the product. Perhaps I an missing sosething here (and I would
appreciate your input?, But it Seems to be that (il tha developwant of
the product should bave been donx by the entire technical teem, and
(1i1the technical leader should be involved in all stages ct
devel of a tax product. X 1. woch time has baen vasced
preparing an opipion tn & product that I believe is flaved. I have mo
doubt that working togethar, we tould Bave coms up vith a batter

t.

I would have rathar discussed thess issues vith you cwer the
telephone, but time is of the essence since OPIS iz apparently already
being marketed laccording vo & PF¥ parthner who is presenting OPIS to
bis client).

X look forvard to discussing this marter with yuou.

KPMG 0034396
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new

From: Richard 1. Solway

Sent: Tuesday, Apriﬂ.‘m!“m

To: Lamy Delag -
Bubject: Re: OPIS examples & & struciuring idea

Larry, FTI, I'm mx there on the OPIE structure and have.suggested to
Cragg that it be presentsd to you and the comsittae in total, s I'm
not at 4 mote lakely than not level. In addition, I'm in a rery
avkward position As & member of FCS and a veviewer: I can cextainly
deal vith this ohjectiv-x/. but &t & certain polnc Walter and Gregg
are going to get wery annoyed with my “conssxvatiss.® Plain and
sanple, the scaced business rationals for OPIS, to leverage an squity
investment furcher than is possible through a U.S. enciry, ia
contradicted by the very limiced risk/reward profila of the
partoership's invescmant when Caking inco account the puts and calls.

I'm weltang to keep you in the loop. I will keep working 'vm: Gregy
30 that he can prssant it to you separstely. Best regavds, Rick

Forward Ioadnz

Suﬁtecx Re: OPIS 188 & & STY g
Author: Gregg 4. Ritchie at XPHG WARNER ¢
Date: 4714798 1:2% PR .

.

Thanks for your time on this Rick. I like the suggestion of using
- stock other than DB and I think that, in most circumstances, we can
CONVINCe Prospects to take on wore igveotmenc risk. This may satisfy
8 with ragasd to zpccuht.ica in its own stock.

The other dJ.us:chy. of course, is the bank’s naed for security .
relacive To the loan. The greater the iovestment risk in the Cayman
sotity, the less "security® the bank has relative to its loan. I will -

speak to Presidio to sme if they have an {dsa of tha boundaries on
chis issue.

I undexrstand from Randy that you have nov looked Ac tht Prasidio
analysis and agree that an investor bas a of naki

a reascnable profit fxow the trxies. Your other potnc (staced below
4ls0) iz that we should bde able £o make & ressonable argument about
why AR invastor would entertain this investment verses sither do&ug it
directly or some other squity investment. This is a fair question
which, I think, really addresses the business purposs for the
stEstegy. I koow that you and the commitiee have addressed this in
the past relative to chi- | geazre of product and I hope that thexe
continues to be to the to allow us to
conclude it $3 more likely than not.

I am oo my vay to New York today and will try to call you again from
the road,

Keply Separator
Subject: OPIS examples & a structuring idaq
Author: Richard J. Bolvay at. KPMG_NWYQ FPinsexv
Date: 1/313/98 134 M

G &R,
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¥II, wa Just aow geceived & fax from John Larsom. Lee will be out
tomoxtow and will review the cxu\plu on 'vlednesday We'll then be
back 18 touch with you.

One thought to improve the business purpose of the DPIS structure:

Instead of having DB buy and sall options on its own stock. vhy not
have DB sncex into a structured forward purchase contrast :like the
Bear Stearns® STANPE) with a customer and lay this risk off wvith a
simplar contract ©o the OP1E partoership? The idea is that chis
provides DB wich & viable vay to hedge Svs risk and provides your U.S.
inveator with mors upside snd downside {n the particular stock. This
way DB does not worry sbout whether the stock in question goes up or
down; I understand that under the current strucrure DB is loath . to take
on wuch visk relaved to it own svock.

Por sxsmple, let's suppose your U.§, invescor buys Intel or Yahoo ot
sowme other stock that bas inccesased signilicantly an value in revent
years, - Then, this lavestor snters into the OPIS transaction, The
partnaxship would enter into a collar jion flikely od
as a t with an ambeddad 20 percent bandi to BUY the
samg stock from DB, Where would DB get tha scock? Its equity’
.derivatives group would £ind an investor who vants to sell the same
stocx and also defer the tax gain. Mout or sven all of the risk ard &
porcion of the revard on this stock would be transterred, gt:wgb 0B,
from the “selling® imvestor to your U.S. imvestor.

Whils this may have soms wmorit, I am having great difficulty
, consgructing a nou-tax reason for having the partnership. rather than
the U.S. investor dirscely, enter inco the fogward wath DB, PMerhape
there is soma securities lav benafit ox ragulatoxry reason DB vould

prefexr to deal directly with a toreign partnership rachar than directly
vath a U.5. investor.

T recognize I'm suggesting a pretcy dnuuc change, bubt I think this
could potentislly give rise to a with b optics snd
improved substance.

Best regards, Rlick

KPMG 0034758
Proprietary Material
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PFP
to OPIS Files vote July 17, 1998
Silicon Valley
from Gregg Ritchie/Randal] S, Bickham Senc Isb
Ref enahoking\opint\adday.doc:
‘Tax Owaership by Cayman Entity

We have been asked by Presidio Advisors (“Presidio™) and Deutsche Bank Securities
("DBS"} to review our tax position on the holding period for Deutsche Bank ("DB™)
common stock in the contexi of our Offshore Portfolio Invesiment Suategy (“OPIS™)
product. Currently, the European-style options used in the suategy result in the
redemption of the DB stock on day forty-nine, thereby resulting in & 49-day holding
period.

The reason that Presidio and DBS have asked us to review our tax position is that the
compulsory use of a 49-day holding period can negatively impact the financial returns
earned by the Cayman entity, They have indicated to us that a holding period within a
range, for example 30 to 60 days, would allow Presidio and DBS to better structure the
timing and duration of the option and derivative contracts. From a perspective of
maximizing the Cayman entity’s expected return from its investment in DB stock and
options, the optimal scenario is one whereby the liguidations of the Cayman entity's
portfolio positions are timed to synchronize with the expiration of publicly-tisted DB
options. Based upon market liquidity considerations, this would sllow for the optimal
level of expected rerurns to the Cayman entity.

Current OPIS Opinion Letter Rationale

‘The basic notion of requiring a holding pexiod 10 substantiate the Cayman entity’s tax
ownership of the DB stock is for purposes of better ensuring that the portfolio position is
not viewed as being transitory in hghl of the collared position taken on the stock using
the put/cali options. In owr OP!S opinion Jetter, we point out that the overriding

isites for tax p are ion of title and control. Only in the situation
where the taxpayer bas nﬂ!ha and both attributes are vested with one or more unrelsted
persons will the taxpayer not be considered the tax owner. In the OPIS context, the
Cayman entity has both title and control over the DB stock. Consequently, one can
view the holding period requirement as & mechanism 1o improve the “optics” of the
transaction.

m original logic of using a 49—d.|y holdmg pcnod was to approximate the holding
required under the divid isions under Code Section
243 {46 days plus three additional days to accommodaxc the weekly wading cycle for
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OPIS Files
Silicon Valley
February 6, 2002

option contracts).  Our OPIS opinion letter postulates that an alternative way of
analyzing the 1ax ownership question (the Cayman entity’s ownership of DB common
stock) is by analogy te the Code Section 243 dividends received deduction ("DRD™)
rales. We note that although this analogy may be useful for our analysis, the DRD rules
do not deny ownership of the stock for U.S, federal income tax purposcs, they merely
climinate the right of the shareholder to claim a DRD. Thus, the DRD rules have no
effect in the OPIS context on the saxpayer's holding period or ability to claim a gain or
loss on disposition.

Discussion of Alternative Pasitions on Holding Period Logic

In reviewing our position, we have ined the lepislative history ined in the
‘Tax Reform Act of 1984 which extmdedxhenqumdholdmgpenod from 16 to 46 days
and the new holding period rules incorporated in the foreign tax credit provisions. Based
upon this review, we have i1 that our original Jusion should be updated 10
reflect the new holding period logic contained in the foreign tax credit provisions,

In extending the DRD holding period from 16 10 46 days, the primary trgeted abuse tha
Congxeﬁ was addressing was “dlv:dend stripping” tmnsacuom Using this strategy,

would sirntegy involving very short holding
periods {but exceeding 15 days) for high-yielding stocks during which they would
eceive a quarterly dividend. Since the siock could be expected to decline in price by
approximately the amount of the dividend, the corporate shareholder would end up with
a shori-term capital loss and dividend income subject 10 a DRI deduction (85 percent in
1984). The risks that the stock would decline in price could be reduced by writing in-
the-money call options or by shont sales of similar stocks, The typical “dividend
stripping™ wransaction involved buying a stock shortly before the ex-dividend date and
sclling shortly thereafter. An active dividend-stripping program would typically involve
20 consecutive trades per year and would result in the generation of high afier-tax rates
of rerurn,

In 1958, Congress thought that it had sufficiently dxscmgcd tax-motivated dividend
stripping by npplymg a 16-day holding period In 1984, the

committee opted 10 increase the 16-day holding pmod 10 46 days, half ihe period
berween the typical quarterly ex<fividend dates. It was concluded that the longer
holding period would increase the risks associated with a dividend-stripping strategy and
reduce the number of such transactions that a taxpayer could do during a year froma
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maximumn of 22 (365 divided by 16) to @ maximum of T (365 divided by 46). Whereas it
was observed that it was doubtful that these changes would completely eliminate
dividend-stripping strategies, the changes would keep it within tolerable levels.

Congress effectively had 8 two-fold agenda, to increase the sharcholder's degree of
market risk 50 83 to discourage dividend stripping and to imit the opportunitics for
engaging in a dividend-stripping strategy. In light of the Congressional objective,
within & unigue comext, itis ionnbie a3 to whether the logic of
the 46-day holding period in the DRD context is sufficiently applicable 1o the OPIS
context 50 as to provide a benchmark for establishing a requisite holding period for the
DB stock investment.

In the Taxpayer Relief Act of 1997 (“TRA 977), the DRD holding period logic was
applied in the context of entitlement 1o foreign tax credits. Before TRA 97, although
prior law imposed a holding period requi for dividends-reczived deduction, there
was no similar stock holding period requirement for claiming a foreign tax credit with
respect to dividends. Consequently, it was possible for persons 10 engage in tax-
motivated transactions designed to transfer forcign tax credits from those who could not
benefit from the credit 1o those who could. by the Joint Commitiee on Taxation's
General Explanation of Tax Legislation Enacted in 1997 (“Blue Book™ it was noted that

these involved a short-term transfer of
of dividend-paying shares.

P

TRA 97 adds new Code Section 901(k) which denies a sharcholder the foreign tax
credits posmally available with respect to a dividend for a corporation if the sharcholder
has not held the stock for 2 minimam pesiod during which it is not protected from risk of
Joss, Under Code Section 901(k), the minimum holding period foe dividends on
common stock is 16 days, the pre- 1984 DRD holding peviod. Where the holding period
requircment is not ret, the foreign tax credits for the foreign withholding taxes are
disallowed (however a deduction for the foreign taxes paid is allowed).

As 1o protection against risk of loss, any period during which the sharcholder has
protected itself from risk of loss (under the rules of Code Section 246(c)H4)) is
disregarded. The example contained in the Blue Book assumes that a taxpayer buys
common stock and the day after the stock is purchased the taxpayer enters into an equity
swap under which the taxpayer is entided to receive payments equal 1o the losses on the
stock. Referencing Treas. Reg. Section 1.246-3(dX2), it was concluded that the taxpayer
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had peotected itself against risk of loss. Generally, Code Section 246{¢)(4) provides that
the holding period of stock, for purposes of the DRD, s reduced for periods where the
taxpayer (1) has an option 10 sell, (2) is under 1 contractual obligation to sell, (3) has
made (and not closed) a shost sale, or {4) is the grantor of an option (other than 3
“qualified covered call option”) 1o buy substantially identical stock or securities.

Treas. Reg. Section 1.246-5(cX2) provides that an option to self (a put) that is
significantly out of the money does not diminish the taxpayer’s risk of Joss on its stock
uniess that option is held as part of a strategy to substantially offset changes in the fair
market value of the stock. The put option purchased by the Cayman entity has a sirike
price whichis 10% out of the money. This would be the equivalent io being two
benchmarks, or significantly out of the money as the term is used in Treas. Reg. Section
1.246-5(cX2). Genernlly, a “qualified covered cal™ is a listed option that is granted
more than 30 days prior 10 its expiration and is not ““deep-in-thy y”. Generally, an
option is not deep-in-the-money i its strike price is not less than the highest available
strike price below the closing stock price on the day preceding the sale of the option.
See Code Section 1092(c)X4). The call options writien by the Cayman entity are initially
writien at a price which was 5% in the money. The price of the call option is equivalent
to being one benchmark in the money, (i.e., not deep in the money) See Code Section
1092(cK4HC). Accordingly, the Cayman entity should not dirminish its risk of loss to the
degree described in the DRD mules.

Conclusion

Based upon how the DRD holding period rules have been applied in the foreign tax
credit context, we now believe that there is sufficient analogous authority to conclude
that for U.S. federal income tax purposes the requisite bolding period for the Cayman
entity's DB stock could be reduced from 46 days 10 as litde a5 16 days.

As noted, Presidio and DBS have informed us that the Cayman entity can best maximize
its expected investment return by allowing the selection of a unique holding period for
cach OPIS siructure. The usc of & range would effectively best balance the pricing of the
options and derivatives used by the Cayman entity sclative to its expected returns from
its DB stock and option positions. In that we have concluded that the holding period
benchmark could be reduced to 16 days for tax purposes, we believe that Presidio and
DBS should use a range of 21 to 60 days as the holding period benchmark so as to be in
a better position to enhance the investment return potential of the Cayman entity.

. rial
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We have discussed our conclusions with e Brown & Wood attorney that is responsible
fos the Brown & Wood concurring opinion on the OPIS simtegy, R. J. Ruble. He agrees
with our conclusion and prefers the use of a range for the holding period because it betler
differentiates each OPIS investment.
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Cuilay, Naney K
From: Jethey_C _Zysk@meomexcQ7 {Jefirey C. Zysk) {Joltray_C. <0
Posted AL i e e A1 paa = 2y33 Lty C._Zysigmaomaxcar]
Conversation: OPIS, m anquuusﬂlm«mnl
Posted To: PFPCaTS
Sutject: OPIS, 318, and use of US Patnarships
313_MEMO.O
oc
Reply
Subject CATS

Author: B. Michael Watkins at KPMG_PHILADELPHIA Date:  4/1/98 5:47 PM

AN ISSUE THAT SEEMS TO BE EXPANDING IS THE ABILITY TO USE A PARTNERSHIP

WE SUBJECT OURSELVES TO ANY HIGHER STANDARDS AS A RESULT OF FORMING A
NEW PARTNERSIP AMONG A DIVERSE GROUP OF INVESTORS?

WE NEED TO MAKE SURE WE ARE ON SOLID GROUND WATH DPP BEFORE WE OPEN
WHAT APPEARS TO BE A SUBSTANTIONAL FLOODGATE OF ADDITIONAL OPPORTUNITY.

- APPRECIATE ANY THOUGHTS OR AUTHORITIES YOU MAY HAVE.THANKS.
GREGG RITCHIE REPLIES:

Ses attached memo. mmdmndnmbh:mnuupbom

the partnars since the 318 test is made at the pariner level, We

should probably make surs that the entire practice knows about this

{atthough, a3 | recall, we taked about  in Dubias). Lats postthe

memo o KMAN.

SEE ATTACHED MEMO.
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o (il Bloom oate February 11, 1998
WNT
#om Randall S. Bickham stno ft
Palo Al et ciidatatbloom.doc
e Gregg Ritchie
Section 318 Attribution
s; Partner | audPamerz have 2 60% and 1 40% interest, respec’nvely. ina
LLC which is treated as a p for U.S. tax purp The p
(“Partership™) holds 3 warrant ennthng itto nr.qun‘e 90% of the oummg stock of a
Cayman corporation. The Cayman corporation owns 100 shares of common stock in a
foreign corporation. There is a redemption of the 100 shares of forzign corporation
stock and simul with the redemption Partner | and Parmer 2 purchase 100 shares
of foreign bank common stock, 60 and 40 respectively.
Conclusions: Code Section 302 g the ent of ivedbys
hareholder from a corporation in redemption of the corporation’s stock. Code Section
302(:),, ides that a redemption by a corporation of its own stock will be treated as a
on in part or full p in exchange for such stock if Code Section 302(b)

applies. Otherwise, if the redemptwn fails to meet such tests, Code Section 302(d)}
provides that such redemption is treated as a distribution of property to which Code
Section 301 applies.

Inlight of the simultancous pumhm of dxe fomgn corporation smck by Partner t
and Partner 2, the redemption will be under Code Section
301 as a result of the application the Code Section 318 attribution rules.

Cayman ion's deemed p under the atribution rules will arise as
follows. Code Sccnon 318(a)4) will cause the warrant 1o be deemed exercised. Hence,
Partnership will be deemed to own 90% of Cayman corporation. Under Code Section
318(a)}(3XC), 2 corporation is deemed to own ali stock owned directly or indirectly by
any person that owns 50% or more of the value of its stock. Accordingly. because
Partnership is deemed to own more than 50% of the shares of Cayman corporation
through Partnership’s warrant in Cayman corporation under Code Section J18(a)(4).
Cayman corporation is decmed to own all foreign corporation shares that are deemed to
be owned by Partnership. Per Code Section 3)8(a}{3Xa). a partnership is deemed to
awr stock owned by a partner in the partnership. Accordingly, the foreign corporation
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WNT

May 24, 2002

shares held by Partner | and Partmer 2 are deemed to be owned by Pannershnp and.asa
consequence, by Cayman corporation.

Consequently, based upon an application of the Code Section 318 attribution
rules, after the redemption of its foreign comporation shares Cayman corporation wili be *
deemedmownnleaszasmmyfomgneorpomonshmsuntownedbefomhe
Th , the redemption of Cayman corporation's foreign cory
shares should not quahfy under Code Section 302(b)X3) as a complete termination of
Cayman corporation's interest in foreign corporation or as a substantially
disproportionate redemption under Code Section 302(bX2).

Under the Code Section 318 anxlyus discussed above, afier the redemption
Cayman corporation should be consid wownthesamcnumber of foreign
corporauonsbuesasnownedpnormihe d Hi , after the red
Cayman corporation owned no foreign corpormonshuudxreclly. Moreover, because
the redemption of Cayman corporation’s foreign corporation shares should be weated as
a distribution of a dividend for U.S. Federal income tax p Cayman ion’s
basis in those shares will not be recovered as would bave been the result in a sale or
exchange. Consequently, this basis should be sccounted for in some equitable manner.

Treas. Reg. Section 1.302-2(c) provides that when stock is redeemed ina

ion which is ch ized as & deemed distribution, proper adjustment of the
basis of the remaining stock will be made with respect to the stock redeemed.
Generally, where a sharcholder has a portion of his shares redeemed and the redemption
does not qualify for exchange trextment, the basis of the shares surrendered is added 10
thebasxsoflhcnmunmg:hm Where a shareholder surrenders all of his shares, but

d is still ded as 8 result of the Code Section 318 attribution yules,
smhbasxsshonldbennsfcwdm\hes&mesofthexehtcdpmywbosumbuuve
o hip caused the redemption to fail w qualify as an exchange. Accordingly, the
basis should be allocated 60% 1o Partner | and 40% to Partner 2.

Example (2) of Treas. Reg. Section 1.302-2(c) indicates that the basis of the
surrendered stock is allocated to the person whose stock was atributed to the distributee.
In the example, Husband and Wife each owned 50% of the stock of Corporation.

Husband's entire direct holding is red: d by Corporation in a deemed di
the basis ofHusbmd 's redeemed shares i is added 10 Wife's basis in her shares of
Corp The regulation, as il d in Example 2, conveys the principle that the
Proprietary Material KPMG 0036213
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Gil Bloom
WNT

May 24, 2002

otherwise “disappearing basis™ in such suuanons should shlﬁ to the stock held by the

other shareholder(s) whose stock ip in the red 1g corporation, through the
operation of Code Section 318, caused !he demption to fail exch under
Code Section 302(b).
Issue:
- ln app!ymg the Code Section 118 mnbuuon rules, it is not necessary for cach
Partner to have a 50% interest in P in order tojachi
under Code Section 302 in that the Pannmhxp is treated as an entity for purposes of
satisfying the 50% or more threshold.
2. Inorder to avoid ion of the p hip anti-abuse rules, P: ip should
have other activities apart from bemgmerdy!he warrant holder, e.g: pumcxpmng in
other portfolio trades.
214
Proprietary Material KPMG 0036
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From: Richard J. Solway

Sent: Tuesday. Apnit 14. 1998 1:44 PM

Yo Lany

Subject: Re: OPIS examplas & 2 struciuting idox

Larzry, FYI, I'm not thers on the OPIS structuze and have.suggested to
Gregg that it be presented to you and the commitree in tatal. as I'm
ROT AT & more likely =han not level. In addition, I's 1n a very
avkward position as & mewber of £CS and a reviewer: I can cestainiy
deal vith this objectively, but ac a certain point Walter and Grega
Are 90ing to get vexy annoyed with my ‘conservatimm.* Plain and
simple, the stated business rationale for OPIS, to leverage an squity
investat fugcther than is possible through a U.S. entity. is
contradicted by the very limited risk/reward profile of the
parcoership's investment when taking into account the puts and calls.

I'm writing o keep you in the loop. I will keep vorking with Gregg
80 that he can present it tO you separately. Best regards, Pack

Forward Neader

Subject: Re: OPIS exampies & a structuring ides
Author: Gregg W. Ritchie at KPHG NARNER CENTEX
Pate: /14798 1:28 PM

Thanks for your time on this Rick. I like the suggestion of using
stock other than DB and ! think that, in wost circumscances, we can
CORVINCE PLOSPECts to tike on more investwent risk. This may satisfy
DR with regard to speculation in ixs own stock.

The other difficulty, o©f courss. is the hank's need for ascurity
relative to the loan. The greator the investwent risk in che Cayman
sntity, the less “security” the bank has relative 1o its loan. I will
speak to Presidio to sce if they have an idea of the boundaries on
thix issue.

T understand from Bandy that you have now locked ar the Prasidio
analysis and agres that an investor bas & reascnable chance of oal

& reasonable profit from the trades. Your other point (stated delow
alzo) is that we ahould be able to make a reasonable argument about
why an wvould in this i verses either doing it
directly or some other equity investmsnt. This is a fair question
which, I think, really addresses the business purposs for cha
strategy. I koow that you and the committee have addressed this in
the past relative to this genre of product and I bope that thexe
continues to ba enough substance to the srructure to allow us to
conclude it i wore likely than not.

1 am on my vay to Nev York today and will try to call you again from
the road.

Reply Sep
Subject; OPIS exaugies & A Structuring idea
Author: Richsrd J. Solwey at KPMG_NYO FinSexv
Date:  4/13/35% T:34 ¥

G &R,

Permanent Subcommittee on Investigations
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FYI, we just now received a fax $rom John Larsen. Lee will be out
tomorrow and will review the exirpies on Wednesday. wWe'll then be
back in touch with you.

One thought to improve the buminess purpose of the OPIS seructure:

Instead of having DB buy and sell options on its own nock why not
have DB woter into a forvard p iiike the
Bear Stearns® STAMPS) with & customer and lay this risk o!{ with a
similar contract to the OPIS partnership? The idea is thac this
pravides DB with a viable wvay to hedge its risk and provides your U.§.
fnvestor with more upside and dowmside in the puncuht stock. 'mu
way DB does not woryy 4bout shether the stock in question gaes up

down: I understand that under the current structure DR is mlm to :Ak!
on wuch risk related to its own stock.

For exampls, leT's suppose your U.S. investor buys Intel oxr Yahoo or
some other stock thar ham increased significantly 1o value in cecent
years. Then. this investor enters into the OPIS transaction.
partnership would enter into & collar 1likely

a3 a forward contract with an smbedded 20 percent band: to BUY the
sawe stock from DB. Where would DB get the scock? Irs equicy
derivatives group would £ind an investor who vants to sall the same
stock and also defer the tax gain. MOST or even al) of the risk and &
portion of the reward on this stock would be transferred, through DB
from the *selling® investor to your U.S. investor.

While this may have some meric, I am having great difficulty
COMSTIUCTing & non-tax reason for having the partnerahip, rather than
the U.S. investor directly, enver into the forward with 8. Perhaps
theve is soms securicies law benefit ox regulatory reason DN would
prefar to deal diracely wvizh a foreign partnership racher than girectly
with & U.S. igvestor.

1 gecognize I'm FugQesting a precry dramatic change, but 1 think this
:ould pocantiaslly give xYise [0 a transaction with better optics and
substance.

Best regards, Rick

Proprietary Material KPMG 0034758
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Ms. Terry Hesseling

First Union National Bank
April 28, 1998
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KPMG Peat Marwick LLp

21700 Oxnard Sweet, Suite 1200 Telephone 818 227 6900 Telefax 818 702 0602
Woodtand Hills, CA 91367

April 28, 1998

PRIVATE & CONFIDENTIAL

Ms. Terry Hesseling

CMG Personal Financial Consulting Group
First Union National Bank

NC1159

Two First Union Center

Charlotte, North Carolina 28288-1159

Dear Ms. Hesseling:

We are writing in order to memorialize the discussions you have had over the past several
months with certain partners and managers at KPMG Peat Marwick LLP relating to an

in strategy designed by KPMG known as the Foreign Leveraged Investment
Program (the “strategy™). As you know, several customers of First Union National Bank
executed this investment strategy during 1997 with the assistance of Quadra Capital
Advisors (the investment advisor). KPMG was hired by these customers to provide tax
consultation services refated to the strategy and to write a tax opinion letter.

In early October, 1997, KPMG made the decision 1o stop providing tax ftath
services in connection with the strategy. At that time, KPMG informed you (and others

. within the CMG Personal Financial Consulting Group) of our decision and indicated that

Proprietary Material
Confidentiality Requested

we would not be willing to continue 1o write tax opinion letters with respect to the
strategy. This decision does not impact any of the clients who engaged us to provide
such services in 1997.

We are aware that Quadra and, perhaps, other professional services firms are continuing
to market the investment strategy (or a derivation thereof). We are also aware that the
CMG team at First Union is continuing to present the strategy to your customers. You
should be aware that KPMG will continue to decline to provide tax consultation and/or
opinion writing services to any new or prospective clients with respect to this strategy.
Furthermore, the KPMG Peat Marwick LLP name should not be associated with any
marketing of the strategy which is undertaken by First Union employees.

We value the relationship that we have been able to build between our organizations and
look forward to having the opportunity to continue to provide First Union customers

KPMG 0047344
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Ms. Terry Hesseling

First Union National Bank
April 28, 1998

with innovative and valuable strategies. If you should have any questions regarding this
matter, please do not hesitate to contact me at (818)227-6905. 1look forward to
meeting you in person.

Very truly yours,
KPMG Peat Marwick 1r

—

W_,

Gregg W. Ritchie
Partner In Charge
Capital Transaction Strategies

cc: Mr. Jerry Licari, KPMG
Ms. Diane Stanford
Mr. Daniel Prickett

Proprietary Material KPMG 004 7345
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Author: Larry Delap at XPMG_Silicon Valley2
“are: 1/28/95 5: 3! M

riority: Normal®

Receipt Requested
TO: Gregg W. Ritchie at KPMG MWarner Center
CC: Gilbert D. Bloom at KPMG_NNT
€C: Paul 5. Lowry at KPMG_Boston
€C: Richard J. Solway at KpMG_NYO_FinServ
£C: Douglas K. Ammerman at KPMG_Orange_County
CC: Douglas J. Green at XPMG NSS_Park
BCC: Larry Delap at KPMG ! silicon,  Valley2
BCC: Catherine Gaughan at XPMG_EO_5%9_Lex
BCC: James Wetzold at m__so_sss_ux
BCC: Johm T. Lamning at KPMG NSS_Park
Subject: OPIS

. Gregg -
As indicated in my il, the tax adv Teview

board {sans Bloom) bad anothex conferencs call thil morning on the
proposed OPIS product. The tollowing summarizes tha curreat positiocm.

We believe a threshold issus is whether the investor has a reasonable

of a ls profit. The of the review board do
not fieceasarily agree on exactly what that means. However, we 30 agree
that the expectation wust be that of the investor. We alsc agree that
the "reascnable profit* that is reasunably sxpected should take into
account the risk involved. That is, the investor must reasonably
expect a reascnable profit well above what he could achieve through &

" treasury bill TThe on Ly Presidio on the

investment aspects of the product should look at projections, bassd on
the then current economic environment, and not just at hypothetical
returns that could have been achieved in 1957.. Beyond that, ve believe
that the investor should be advised in the engagement letter that he
should seek independent advice as to the investment ampects of the
transaction. This would highlight that the imvestor wmust consider more
than just the hoped for tax henefita.

T still haven't heard from Smith/Wissner/Kelliher on the section 465
issue. I have left messages for Smith and Wiesoer to call me. It is
imperative that we receive confirmation dirsctly from those gentiemen
that they are in agreement with the more-likely-than-not “ar risk®
write-up in the draft opinion letter.

The issue on Rev. Rul. 82150 and the "swap*® agreement with Limited
Partner is more than just a marter of cleaning up the draft opinion
letter later. We need tO see a more convincing argument as to why the
*swap® agreewent doesn‘t coovey sufficient benefits and burdens of
ownership to cause the investor to have a direct -ownership interest in
Foreign LP.

Similarly, we need a bettexr buttressed argument fox the position that
the loan from the bank to General Partner would not {or tould not) be
treated as an equity interest. Although you indicate, *The loan is made
at arms length commercially reasonable terms®, it sedms to me unlikely
a bank would make a loan in the ordinary course of business to a thinly
capitalized entity with no assets other than assets acguired with the

KPMG 0034803

Permanent Subcommittee on Investigations
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. —
substantijal shareholder, but you indicate thers are no guarantees in
place}.

As we discussed, you will complete a Level One Alliance foxrm and
forward to John Lanning and me for review.

As we also discussed, assuming the above hurdles are cleared, the
transaction will be registerad (by either Presidic or XPMG) as a tax
shelter and the tax shelter registration mumber disclosed to investors.

If the product moves forward, we will need a tight engagemsnt letter
that, among other things, points out the investment and tax xisks of
the investment. If you have a preliminary draft of an engagement lestter
you would propose to use. please send to me. As we discussed, such an
engagement letter should provide for the payment of our fee directly to
us by the investor. About half the states (including California)
prohibit commissions and referxal fees {even from nomaudit clients) and
1 am concermed that receipt of our fee from a source other than the
investor could be construed as a commission or referral fee.

Larxy

KPMG 0034804
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Author: Gregg W. Ritchie at KPMG Warner Center
Date: 6/4/1998 10:41 PM
Priority: Urgent
TO: Jeffrey A. Eischeid at KPMG_Atlantal
TO: Tracie K. Henderson at XPMG_Atlanta2
TG: Dale R. Baumann at XPMG_WNT
TO: Neil J. Tendler at KPMG_Short Hills
TO: B. Michael Watkins at KPMG_Philadelphia
TO: John H Gardner at KPMG_WNT
70t Timothy P. Speiss at XPMG_Philadelphia
TO: Richard J. Bloom at KPMG_Princeton
TO: Deke G. Carbo at KPMG _New_Orleans
: Mark Watson at KPMG_Dallas
TO: David P. Zaudtke at KPMG_Minneapolis
: Robert A. Pedersen at KPMG_Chicago
TO: Robert M. Jordan at KPMG_St_louis
TO: Randall S Bickham at KPMG_Palo_Alto
TO: Robin M. Paule at KPMG_Warner_ Center
: John M Nuckolls at XPMG_San Francisco
:, Shannon L Liston at KPMG_San_Francisco
TO: Harvey L. Armstrong at XPMG_San_Jose
s Jeffrey 2ysik at KPMG_WNT
CC: Douglas K. Ammerman at KPMG_Orange_County
s Dennis A. Ito at KPNG_San_Francisco
: William J. Goldberg at KPMG_Houston
: Carolyn B. Branan at XPMG_Charlotte
Subject: OPIS

Content:

1 anm pleased to tell you that the technical conclusions of the OPIS
product have been approved by DPP Tax. The strategy has been approved
based on virtually the same facts we presented to you in our technical
session on April 20th. I plan to hold a 1 hour conference call next
week to remind all of us of the details of the strategy and key points
that we must communicate to prospective investors. I aencourage you to
review the material that Randy gave you at our meeting in Dallas prior
to making contact with clients.

Jetf Zysik has led the effort in making our case for NOT registering
the product as a tax shelter. Based on a memo prepared by Mark Ely,
Eve Elgin, and Jeff 2, I expect that Larry will agree that the product
does not meet the requirements of section 6111 relative to its
registration. Assuming this news comes tomorrow, we should be
immediately able to begin our marketing efforts.

The product tool kit is almost ready to go. I am working with larry
on the final touches of our engagement letter. You should note that
Larry*'s current thinking is that all engagement letters must be sent
to him for approval prior to execution by clients. I will post the
new engagement letter on KMAN as soon as it is ready. We must not
vary from the language in the sample letter {especially with respect
to indemnification, etc) without advance approval from DPP.

You should also note the newest version of the Nondisclosure Agreement
which will be posted on IMAN this weekend. You must ensurc.that all
clients and targets e this agr prior to presenting the
strategy to them. Furthermore, while we will, gnder }imzted .
circumstances, allow outside advisors to participate in reviewing the

KPMG 0035201
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strategy, You should only do s0 with my or Randy Bickham's advance
approval. If you believe this will be required for the client to
execute the strategy, we will make a business decision relative to the
specific individual and/or Firm involved. As a general rule, we
should strenuously resist sharing this strateqy with outside advisors.
I am certain that we have a short time frame tp market this strategy
before legislation will be effective to shut it down. Accordingly,
the less publicity, the longer the strategy may be available.

Presidic is meeting next week in New York with Brown & Wood to
finalize the legal documents required to execute the strategy. I will
let you know when they are ready to receive wire transfers from
clients who want to open the trading strategy. We have Iindicated to
DPP that each client will receive an analysis of the investment
results expected given anticipated price increases BEFORE the client
engages us. In general, client prasentations should be coordinated
with Presidio so that they may hear the investment strategy from them
in the initial visit. John Larson and Kerry Moskalik have each of
your names and will only respond to you for client visits (not other
KPMG partners/employees). We need your help to keep control of the
distribution of this strateqgy.

Several of you have askxed whether it is appropriate for us to consider
the payment of a referral fee with respect to the strateqy. Per ay
conversation with Larry DelLap, referral feas are to ba discouraged,
but may be considered in exceptional cases. Any such fees which are
contemplated must be approved in advance. Plesss send me a message
with the facts and reasons why you believe such a fee would be in our
best interests and the ansunt of the proposed fes. I will discuss it
with you and DeLap to determine if we should make an exception.

1 want to again acknovledge the exceptional efforts that Randy Bickham
made in order to make this product a reality. The strategy was in the
morgue and Randy, through his exceptionsl technical and writing skills
and determination brought it back to life. Jeff Zysikx has also played
a critical role in bringing the resources of WNT and the TIC to bear
on this product. Many thanks to Jeff for all of your effdrts.

I know that I have forgotten something important in this message. I
would appreciate your immediate attention to reviving the contacts you
have made over the last few months and putting this product inte our
clisnts hands,

one final note of interest. Quadra Capital Advisors signed our

confidentiality agreement today and will be presenting some of their
proprietary strategies to us in the next few days.

KPMG 0035202
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From: Christopher Hirata

Sent: Tuesday, June 16, 1998 3:23 PM
To: ‘Collins, Jeffrey S.'

Subject: RE: tax opinions

Jeff,

Please send the invoices to the Cayman companies care of their administrator, BankAmerica at;

BankAmerica Trust & Banking Corporation (Cayman) Limited
P.0. Box 1082

Fort Street

Grand Cayman, Cayman Islands

British West Indies

in addition, please send a copy of the invoices to me. At that point, the companies will remit payment for the invoices, or
Quiadra will rebate a portion of the advisorv fees we collected to cover the legal expenses.

t hope this answers your questions. If you need further clarification, please give me a call.

Regards,

Chris

—Qriginal Massage-—

From: Collins, Jeffrey S. [SMTP:Collins_JS@pillsburylaw.com)
Sent: Tuesday, June 16, 1998 12:03 PM

To: ‘chrish@qcm.cor’

Subject: tax opinions

Chris: Per our conversation, | am sending out the revised tax opinions

to Seattle today. With respect to the invoices we are sending to
BankAmerica, we need to know some additional information - ie, to whom
the invoices should be sent, and what paperwork we need to complete.

Can you please run this by Norm, or let me know whether we should talk
to Norm or David Smith regarding these BankAmerica inveices? Thanks.

Permanent Subcommittee on Investigations

EXHIBIT #%4u

QLS004562



961

EEE@ Peat Marwick LLp

Personal Financial Planning

To CaTS Team Date June 17, 1998
fom Gregg W. Ritchie Stno €8S
.Wamer Center Aol plusers\gritchietwplcats\juni Yfu.doc
e Larry Delap
Mountain View

June 11 OPIS Conference Call

“The CaTS$ team held a conference call on June 11th to discuss several items associated

with the OPIS strategy. The following is a list of the items discussed and certain follow-
up required.

s Engagement letter. Larry Delap has reviewed a draft of the engagement letter and
certain changes arc being made. We are still awaiting a response from DeLap and
DPP Assurance related 1o the payment of the KPMG fee (in particular, the payer).
Also, DeLap has req d that all engag fetters for OPIS be reviewed by him

prior to execution by the client/target. GWR to follow-up with DeLap relative to the
payment of our fees.

s Use of Nondisclosure Agreements. The standard Nondisclosure Agreement has
been posted in the KMAN CaTS$ Conference in the OPIS file. It must be used in all
cases when making a presentation to all clientstargets. Modifications to the
agreement should be cleared with GWR or Zysik. 1deally, the agreement will be sent
to the client/target in advance of the initial meeting.

In rare cases, we may present the strategy to a non-public (non audit) client for their
consideration. In such case, we should not use a Nondisclosure Agreement. Thisis
due to the potential impact on tax shelter registration under Section 6111(d) and,
more importantly, the impact on the corporation’s ability to rely on our opinion letter
to protect against section 6662 penalties. For further information, see Treas. Reg.

1.6664-4(e)(B)iH).

o Referral fees. While KPMG policy may allow for the payment of referral fees to
third parties who identify a target, payment should be discouraged in most cases.
Referral fees will not be permitted in any cases where the target is already a KPMG
client. As a general rule, the market for referral fees approximates 10% of the total
fee paid by a client with respect to a tax strategy. Due to the sensitivity of this issue,
proposed referral fees must be submitted to GWR along with a brief description of

Proprietary Material
Confidentiality Requested
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Page 2
CaTS Team
June 18, 1998

why the payment is warranted. GWR will clear with DeLap for appropriate cases.
Refesral fees will never be paid to existing KPMG andit clients. GWR to check with
DeLap for additional firmwide guidelines (if any).

®  Presidio capacity. Due to the long delay in obtaining approval of OPIS, it is likely
that Presidio will be unable to immediately meet the client demand. Accordingly,
CaTS team bers should immediately submit to GWR the name and notional
amount of clients/targets who are ready to initiate the strategy. We will consult with
Presidio and rank these opportunities by deal size and other relevant criteria. Presidio
will make presentations and begin to set up accounts to clients/targets on the basis of
this list (i.e., the “Organ Donor” List). CaTS team members must manage the
expectations of the clients/targets relative to timing.

e Qutside Advisors. We should discourage clients/targets from having their incumbent
lawyers/CPAs/etc. review the strategy from a fechnical perspective. This will help to
prevent the spread of the strategy to competitors and other advisors who may not
protect its confidentiality. Clients/targets may have full access to Brown & Wood
should they wish to obtain input from a legal perspective. In those rare cases where
the client/target will not proceed with OPIS without technical review by their
advisors, CaT$ team members should provide the name and affiliation of the advisor
to GWR, Watson, or Bickham. In appropriate cases, the advisor may be included in
the technical review provided they will execute our Nondisclosure Agreement. This
does not apply to investment advisors who are to provide the client/target with
advice concerning the investment aspecis of the strategy. Clients/targets are to be
encouraged to seek such advice from outside investment advisors.

» Presidio involvement and analysis. To the extent possible, a representative from
Presidio Advisors should be invited to attend every initial client visit. In some cases,
this will not be possible. It is appropriate for KPMG personnel to be involved in the
initial client meetings without Presidio, provided that no investment is made prior to
the client/target meeting with Presidio. Furthermore, Presidio will provide to
clients/targets an analysis of the expected profit from the investment transactions
given the expected price movement of the stock prior fo the clientiarget's
investment.

o Tax Shelter registration. The Firm has concluded that OPIS does not meet the

definition of a tax shelter and, therefore, registration is not required under IRC
section 6111(c). Any further inquiries on this subject should be referred to GWR.

Proprietary Material
Confidentiality Requested
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e Legal documents. Presidio is working with Brown & Wood and other lawyers in the
drafting of the required legal documents, Furthermore, they are in the process of
working with Deutche Bank (and their outside counsel) in drafling the required loan
documents. Presidio has indicated they expect the drafling process to be completed
by the third week in June,

* Reporting Reguirements. Robin Paule has drafted a memorandum concerning the
reporting requirements relative 1o the OPIS investment on Form 5471. We have
posted her memorandum to our KMAN conference. This memorandum will be
expanded to include any other reporting responsibilities which may be imposed on the
client/target. These requir must be cc icated to all clientsftargets prior to
their execution of the strategy (regardless of whether KPMG is their tax preparer).

o Substantial underpayment penalties. Our ct ication to clients/targets relative
to potential substantial underpayment penalties must be accurate and consistent.
Zysik and Bickham to review the provisions of Treasury Reg. 1.6662-4 and prepare a
brief memorandum describing the use of our tax opinion letter to provide protection
from penalties. This memorandum will be posted to our KMAN conference. For
-additional information concerning penalties, consult the materials concerning the tax
opinion letter product that can be found in the Penalty Opinion Letters folder in
KMAN (Services/Tax Services/Tax Hot Products/Tax Planning Strategies).

o Prospective legislation. It is possible that legislation will be enacted which will
significantly impact or eliminate OPIS. John Gardner to coordinate the evaluation of
the status of the legislation proposed by the Administration earlier this year and keep
the team informed. In the event that there were a change in the tax law (or other
relevant authority) which rendered the strategy ineffective and a client/target had not
completed the strategy, it is unclear whether KPMG would be able to refund some or
all of the fees paid by the client. GWR to follow-up with DeLap to see if such action
would violate the rules relative to contingent fees. In any case, clients/targets must
be informed in all initial client visits that the law in this area can change at any time
and may have a severe impact on the strategy.

o Face-fo-foce meetings. The team agreed that all meetings with clients/targets related
to OPIS will take place in person. There will be no meetings undertaken by
telephone.

. Material
proprietary a
Confidentiality Requeste
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»  Representation letters. To offer any protection 10 a client, as a pre-requisite, a tax
opinion must (1) consider all facts and circumstances and (2) not be based upon
unreasonable factual or legal assumptions. So that these preliminary requirements
may be met, clients will be asked to sign a letter indicating their agreement with the
facts stated in the opinion. Furthermore, they will be asked to sign a letter making
certain representations to KPMG on which we will rely, i part, in reaching our
conclusions. Clients/targets must be made aware of this requirement in all initial
client visits (it will also be disclosed in‘the engagement letter).

o KPMG tax opinion letter. The tax opinion letter for each client will be prepared
immediately following the execution of the strategy. The draft opinion letter will be
forwarded 10 the engag team which d the strategy and they will modify
it for the client’s facts. The engagement team will obtain the client’s concurrence
with the factual séction of the letter and their representation letter. Upon completion,
the opinion letter will be forwarded to the technical team (to be named later) for their
review. Sample tax opinion letters will not be made available to clients or their
advisors prior 1o execution of the strategy.

Proprietary Material
Confidentiality Requested
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To CaTS Team Dote June 17, 1998
From Gregg W. Ritchie Steno Cas
‘Wamer Center Ref priusem\gritchie\wpcatsijuntt
. fudoc
ec Lamy Delap
Mountain View
June 11 OPIS Conference Call

The CaTS team held a conference call on June 1 1th to discuss several items associated

with the OPIS strategy. The following is a list of the items discussed and certain follow-
up required,

» Engagement letter. Larry Delap has reviewed a draft of the engagement letier and
certain changes are being made. We are still awaiting a response from Delap and
DPP Assurance related to the payment of the KPMG fee (in panticular, the payer).
Also, DeLap has req d that all engagement letters for OPIS be reviewed by him
prior to execution by the client/target. GWR 1o foliow-up with DeLap relative to the
payment of our fees.

«  Use of Nondiscl Agr Is. dard Nondisclosure Agr has
been posted in the KMAN CaTS Conference jn the OPJS file. It must be used in all
cases when making a presentation to all clients/targets. Modifications to the
agreement should be cleared with GWR or Zysik, Jdeally, the agreernent will be sent
1o the clientharget in ad of the initial

&

o Referral fees. While KPMG policy may allow for the payment of referral fees to
third parties who identify a target, payment should be di ged in most cases.
Referral fees will not be permitted in any cases where the target js already 2 KPMG
client. As a general rule, the market for referral fees approximates 10% of the total
fee paid by a client with respect 10 a tax strategy. Due to the sensitivity of this issue,
proposed referral fees must be submitted to GWR along with a brief description of
why the payment is warranted. GWR will clear with DeLap for appropriate cases.
Referral fees will never be paid to existing KPMG audit clients, GWR to check with
DelLap for additional firmwide guidelines (if any).

»  Presidio capacity. Due to the long delay in obtaining approval of OPIS, it is bkely
that Presidio will be unable to immediately meet the client demand. Accordingly,
CaTs team members should immediately submit to GWR the name and notional
amount of clients/targets who are ready to initiate the strategy. We will consult with

Proprietary Material
Confidentiality Requested
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Presidio and rank these opportunities by deal size and other relevant criteria.

Presidio will make presentations and begin o set up accounts 1o clientsAargets on the
basis of this list (i.e., the “Organ Donor™ List). CaTS team members must manage
the expectations of the clientshargets relative to timing.

® Outside Advisors. We should discourage clientsAtargets from having their incumbent
lawyers/CPAs/etc. review the strategy from a technical perspective. This will help to
prevent the spread of the strategy 1o competitors and other advisors who may not
protect its confidentiality. Clients/targets may have full access 10 Brown & Wood

- should they wish to obtain input from a legal perspective. In those rare cases where

the clientharget will not proceed with OPIS without technical review by their
advisors, CaTS 1cam members should provide the name dnd affiliation of the advisor
to GWR, Watson, or Bickham. In appropriate c:scs, the advnsor may be included in
the technical review provided they will our N X Agr "This
does not apply 10 investment advisors who are 10 provide the chent/targel with
advice concerning the investment aspects of the strategy. Clientshargets are to be
encouraged 1o seck such advice from outside investment advisors.

®  Presidio involvement and analysis. To the extent possible, a representative from
Presidio Advisors should be invited to attend every initial client visit. In some cases,
this will not be possible. It is appropriate for KPMG p ] to be involved in the
initial client meetings without Presidio, provided that no jnvestment is made prior to
the client/larget meeting with Presidio. Furthermore, Presidio will provide to
clientshargets an analysis of the expected profit from the investment ransactions
given the expected price movement of the stock prior to the client/target's

investment.

s Tax Shelter registration. The Firm has concludcd that OPIS does not meet the
definition of a tax shelter and, thereft jon is not required under IRC
section 6111(c). Any f\mhu'mqmnx on \h:s subject should be rcfezred 10 GWR.

e Legal documzm:. Presidio is working with Brown & Wood and other lawyers in the
drafting of the required legal documents. Furthermore, they are in the process of

working with Deutche Bank (and their outside 1) in drafting the required loan
documents. Presidio has indicated they expect the drafting process 10 be completed
by the third week in June.
Proprietary ‘Material
Confidentiality Requested
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* Reporting Requirements. Robin Paule has drafied a memorandum concerning the
reporting requirements selative to the OPIS investment on Form 5471. We have
posted her memorandum to our KMAN conference. This memorandum will be
expanded to include any other reporting responsibilities which may be imposed on

the clienttarget. These requi must be icated to all clientshargets
prior to their execution of the strategy (regardless of whether KPMG is their tax
preparer).
o Substantial underpayment penalties. Oux jcation to cli ts/targets reative "
" to potential substantial underpayment penalties must be and

Zysik and Bickham to review the provisions of Treasury Reg. 1.6662-4.and prepare a
brief memorandum describing the use of our tax opinion letter to provide protection
from penalties. This memorandum will be posted to our KMAN conference.

»  Prospective legislation. 1t is possible that legislation will be enacted which will
significantly impact or eliminate OPIS. Jobn Gardner to coordinate the evaluation of
the status of the Jegislation proposed by the Administration earlier this year and keep

the team informed. In the event that there were a change in the tax law {or other
relevant authority) which rendered the strategy ineffective and a clientitarget had not
completed the siategy, it is unclear whether KPMG would be able to refund some or
all of the fees paid by the client. GWR to follow-up with Del.ap 10 see if such action
would violate the rules relative to contingent fees. In agy case, clientsitargets must
be informed in all initial client visits that the Jaw in this area can change at any time
and may have a severe impact on the strategy.

* Face-to-face meetings. The team agreed that all meetings with clientshargets related
to OPIS will take place in person. There will be no meetings undertaken by
1elephone.

s Representation letters. To support the conclusions of our tax opinion letter, clients
will be asked 16 sign a Jetter indicating their agreement with the facts stated in the
opinion, Furthermore, they will be asked to sign a letter making certain
representations to KPMG on which we will rely, in part, in reaching our conclusions.
Clients/targets must be made aware of this requirement in all initial client visits (it
will also be disclosed in the engagement letter).

i rial
yoprietary Mates
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o KPMG tax opinion letter. The tax opinion letier for each client will be prepared
immediately following the execution of the strategy. The draft opinion letter will be
forwarded to the engagement team which executed the strategy and they will modify
it for the client’s facts. The engagement team will obtain the client’s concurrence
with the factual section of the letter and their rep ion letter, Upon completi
the opinion letter will be forwarded to the technical team (10 be named later) for their
review. Sample tax opinion letters will not be made available to clients or their
advisors prior 10 execution of the strategy.

Proprietary Materiy) 44
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Author: Dekw G. Carbo at KPMG_NEW_CRLEMNS
Date: 6/23/98 3:16 M

Priority: Urgent

T0: Gregg W. Ritchie at KPMG_Warner Center
TO: William J. Goldberg at XPMG_Houston
CC: willaam F Miranda at XKPMG_DALIAS3
S5ubject: OPIS

Gragg and Bill:

Juset wanted to let you know that a client that vas introduced toms
8311 Miranda of the Dallas office has engaged Cocpers to implement its
aquivalent of an OPIS transaction.

The reason cited for the selection of Coopers was that, slthough it
appearsd to the clisnt that the idea originatad with XPMG, Cocpers was
the first to contact them sbout the gy and, ingly, thay
felt obliged to engsge Coocpers.

I thought you would both want to know that Coopers appears to have
besn “faster to market" than us. Client alwo asid that Coopars
indicated thay wers Tegistearinkg as s tax sheltex.

While I do not know what size transaction the client will isplecent,

do recall that the smount of gain contemplated %o bm recoghized in
1998 was 340 to 360 million.

If you want any client details, I suggest you contact Bill Miranda in
Dallas as ha has the clisnk contact {214} 754-2100.

Deke

Proprietary M. aterial
Con fidentiality Requested
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qew,
From: Larry Dolep at
Sent: Wadnesday. August 05, 1998 12:06 PM
Tor Watson, Mask T; Guinan, L]
Cex A; Ammamaan, Dougias K: 2ysk, Jeftrey C
Subjact: OFIS Memo 1o PFP Parthers

Forvert. e o o

nark -

See wy changes attached.

In order o try to make Sure we are all on the sade page, I would nx- o
seek the “sign off" of Jobn Guanan. It John has any nigaxucm
Jeff has a number vhere I cah be reached TomaITOw svening

John -

Y will be on vacatica starting tizsc thing rowmorrow morning. Can you please
provide any coweents directly to Rark Macsen. If, after

artachment, yw beum it would be preferable that you talk to me first,
Cathy Gaughan a phone munber whare I can be reached. If Cathy should be
unavailable. .u- Werzold and Rachel I!thy also have the pumbe)

Larry

Header

Subject: OPIS Mem to PFP Fartners
Ruthor: Jeffrey Zysik at KPMG ST
Date:  75/98 5:40 P

Gentlemen. attached is the £irst attempt at a mewo to the PP partoners
about the status of OPIS and their ability to marker and sell OPIS
{and other innovative strategies). Please provide me i{Mark Watson}
youx compants at your sarliesc and X will fanali the

Thanks. . .

Mark Navaon il am using Jeff 2ysik:s coopurer)

terial
Proprietary Mad
Conﬁdenhamy chuested

Permanent Subcommittee on fnvestigations KPMG 0035435
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kPABlpeat Marwick L

7 PFP Pastners Date August 5, 1998
Fom Doug Ammerman St g
Orange County Ret c\pfpumisclopis.doc

OPIS and Other Innovstive Strategies

In an effort 1o help you meet your FY"99 goals, we have decided to give every PFP
partner the opportunity to market and sell the Offshore Portfolio Investment Strategy
(OPIS)andou:othenmovauvesmngm. In order that our innovative strategies can be
properly i bers of the | tive S team (listed
below)wa)lbeavahbtemmmyouwimmmwﬂnmmplmmmm Also.
becamohhesensmvemzo(mmyofmmnmaﬂuwmpes.l‘pruductowm
vnllbe i ’{orcmm ies {e.g.. OP1S). This individual will be

ie for the marketing, selling, and impl fon of his or her
specafcpxodw(s).ndmmmw.mthPPTucnucnmme.unewmu
!ﬂmmdmmmknaswawdfu:udnwo&nﬁa)bqbuﬂm%mmm

gets and before 8 i is made to deliver the product to the
client/iarget. The current product owners for OPIS,

and* REDACTED are listed below.

lnmeffonmkeepywmwkdguhk-bouxw:ummmmw innovative stralegies.
we will hold periodic video confe new jes and provide o
wnxngcmmwmpopﬂampesurhe!mmm In addition, because
of the time sensitive nature of OPIS and the apparent confusion associated with this
strategy, 8 discussion of the status of OPIS, and what must be done 1o market and seli
the strategy, follows,

OPIS

" 'The technical issues associated with OPIS have been senled and approved by DPP-Tax.
However, the following three issues remain to be sexdled before OPIS can be sold to
additional clients/targels:

* Independence
*  Capacity
= Contingent fee

We are working with Presidio to resolve these remaining issues and expect to have a
final resolution on of before August 14, 1998. We will communicate such resolution to

Proprietary Material
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February S, 2002

you as soon as possible. In the meantime, while you can discuss OPIS with your
clients/targets that have gains of at least S20 million {subject to their signing a
confidentiality agreemant). you mymsen or :mphmcm the transaction at this time.
Also. keep in mind that the 1akes ly 90 days « plete. Thus.
oncew.mabkmseﬂmxmplemcﬂs.chmumuymwmmmlhe
wransaction before October 1, 1998 in ovder to completa the eatire transaction in 1998,

Independence

OPmedmwwmhmofmckmnfadp\ﬁnmdmm Currenty, the

only i g in the is a KPMQ audit client (i.e.. the only

mvmmopnonfordud»envmgmwumdofnndnckm) AsnmulgDPP
Assurance feels there may be an inds problem iated with our parti
mommd!usmdwmdmu.mmdawwlveweindependemproblmme
client/iarget must have the option to purchase the stock of at {zast ane nonsudir clieat.
Accordingly, Presidio, the investment advisors who implement OPIS, is working to

secure at least one additional financial institution {that is not 8 KPMO audit clicnt) to
participate in OPIS. Until such an institution has beea secured, KPMG cannot

participste in selling or inplementing OPIS.
Capacity
Thefmumﬁmnd itutie i} icipating in the OPIS ion is not
xblemumuyaddzhmd()?ﬂmda(mm ituti mm»dm1 ity).
‘Thus, uatil oot or mare addiional foreign : agreeto in
Omdlauﬂwmwmwbublenmlunmum;y
Contingunt Fee
In the pest, KPMG's fee related to OPIS has been paid by Presidio. According to DPP-
Tax.lhisf& may jture a contingent fee and, as aresult, maybea

if the cli hasing OPIS is an andit client or & person

mnpnnmnofnmd’mznﬂmova-m audit client {e.g., the CEO of an audit client
wampq:mwmmnholderofm audit client). In addition. comtingent fee
m p hibited in x9sxam.'l'hm.mmdumavmdn

and the p i ith), KPMG's fee must
beaﬁudmmandbepmdmdyby&echcndwm ‘This revised fee arrangement

Proprietary Material
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must be used on all furure OPIS engapements regardiess of the client or the state in
which the services are provided. Further. current OPIS engagements thet have not been

T d should be iated such that KPMG's fee is fixed and paid direcily by
the client/terget.

g Strategh TumMemhers'

Randy Bickham. Senior Manager ( in View)
650-404-5385

John Gardner, Senior Marager (WNT)
202-467-3870

Brem Lipschultz, Senior Monager (WNT)
202-530-6874

Shannon Liston, Senior Manager (New Orleans)
504-584-1079

Justin Ransome, Manager (WNT)}
202-467-3800

Mark Watson, Parter (WNT)
202-467-2433

Current Prodact Owners

OPFiS Jeff Eischeid, Partner (Attanta)
404-222-3180

REDACTED

rietary Material S
nggen qality Reqnested
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e awm— with Changes ---ceserommvmann ammanm———
From: Jelfrey Zysik at XPNG_WNT

Priorivy: Urgent

Date: $/5/98 S:40PM

To: Lazry DeLap ar KPMG Silicon Valley2

*To: Douglas K. Ammersman at XPMG_Orange County

*ro: Jeffrey A. Eischeid ar XPMG_Atlanta2

Receipt Requested

sSubject: OPIS Memc to FFP Partners

Proprietary Material
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From /O=KPMG/OU=US/CR=RECIPIENTS/CN=21552
From: /O0=KPMG/OU=US/CN=RECIPIENTS/CN=21552
To: /O=KPMG/OU=US/CN=RECIPIENTS/CN=2049%9
Subject: RE: OPIS Memoc to PFP Partners
Sent: 19398-08-11 23:08:45.093

Date: 1998-08-11 23:09:03.607

X-Folder: OPIS

FYI.

-Original Message-----

From: Guinan, John M

Sent: Tuesday, August 11, 1998 6:01 pM
To: Watson, Mark T

Cc: Jones, Paul N

Subject: RE: OPIS Memo to PFP Partners

I find it difficult te understan the argument that the OPIS product would be
sold in this time frame since the jrvoduct was never approved by DPP Tax or DPP
Assurance. There maybe is a bigger issue here than this product. We are
putting the firm at risk with this memo since it lays out all the concerns we
have had from an indepenedence prospective. A few weeks are a best guess as to
what it will take to get counsel to work with our partner to renegotiate the
arrangement with Presidio. Until the arrangement is renegotaited you should not
issue the memo as drafted. If you believe some advice is necessary then it

should be limited to the "OPIS product is not yet approved for marketing or
sale”

-----Original Message-----

From: Mark T Watson

Sent: Thursday, BAugust 06, 1998 7:57 PM

To: John M Guinan; Jeffrey A Eischeid; Larry Delap; Michael A Conway; John §
Baumann; J. T Strange; John T Lanning

Ce: bouglas K Bmmerman; Jeffrey C Zysik

Subject: RE: OPIS Memo to PFP Partners

Importance: High

John, the primary purpose of this message is to clear-up the substantial
confusion among PFP partners as to under what conditions we can market and sell
OPIS. I am receiving numerous calls every day as to where we stand on OPIS. I
don*t think we can wait a "few weeks" to inform our partners about the matters
discussed in the memo. If we don’t act immediatley, there may be instances
where OPIS {and other "products™) are marketed and sold in violation of
DPP-Tax/Assurance guidelines.

~~~~~ Original Message-----

From: Guinan, John M
Sent: Thursday, August 06, 1998 2:33 PM
To: Watson, Mark T; Guinan, John M; Eischeid, Jeffrey A; Larxy Delap at

KPMG_Silicon Valley2; Conway, Michael A; Baumann, John S; Strange, J. T;
Lanning, John T

Ce: Ammerman, Douglas K; 2Zysik, Jeffrey C

Subject: RE: OPIS Memo to PFP Partners

Jeff-- the OPIS memorandum must not be released. It represents a road
map to many of the issues we have been trying to work through with all
parties. If this memorandum were to get out, you have to assume our

Proprietary Material . ipati 2,
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competition and others will get their hands on it. The release of the
memorandum would be damaging to the firm and the potential
oppertunities that OPIS may offer to the firm.

The delay of a few weeks in launching the OPIS product isn't worth the
damage and cost to the firm.

Reply Separator
Subject: RE: OPIS Memo to PFP Partners

Author: Jeffrey A Eischeid at KPMG_US

Date: 8/6/98 7:54 AM

Mark - Looks fine to me. I'd simply move your second paragraph after “Contingent
Fee" to immediately before "Independence™ (i.e. after the three issue bullets).

From: Larry Delap at KPMG_Silicon Valley2

Sent: Wednesday, BRugust 05, 1998 3:06 PM

To: Watson, Mark T; Guinan, John M

Ce: Eischeid, Jeffrey A; Ammerman, Douglas K; Zysik, Jeffrey C
Subject: OPIS Memo to PFP Partners

Mark -
See my changes attached.

In order to try to make sure we are all on the same page, I would like to
seek the "sign off" of John Guinan. If John has any significant changes,
Jeff has a number where I can be reached tomorrow evening.

John -

I will be on vacation starting first thing tomorrow morning. Can you please
provide any comments directly to Mark Watson. If, after reading the
attachment, you believe it would be preferable that you talk to me first,
Cathy Gaughan has a phone number where I can be reached. If Cathy should be
unavailable, Jim Wetzold and Rachel Hedley also have the number.

Larry

Forward Header
Subject: OPIS Memo to PFP Partners
Author: Jeffrey Zysik at KPMG_WNT
Date: 8/5/98 5:40 PM

Gentlemen, attached is the first attempt at a memo to the PFP partners
about the status of OPIS and their ability to market and sell OPIS
{and other innovative strategles). Please provide me {Mark Watson)

Proprietary Material
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your comments at your earliest convenience and I will finalize the
memo .

* Thanks. . .

Mark Watson (I am using Jeff Zysik's computer) << File: Forward.txt >> <<
File: opis.doc >>

Proprietary Material
Confidentiality Requested
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new

From: Jottray Zysk .

Sents .mmh y.é:nc 29,1958 e:ag ;’&m

Yo: A, Bavrmans, Randal Deke G. Casbos Jetirey A, Elscheld: John H Gardner;
l'?id:y X ch:‘e:TYRobm b‘:. yl?m Grzgg W, mpdﬁ;pi;ﬁdnsl Watkins; Mark Watson;

2Zysk;, srvdler tssel; Timothy Fobert A. P Hanve:
L. Ammstrong: Robln M, Paule; Shannon L Liston; John M Nuckolis edersery Y

Cex Lamy Delap

OPIS Engagement Lelter
cont e et

The approved OPIS letter has been added to the OPIS t
located in the CaATS woxkgroup in Xman. ' Please nots that every ooe
engagenu: letter was ba sent to x.arzy Delap for- n» nlga ot!.

In addition, please weview ‘the attached arate neao c«acmsng

of OPIS to targets who veside in jurisdicti wigh “ii;:?
that prohibit contingency fees. Once this memo bas been rebieved by
DPP, it will ba posted in final form to the ons toolkit. Plesse Yook
:or'u:d consult the £inal wmewo prior to g an OPXS .

Proprictary Material
Confidentiality Requested
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E%Peat Marwick LLP

PFP
Yo CaT$ Team Members Dets June 28, 1998
From Gregg Ritchie/Jeffrey C. Zysik Steno joz
N fiet 7 Asbutierwpirysiip o
fhapisicontiee.doc

OPIS Engagements - Prohibited States

!uoxdeﬁn :voxdevcnmcappwaweofmmmpnety, OP!S engagemmtswzllnotbc
provided to clients froi certain States whose accomtancy'rules prohibit contingent fees.
The following States” rules pmhiblt contingency fees:

Alaska Connecticut District of Cokunbla
Florida Hawaii Idaho

Louisiana Maryland Mississippi
Montana Nebraska - New Hampshire
New Jersey New Mexico Puerto Rico

Rhode Island South Carofina Virginia
‘Washington ‘West Virginia

If you have an OPIS candidate resident in one of these jurisdictions, then:

1) The engagement letter cannot be signa.d in that jurisdiction, and must be
signed in a jurisdiction that does not prohibit contingency fees; -

2) The eagtgeﬁen( cannot be managed in that jurisdiction, and must be
managed from a jurisdiction that does not prohibit contingency fees; or

3) ‘The largest amount of services under the engagement must be performed in 2
jurisdiction that does not prohibit contingency fees.

Provided one of the above requirements is met, it s KPMG’s policy that the
engagement is sabject to the accountancy rules of the Jurisdiction in which the
specified activity took place. However, in keeping with our policy to avold even the
appearance of impropriety, it is preferable that all aspects of the engagement

(administration, managément, and delivery) take place ln # jurisdiction that does not
‘prohibit contingency fees.

Any questions regarding the content of this memo should be directed to Gregg Ritchie
(818)227-6905 or Jeff Zysik (202)739-8659.

Proprietary Mateiial-
Confidentiality Requested
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Eischeid, Jeffrey A

From: 2ysik, Jeffrey C

Sent: Monday, June 29, 1998 6:46 PM

To: Eischeid, Jeffrey A; Henderson, Tracie K; Pedersen, RobenA Baumann, Dale R; Randall S
Bickham at KPMG_Silicon_Valley2; Carbo, Deke G; Gardner, John H; Jordan, Robert M;
Ritchie, Gregg W; Watkins, B M; Watson, Mark T; Zysik, Jeffrey C; Tendler, Neil J; Wissel,
Kyle ; Speiss, Timothy P; Hatvey L. Armstrong at KPMG_Silicon_Valley; Paule, Robin M;
Burgess, Shannon L; Nuckolils, John M

‘Ces Larry Delap at KPMG_Silicon_Valley2

Subject: OPIS Engagement Lelter

m .

The approved OPIS engagement letter has been added to the OPIS toolkit
located in me CaTs workgroup in Kman. Please note that every
engagemem fetier was be sent to Larry DeLap for DPP sign off.

in addition, please review the attached draft memo conceming delivery

of OPIS to targets who reside in jurisdictions wilh accountancy rules

that prohibit contingency fees. Once this memo has been reviewed by
DPP, 1t will be posted in final form to the OPIS toolkit. Please look

for and consult the final memo prior to commencing an OPIS engagement.

- Proprietary Material
Confidentiality Requested
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[THIS LETTER IS TO BE USED ONLY WITH RESPECT TO NON-ATTEST
CLIENTS AND ONLY IN JURISDICTIONS THAT PERMIT THE RECEIPT OF
CONTINGENT FEES.}.

PRIVATE & CONFIDENTIAL

Dear;

The purpose of this letter is to define the role of KPMG Peat Marwick LLP (“KPMG”) in
the proposed participation of the {invesror] (the “Entity”) in an investment strategy (the
“Strategy™) and to confirm our understanding of the terms of our engagement to assist
the Entity and Presidio Advisors LLC (“Presidio”) as a tax advisor in connection with the
Entity’s participation in the Strategy. For purposes of this letter, references to the
“Entity” shall be deemed 1o include the owners of the Entity (the “Owners™), and such
Owners shall be deemed individual parties hereto for all undertakings and agreements of
the Entity contained herein. The Owners of the Entity (or their authorized
representative) shall execute this letter in their individual capacity, as well as their
capacity as officers, directors, or employees of Entity. The background for your -
participation in the Strategy and the role of KPMG are as follows.

Backpround

1. KPMG understands that the Entity intends to engage Presidio, a registered .
investment advisor, to provide the Entity with investment advisory services and
trading strategies designed to permit the Entity to acquire both directly, and
indirectly, a position in the shares of a foreign bank.

2. KPMG understands that Presidio will facilitate the purchase of shares and options
in a foreign bank. The purchase of the foreign bank shares and options will involve
full economic risk to the Entity in the stock market movement {up or down) of the
foreign bank securities. The Entity may realize either profits or losses based upon the
movement of the foreign bank shares. No one has provided the Entity or the Owners
with any assurances or guarantees that they will make money in any of these
transactions. The Entity and Owners are at all times subject to market risks for both
reward and loss. We recommend that the Entity and Owners seck independent advice

Proprietary Material
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Page 242
Julv 6, 1998June 221998

concerning the investment aspects of the proposed transactions. The Entity and

Owners acknowledge that they understand that they.must have a reasonable

expectation of achieving a reasonable profit from the Strategy (seyarate and apant
from any tax beriefits realized) and-that the Entify and Owniers have received -

appropriate investment advice concerning the Strategy (from Presidio and/or other
qualified invesiment advisors).

. The Entity intends to enter into a total retum swap agreement with respect to an
offshore investment company in connection with the Strategy.

KPMG's Role as Tax Advisor

KPMG has agreed to provide the Entity with tax consultation services concerning the
U.S. federal income tax consequences of the various {ransactions that may be undertaken
with respect to the Strategy. KPMG agrees that, upon the request of the Entity, we will
provide the Entity with a tax opinion letter. The Entity and Owners acknowledge that
any tax opinion issued by KPMG would not guarantee tax results, but would provide that
the tax treatment described in the opinion is “more likely than not™ to occur. If such
opinion is requested, it will be based upon, and will be contingent upon, certain facts and
representations of the Entity and the Owners.

Any tax opinion issued by KPMG in connection with the Strategy is to be used solely by
the Entity for the purpose of evaluating the U.S. federal tax consequences of the Strategy
and is not to be used or relied upon by any other party or distributed to any other party.

The Entity acknowledges that KPMG has communicated that certain information
reporting requirements imposed by the Internal Revenue Code of 1986 may apply asa
consequence of the Entity’s participation in the Strategy. Such repomng requnrements

will be set forth in an memorandum from KPMG to the Entity prior to any investment in
the strategy.

The Entity acknowledges and agrees that Presidio will pay fees on the Entity’s behalf to
KPMG in consideration of tax consultation services provided in connection with the
Strategy.

Liability

Proprietary Materia)
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Page 342
July 6, 1998%une-22-1998 -

By approving this arrangement, the Entity and Owners, jointly and severally agree to
indemnify KPMG and its affiliates, partners, principals, diréctors] officers, employees,
-agents and’ controllmg persons {collectively, the Indemnified Parties™) from and against
“all losses, claims, damages, ‘and Habilities, including reasonable atiorney's fees and other
cxpenscs oF costs of litigation { collectively,. “Damag ™), 1B > which the Indemmﬁcd
P;mes may become subject under any apphcable federal or state law or other statutes,
common law, or otherwise, and arising, directly or indirectly, from this engagement as
the result of any assertion by the Entity or an Owmer (or any family member or creditor of
an Owner) of the Entity. The Indemnified Parties shall not be indemnified to the extent
such Damages directly and immediately result from KPMG's bad faith or gross
negligence. In the event any Indemnified Party is requested pursuant to subpoena or
other legal process to produce documents relating to this engagement in judicial or

dministrative proc to which such Indemnified Party is not a party, you shall
reimburse the lndemmﬁed Party at standard billing rates for the Indemnified Party's
professional time and expenses, including reasonable attorney’s fees, incurred in
responding to such requests.

KPMG’s aggregate maximum liability to Entity and Owners arising for any reason
relating to KPMG’s performance of services hereunder, except to the extent detenmined
to have resulted from the intentional or deliberate misconduct of KPMG personnel, shall
be limited to fifty thousand dollars ($50,000.00).

KPMG shall have rio Liability to Entity, or Owners, for any special, incidental or
consequential damages, including without fimitation loss of profits, even if KPMG has
been advised of the possibility of such damages.

“The Entity and Owners will not directly or indirectly refer to KPMG or any of its
affiliates in any printed, audiovisual, on-line or other advertising or promotional material
prepared or distributed by or for you without KPMG’s specific advance review and prior
written approval. The provisions of this paragraph shall survive the expiration of this
Agreement,

In the event that any term or provision of this Agreement shall be held to be invalid, void,
or enforceable, then the remainder of this Agr shall not be effected, impaired or
invalidated, and each such term and provision of this Agreement shall be valid and
enforceable to the fullest extent permitted by law,

Proprietary Material
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Page 442
July 6, 1998%une-22,1998

Please indicate your agreement to the above terms and understandings by signing the
enclosed copy of this agreement and returning it to us,

Sincerely,
KPMG Peat Marwick LLP

Gregg W. Ritchie
Partner
Enclosure
ACCEPTED:

Entity

Name:

Title: Date:

Owner (or Authorized Representative)

Name:

Title:

arayes

Proprietax:y Material a
Confidentiality Requeste KPMG 0012401



985

PRIVATE & CONFIDENTIAL

Dear,

The purpose of this letter is to-define the role of KPMG Peat Marwick LLP (“KPMG™)
in the proposed participation of [name of investor] (Client”) in an investment strategy
(the “Strategy”) and to confirm our understanding of the terms of our engagement to
assist Client as a tax advisor in connection with Client’s participation in the Strategy.
For purposes of this letter, references to “Client” shall be deemed to include the owners’
of Client (the “Owners”), and such Owners shall be deemed individual parties hereto for
all undertakings and agreements of Client contained herein. The Owners of Client (or
their authorized representative) shall execute this letter in their individual capacity, as .
well as their capacity as officers, directors, or employees of Client. The background for
your participation in the Strategy and the role of KPMG are as follows.

Background

1. KPMG understands that Client intends to engage Presidio, a registered
investment advisor, to provide Client with investment advisory services and trading
strategies designed to permit Client to acquire both directly, and indirectly, a position
in the shares of a foreign financial institution to be selected by Client from
alternative investee financial institutions offered by Presidio.

2. KPMG understands that Presidio will facilitate the purchase of shares and
options in a foreign financial institution. The purchase of the foreign financial
institution shares and options will involve full economic risk to Client in the stock
market movement (up or down) of the foreign financial institution securities. Client
may realize either profits or losses based upon the movement of the foreign financial
institution shares. No one has provided Client or the Owners with any assurances or
guarantees that they will make money in any of these transactions. Client and
Owners are at all times subject to market risks for both reward and loss. We
recommend that Client and Owners seek independent advice concerning the
investment aspects of the proposed transactions. Client and Owners acknowledge
that they understand that they must have a reasonable expectation of achieving a
reasonable profit from the Strategy (separate and apart from any tax benefits
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Page 2
May 3, 2003

realized) and that Client and Owners have received such investment advice
conceming the Strategy (from Presidio and/or other qualified investment advisors).

3. Client intends to enter into a total retnrn swap agreement with respect to an
offshore investment company in connection with the Strategy.

KPMG'’s Role as Tax Advisor

KPMG has agreed to provide Client with tax consultation services concerning the U.S.
federal income tax consequences of the various transactions that may be undertaken with
respect to the Strategy. KPMG agrees that, upon the request of Client, we will provide
Client with a tax opinion letter. Client and Owners acknowledge that any tax opinion
issued by KPMG would not guarantee tax results, but would provide that the tax
treatment described in the opinion is “more likely than not” to occur. If such opinion is _
requested, it will be dependent on appropriate facts and representations of Client and the
Owners. ’

Any tax opinion issued by KPMG in connection with the Strategy is to be used solely by
Client for the purpose of evaluating the U.S. federal tax consequences of the Strategy -
and is not to be used or relied upon by any other party or distributed to any other party.

Client acknowledges that KPMG has communicated that there are certain information
reporting requirements imposed by the Intemal Revenue Code of 1986 that might be
considered applicable to Client’s participation in the Strategy.

Our professional fees are based on the complexity of our role and on the value of the
services that we provide, rather than directly on the hours we spend. We will bill you a
fee'of a minimum of § in consideration of tax consultation services provided
in connection with the Strategy. During the latter part of the engagement, we will agree
with you an additional amount for our services. The amount of our fee is not dependent
on the amount of Client’s investment in the Strategy, the investment results of the
Strategy, the tax opinion expressed, nor on the amount of any tax savings projected or
achieved by Client or Owners.

Liability
By approving this arrangement, Client and Owners, jointly and severally agree to
Preprietary Material
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indemnify KPMG and its affiliates, partners, principals, directors, officers, employees,
agents and controlling persons (collectively, the “ Indemnified Parties”) from and
against all losses, claims, damages, and liabilities, including reasonable attorney’s fees
and other expenses or costs of litigation ( collectively, “Damages”), to which the
Indemnified Parties may become subject under any applicable federal or state law or
other statutes, common law, or otherwise, and arising, directly or indirectly, from this
engagement as the result of any assertion by Client or an Owner (or any family member
or creditor of an Owner) of Client. The Indemnified Parties shall not be indemnified to
the extent such Darnages directly and immediately result from KPMG’s bad faith or
gross negligence. In the event any Indemnified Party is requested pursuant to subpoena
or other legal process to produce documents relating to this engagement in judicial or
administrative proceedings to which such Indemnified Party 'is not a party, you shall
reimburse the Indemnified Party at standard billing rates for the Indemnified Party’s
professional time and expenses, including reasonable attorney’s fees, incurred in
responding to such requests. i

KPMG’s aggregate maximum liability to Client and Owners arising for any reason
relating to KPMG’s performance of services hereunder, except to the extent determined
to have resulted from the intentional or deliberate misconduct of KPMG personnel, shall
be limited to fifty thousand dollars ($50,000.00).

KPMG shall have no liability to Client, or Owners, for any special, incidental or
consequential damages, including without limitation loss of profits, even if KPMG has
been advised of the possibility of such damages.

Client and Owners will not directly or indirectly refer to KPMG or any of its affiliates in
any printed, andiovisual, on-line or other advertising or promotional material prepared or
distributed by or for you without KPMG’s specific advance review and prior written
approval. The provisions of this paragraph shall survive the expiration of this
Agreement. -

In the event that any term or provision of this Agreement shall be held to be invalid,
void, or unenforceable, then the remainder of this Agreement shall not be affected,
impaired or invalidated, and each such term and provision of this Agreement shall be.
valid and enforceable to the fullest extent permitted by law.

Please indicate your agreement to the above terms and understandings by signing the
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enclosed copy of this agreement and returning it to ts.
Sincerely,

KPMG Peat Marwick LLP

Partner

Enclosure
ACCEPTED:
Client

Name:

Title: : Date:

Owner (or Authorized Representative)

Name:

Title: . Date;
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QUADRA ASSOCIATES. LLC

July 7, 1998
\\\' .3\
BY HAND N
. \ $
Mr. Randy Bickham

Guest ¢/o New York Palace Hotel
455 Madison Avenue (@50™ Street)
New York, New York 10022

Dear Randy,

Enclosed is the tax opinion which, as we di‘scussed earlier today, should be kept in the strictest of
confidence.

Please call me once you have had a chance to review the opinion.

Singerely,
Larry B. Scheinfeld
LBS/msg’
Enclosure

cc: Gregg W. Ritchie (by Federal Express w/ copy of enclosure)

39 Maison wenve 3200 Floor Nen Vs New Yokt 10022 Tel: 212.8493130 Fax: 2113498181
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Writer's Direct Line: (415)983-1326
E-Maik: tayler_grdpillburyhw.com

July 2, 1998

Dear

You have requested our opinion regarding the U.S. federal income tax consequences of
certain securities transactions concluded by you (hersinafter "Investor").

Investor has sought capital appreciation by investing in securities of Union Bank of
Switzerland and in a warrant of (hereinafter * "). Union
Bank of Switzerland (hereinafier "Foreign Bank") is Switzerland's largest bank and its shares are
publicly traded. Foreign Bank is highly profitable, on a worldwide basis.
made a leveraged purchase of Foreign Bank shares. Investor's investment in the warrant of

provided Investor with the potential for appreciation equivalent to owning .
Foreign Bank shares on margin, but with less risk (and without the negative impact of the related
liability on Investor's balance sheet).

FACTS

1. Investor purchased 2 warrant (the "Warrant”) for 85% of the shares of
, a Cayman Island investment company wholly owned by
an Isle of Man company (hereinafter "Foreign Person™). The Warrant had a 5-year term and was .
not exercisable until 90 days after it was purchased. The Warrant could be sold back to
after an initial 60-day period. The cost of the Warrant was 4% of the amount

of 's i ("Notional Amount”) in the Foreign Bank shares that

: purchased (see below). Investor paid an investment advisory fee that was 3%
of the Notiopal Amount to QA Inv LLC (hereinafter the "Investment Manager™) for
arranging these tr jons. The Inv Manager is unrelated to Investor,

or Foreign Bank and is registered under the 1940 Investment Advisors Act.

Asits in in , Foreign Person contributed cash equal to 1% of
the Notional Amount and received ordinary shares. In addition, Foreign Person purchased
a Class B warrant from to acquire an additional ordinary shares of
,in consideration of 2 § investment, anda § loan.
“DOCNUM™
G 0010019
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Upon exercise of the Warrant, Investor would own.85% of 's stock
then outstanding. The Warrant remains outstanding until September 30, 2002, a period that at
least covers the purchase and sale or redemption of the shares. The Warrant's strike price is
$53.55 per share, which represents 4.55% of the Notional Amount. At the earliest Warrant
exercise date and at all times thereafter, the Warrant could be either in or out of the money,
depending on the market value of the Foreign Bank shares and other assets held by

on the exercise date.

2. had commi in place to partially finance its share
purchase. Using these financial commitment: purchased the Notional
Amount of shares of Foreign Bank on a foreign stock exchange, at market price. The shares
were held for a 50-day period, and the interest costs were approximately % of the Notional
Amount. has rep d that neither it, nor Foreign Person, own or has
owned, actually or constructively, any other Foreign Bank shares.

3. did the following, in order to protect itself from a significant
drop in price of the shares of Foreign Bank:

(a) wrote 50-day over-the-counter call options on its
Foreign Bank shares on a foreign exchange. The terms of these over-the-
counter call options provided that, to the extent that the daily price of the
Foreign Bank stock increased over certain defined thresholds, additional
premiums had to be remitted to , as the writer of the
options, as discussed below. The premium for such a call was
approximately % of the Notional Amount. The calls were "European-
style” options, and therefore could only be exercised on their date of
expiration.

(b)  Additionally, if the value of the Foreign Bank shares significantly declined
over the term of the call, such call options contained a "knockdown”
feature that provided that the written call option would be rewritten at a
lower strike price. The threshold for the rewriting of the call option's
strike price was at an aggregate price of 95% of the Notional Amount, and,
if breached, the strike price would be rewritten at 90.25%. The premium
for this knockdown feature was taken into account in determining the
initial premium for the call options, as described above in paragraph 3(a).

(c) Embedded within the call option was a digital option feature ("RECAP").
The RECAP option provided for payment of an additional premium to
for each day the share price of Foreign Bank closed
above certain pre-defined thresholds. These thresholds were established to

“DOCHUM
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correspond to a gradual appreciation of the underlying stock price by 10%
over a seven-week holding period. The purpose of the RECAP was to
enable to benefit from its view that the Foreign Bank
share price would gradually rise over the near term. The level for the first
week was 102.5% of the original purchase price of the Foreign Bank
shares. This level rose to 105% for the second and third week. For the
fourth and fifth weeks, the level was 107.5% and 110% for the sixth and
seventh weeks. The aggregate daily additional premium payable to

if the share price exceeded the relevant threshold was
approximately .405% of the Notional Amount. Since the warrant entitles
Investor to acquire 85% of 's shares (which in turn
represent 85% of the net asset value of ), the pro rata
indirect proceeds to Investor were approximately .35% of the Notional
Amount per day that the threshold levels were reached or exceeded. The
cost of the RECAP was taken into account in determining the initial
premium for the call options, as described above in paragraph 3(a).

@ also purchased 50-day put options with respect to
100% of its Foreign Bank shares at an aggregate strike price of 90% of the
Notional Amount. The aggregate cost of these puts was approximately

% of the Notional Amount.

Transaction costs for execution of all the above trades, plus the ultimate sale of the
Foreign Bank shares, have been included in the above prices.

4. As detailed on the attached schedule entitled "Analysis of Investment Activity”
(Exhibit 14), when the trades are viewed omitting the RECAP option, either
makes a ____ % profit if the share price of Foreign Bank stays above the 95% knockdown
threshold, or loses ____% if the threshold is breached. The RECAP recovers its costs if its
thresholds are hit on any six individual days.

Summarizing the transactional structure, started with a cash infusion
of %. Based on the transactions of Day one, received another %
in cash. On Day 50 it owed % in interest and owed either 5% or 10% as the differential
between the purchase price of the shares and its ultimate sale price (either 95 if the original call
was still in place or 90 based on the knockdown call or the put). As such, it either had %
or % left after these trades. had professional fees and expenses of 1.3%
that were payable at this point. The prorated share of the RECAP payout that accrues to Investor
was .35% a day. The RECAP must have hit 20 days (20 x .35 = 7%) for Investor to have had a
value in the greater than its initial investment of 7%. Based on an analysis of
Foreign Bank share prices since January 1, 1991, this would occur 12% of the time. However,
for the three months ended August 13, 1997, this 20-day threshold was exceeded 66% of the
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time. Due to the interplay of the Class A Warrant and the put premiurm, if the RECAP hit less
than 10 days, the amount of the put value would have been less than the RECAP payout. In this
situation, the Investment Manager indicated it would make up any shortfall.

5. On , 1998, Foreign Bank redeemed the Foreign Bank shares held

by , in an independently negotiated transaction. In addition, Investor elected
to put the Warrant on .

6. Simultaneous with the transactions described above, Investor directly invested in
Foreign Bank equity, mirroring the leverage offshore, through the purchase of options on shares
of Foreign Bank. Under this program, the number of options purchased equaled the number of
Foreign Bank shares redeemed by Foreign Bank. In this manner, the number of Foreign Bank
shares owned by Investor has remained constant with the number of such shares owned by

7. On , Investor purchased shares of Foreign Bank, and
held those shares for a period - On » 1998, Investor sold most
of its shares. Approximately % of the Foreign Bank shares have been retained, for long-term
investment, by Investor.

8. Investor has represented that it has pursued this transaction for the dual purposes
of achieving significant tax benefits and making a profit on the transactions. Investor has ’
represented that it would not have implemented these transactions, no matter how great the
potential tax benefit, unless it believed it had a realistic opportunity to make an acceptable profit
in excess of all cash outlays, taking into consideration all transaction costs.

SUMMARY OF OPINION

Based on the facts above, and on the discussion and analysis below, we are of the opinion
that, under current U.S. federal income tax law, it is more likely than not (i.e., there is a greater
than 50% likelihood) that, if challenged by the Internal Revenue Service (the "Service"); Investor

- will be allowed to add 's tax basis of § in its redeemed Foreign Bank
stock to Investor's cost basis in its Foreign Bank stock and options of § in calculating
Investor's capital loss on the sale of its Foreign Bank stock and options. No taxable income
should be recognized by Investor as a result of the redemption of 's Foreign

Bank stock.

The redemption by Foreign Bank of 's Foreign Bank stock should be
treated as a distribution qualifying as a dividend under sections 301 and 316 of the Internal
Revenue Code of 1986, as amended (the "Code” or "IRC"). Foreign Bank has earnings and
profits that are more than sufficient to cover this dividend. The redemption was not an exchange
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{or purposes of Code section 302(a) (or under Code section 1001), because Investor's ownership
" of Foreign Bank stock and options are attributed to ) under the ownership
attribution rules of Code section 318, and none of the four tests in Code section 302(b) are met.
Because no longer directly owns any Foreign Bank shares after the deemed
distribution, its basis in such shares is allocated to Investor’s Foreign Bank stock, pursuant to
Regulations section 1.302-2(c), and to its options under Regulations section 1.61-6.

We also believe that it is more likely than not that the following potential issues (as well
as pending legislation) do not apply to change any of our conclusions stated herein, i.c., the "step
transaction™ doctrine, the "agency” doctrine, the "sham transaction doctrine,” Code sections 269,
482, 1059 and 1091, nor the provisions governing controlled foreign corporations, passive
foreign investment companies or foreign personal holding companies, Further, the capital loss
recognized by Investor upon its sale of the Foreign Bank stock will, more likely than not, be
considered to have a U.S. source. Finally, we conclude that, in the event that any conclusions
stated in this letter are determined to be incorrect, no penalties should be imposed.

ANALYSIS
A. Redemption of 's Foreign Bank shares.

1. Provisions of section 302.

Under section 302(a), a redemption by a corporation of its own stock is treated as a
distribution, in part or full payment in exchange for such stock, if the redemption satisfies one of
the tests of section 302(b). In this event, the redemption will qualify for capital gain treatment
under section 1001, provided the redeemed stock is a capital asset of the stockholder.

1f a redemption does not qualify for exchange treatment, section 302(d) provides that
such redemption is treated as a distribution of property to which section 301 applies. Thus, the
redemption will be treated as a dividend, and taxable as ordinary income, to the extent of the
earnings and profits of the redeeming corporation.

Section 302(b) provides four circumstances under which a redemption qualifies for
exchange treatment: a redemption "not essentially equivalent to a dividend," a redemption which
is a "substantially disproportionate” redemption of stock, a redemption which completely
terminates a shareholder’s interest in the corporation, and a redemption from a noncorporate
shareholder in partiat liquidation of the corporation.

~pocre KPMG 0010023
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T2 Stock ownership attribution rules of section 318.

Under section 302(c), the stock ownership attribution rules of Code section 318 apply in
determining whether the redemption meets one of the four tests of section 302(b). Section
318(a)(3)(C) provides that a corporation is deemed to own all stock owned directly or indirectly
by any person owning 50% or more of the value of its stock ("Related-Party Antribution”).

Under section 318(a)(4), a person owning an option to acquire stock is considered as
owning such stock ("Option Attribution™). The Service has expanded on this rule in Revenue
Ruling 68-601, 1968-2 C.B. 124, which states that warrants are options within the meaning of
sectipn 318(a)(4), and Revenue Ruling 89-64, 1989-1 C.B. 91, which provides that an option
under section 318(a)(4) includes an option only excrcisable afier a period of time have lapsed.

3. Application of sections 302 and 318.

Under the Option Attribution rule, Investor is treated as owning 85% of the equity of

, becanse Investor owns warrants which, if exercised, would rcpresent 85% of
the then issued and outstanding shares of B I is d d to own
more than 50% of 's stock, under the Rclated Pany Reverse Attribution rule
(section 318{a)(3XC)), is in turn treated as owning all of the shares that
Investor actually owns, and is also treated as owning, under the Option
Attribution rule, the Foreign Bank Shares that would be acquired upon exercise of the call
options held by Investor.

Investor acquired ____ Foreign Bank shares and optxons on Foreign Bank shares
(simultaneously with the redempnon of 's Foreign Bank shares). As
such, isd dto own Fomgn Bank stock repn:sentmg the same percentage
of shares that it owned before the redemption, lting in no net reduction in its equity
ownership of Foreign Bank.

In the absence of the attribution rules, would have effected a complete
termination of its interest in Foreign Bank under section 302(b)(3), resulting in exchange
treatment under section 302(a). However, as a result of the attribution rules, ) 's
percentage ownership in Foreign Bank remains the same following the redemption.
Consequently, the redemption does not qualify as a complete termination of ’s
interest in Foreign Bank, nor are any of the other three tests of section 302(b) satisfied.
Accordingly, the redemption should be treated as a dividend distribution from Foreign Bank to

This conclusion is supported by the Supreme Court's decision in U.S. v. Davis, 397 U.S.
301 (1970), where the Court held that the section 318 attribution rules must be applied,

specifically in the case of a section 302(b)(1) issue (redemption not essentially equivalent to a
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dividend). In its decision, the Court reiterated that the attribution mules apply to sections
302(bX2) and (b)(3) (redemption is substantially dispropertionate, or a complete termination of
interest) as well. Furthermore, the decision cited legislative history, holding that the presence or
absence of a tax avoidance motive is irrelevant in considering the characterization of a stock
redemption under section 302(b)(1). This should also hold true for the other categories of
redemptions under section 302(b). The Service has cited Davis, with approval, in numerous
rulings, including Revenue Rulings 80-26, 1980-1 C.B. 66, and 81-289, 1981-2 C.B. 82

Notwithstanding the Supreme Court's decision in Davis, the court in Robin Haft Trust v.
Commissioner, 510 F.2d 43 (st Cir. 1975), rev’g and remanding 61 T.C. 398 (1973),
supplemented, 62 T.C. 145 (1974) held that the attribution rules of section 318 should be
disregarded in testing redemption for dividend equivalency in situations where family hostility is
present. The court reasoned that the presumption of continuing influence over corporate affairs
was negated by family conflict.

However, in Revenue Ruling 80-26, the Service ruled that it will not follow the decision
in Haft. It reasoned that such an interpretation of the mechanical attribution rules was incon-
sistent with the legislative history of section 318 as well as the language and rationale of Davis.,
1n addition, the Service noted that the attribution rules were meant to be mechanical and
objective, in contrast to the confusion of the prior law. The conclusion reached was clearly that
the mechanical determination of attribution must be followed, i mcspecuvc of the facts and
cm:umstances of a particular case.

B. Investor’s basis in Foreign Bank stock.

Because the redemption of all of 's shares is treated as a dividend
distribution, _____. 's basis is not recoverable, as it would have been if the
redemption qualified for exchange As . no longer has actual

ownership of any Foreign Bank shares, absent a specific provision, its basis in the redeemed
shares would "disappear.”

This issue is, however, addressed by Treasury Regulations section 1.302-2(c), which
provides that when stock is redeemed in a deemed distribution, "proper adjustment of the basis of
the remaining stock will be made with respect to the stock redeemed.” In the case where the only
remaining shares owned by the shareholder redeeming its shares are those owned through
attribution, the basis adjustment should be applied to the shares owned indirectly or
constructively. Example 2 of the Regulation demonstrates this result in a Husband/Wife context.

The Example states that when Husband and Wife each own 50% of the stock of a Corporation
and Husband's entire direct holding is redeemed by Corporation in a deemed distribution, the
basis of Husband's redeemed shares is added to Wife's basis in her shares of Corporation.

Both the courts and the Service have accepted this approach. For example, in Levin v.
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Commissioner, 385 F.2d 521 (2d Cir. 1967), the Second Circuit held that a complete redemption
of the taxpayer's directly owned stock in a closely held corporation was a deemed distribution
under section 302(d), because the shares owned by the taxpayer’s son were attributed to her,
under section 318. The court rejected the taxpayer’s argument that this caused her basis to
disappear, resulting in an unconstitutional direct tax, remarking in dicta that the taxpayer's basis
did not disappear, but was added to her son's basis, pursuant to Treasury Regulations section
1.302-2(c).

The Service has extended this rule beyond the family attribution context. In Private
Letter Ruling 8327091, the Service ruled that it was proper to shift the basis from a trust whose
shares were redeemed to the income beneficiaries. While there are no cases addressing the
consequences of transferring basis in the corporate attribution context, we believe that the

Service would have no authority to challenge such a transfer, absent a prospective change in the 7
law or Regulations. ¢

- Commentators have also endorsed this approach. In their treatise, Professors Bittker and
Eustice stated that:

If the shareholder retains no shares after the redemption, the regulations sanction a

transfer of the basis to the shares of a related taxpayer, at least if those shares were
attributed to the redeemed shareholdcr and were, therefore, responsible for the

e redeemed shares against the amount-

received for them. ( Ordinarily. thc tmnsfer of the redeemed shareholder's basis to

shares owned by a ré m is a reasonable adjustment.

B. Bittker & J. Eustice, Federal Income Taxation of Corporations and Shareholders 6th ed., at
1 9.22{2] (footnotes omitted) (emphasis addcd)

Because the Regulations endorsc this approach in a related context and there is no

authority to the contrary, we believe that 's basis in its redeemed shares is
properly allocable to the shares owned by Investor. The only remaining issue is whether there
should be an allocation of the portiori of the basis of 's shares 1o the options in

Foreign Bank owned by Investor, since these options also give rise to the section 318 attribution.
Treasury Regulations section 1.61-6 provides that when a taxpayer disposes of property that is
part of a greater whole, the basis of the whole is allocated between the part sold and the part
retained, in proportion to their relative fair market values. As a result, we believe that Investor

should allocate the basis arising for 's red ] Foreign Bank stock between
Investor's Foreign Bank shares and options, based on their respective fair market values on the
date of the redemption.
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C.  Other issues.

1. should be treated as a shareholder of Foreign Bank.
a. Common law standard.

In the landmark decision Esmark, Inc. and Affiliated Companies v. Commissioner,
90 T.C. 171 (1988), aff'd per curiam, 886 F.2d 1318 (7th Cir. 1989), the Seventh Circuit affirmed
the Tax Court's holding that Esmark’s exchange of subsidiary stock for its own stock qualified
for nonrecognition treatment under then-existing Code section 31'1. Due to liquidity problems,
Esmark decided to restructure by disposing of its stock in Vickers, a wholly owned holding
company. Esmark entered into an agreement with Mobil Oil ("Mobil") that essentially provided -
that Mobil would purchase Esmark shares pursuant to a tender offer. In tumn, Esmark agreed to
redeem the Esmark stock acquired by Mobil in exchange for Vickers stock. The shares of
Esmark were recorded and issued on the day Mobil completed its Esmark tender offer. The
Esrmark shares were then transferred to Esmark in exchange for the Vickers shares, later that
same day.

Relying on section 311 of the Internal Revenue Code of 1954, Esmark did pot report gain
on its transfer of Vickers stock to Mobil Oil in return for its own stock. Section 311, as it then
read, provided that a corporation is not required to recognize gain on a transfer of its property in
a significant redemption of its own stock. The Service urged the court to apply the step
transaction doctrine to the facts and 1o find that Esmark was required to recognize gain since the
stock exchange was part of a prearranged plan. The Service urged the court to focus on the
substance rather than the form of the transaction, viewing the transaction as a sale of Vickers
stock to Mobil for cash, with the sale proceeds being used to redeem Esmark’s stock from its
sharcholders. In rejecting the Sexvice’s argument, the Tax Court found that aithough Mobil's
tender offer was part of a plan, the existence of a plan alone did not justify the application of the
step-transaction doctrine. According to the Tax Court, the Service had not identified any
meaningless or ur y steps that were to be disregarded. The court further found that the
shareholders were more than mere third-party beneficiaries of the agreement between Mobil and
Esmark; they had independent claims against Mobil based on its tender offer. The court also was
unpersuaded by the Service's assertion that Mobil's ownership of Esmark stock was "too
transitory to be recognized for tax purposes,” and concluded that a continuity of interest
requirement was not contained in section 311.

On appeal, the Service argued that the economic realities of the arrangement should be
respected rather than the form of the transaction. According to the Service, Mobil did not
possess any true indicia of ownership and therefore should not be regarded as having held the
Esmark stock for purposes of section 311. Further, the Service argued that Mobil's shareholder
status was incidental to the transaction. The Seventh Circuit affirmed the Tax Court's finding
that Mobil was the beneficial owner of the Esmark shares acquired in the tender offer. The Tax
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Court found that the tender offer and redemption had substance and consequently Mobil was not
to be disregarded as a mere conduit. Accordingly, the court respected the form of the transaction,
including Mobil's status as a shareholder and held in favor of the taxpayer.

In the Esmark case, Mobil was treated as the beneficial owner of Esmark stock although
it owned the stock for less than one day. Clearly then, should be treated as
the beneficial owner of Foreign Bank stock as i@ﬁh’{mpéh stock for at least 45 days and will
have all incidents of ownership during such time: whership of Foreign Bank stock and the
subsequent redemption have economic substance.

Similarly, in Standard Linen Service Inc. v. Commissioner, 33 T.C. 1 (1959), the Tax
Court held that a purchase/redemption transaction was a partial liquidation and not a sale of
assets. In Standard Linen; Alsco Corporation wanted to acquire Model Corporation’s linen
supply assets held by a wholly owned subsidiary. Alsco agreed to purchase Model stock from
Model shareholders with the understanding that it would be allowed to immediately transfer the
stock to Model for the linen supply assets. The Service argued that the steps of the transaction
were interdependent steps in an overall plan which ulimately resulted in a sale of assets by
Model to Alsco. Additionally, the Service argued that Alsco’s ownership of Model's stock was
transitory.

The Tax Court concluded that each step of the transaction should be recognized and given
its full tax effect, and that the real ch of the ion was a sale of stock followed by a
partial liquidation. The analysis of the Tax Court reasoned that the sale of stock had substance,
and that the primary purpose for the sale was that the shareholders wanted to dispose of their
stock interests. As a result, the court noted, the shareholders were entitled to avail themselves of
the opportunity to sell their stock directly to Alsco rather than having their stock redeemed
directly by Model. i ) .o

Revenue Ruling 83-38, 1983-1 C.B. 76 states the Service's position in situations similar
1o the one involved in the Esmark case. The ruling holds that the provisions of former section
311(d) do not apply to a parent corporation’s distribution of subsidiary stock in exchange for
parent stock, when the holder of such parent stock purchased this parent stock not with the intent
of acting as a shareholder of the parent, but with the intent of using the parent stock to obtain the
subsidiary stock in the exchange. However, Revenue Ruling 95-71, 1995-2 C.B 323 has
obsoleted Revenue Ruling 83-38, due to the repeal of section 311(d).

In Revenue Ruling 78-197, 1978-1 C.B. 83, following the Tax Court's decision in
Palmer v. Commissioner, 62 T.C. 684 (1974), aff'd on another issue, 523 F.2d 1308 (8th Cir.
1975), the Service concluded that it will treat a redemption from a charity as resulting in income
to the donor only if the donee is legally bound, or can be compelled by the corporation, to
surrender the shares for redemption. In Palmer, the taxpayer had voting control of both a
corporation and a tax-exempt private foundation. Pursuant to a single plan, the taxpayer donated
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shares of the corporation’s stock to the foundation and then causéd the corporation to redeem the
stock from the foundation the following day. The Service took the position that the substance of
the tr ion was a redemption of the stock from the taxpayer, taxable under section 311,
followed by a gift of the redemption proceeds by the taxpayer to the foundation. Rejecting this
argument, the Tax Court treated the transaction according to its form. The court reasoned that
the foundation itself was not a sham, the transfer of the stock to the foundation was a valid gift,
and the foundation was not bound to proceed with the redemption at the time it received title to
the shares. The court noted that although the redemption was imminently anticipated, the
foundation, and not the donor, was the shareholder that ultimately approved the redemption. As
a result, the foundation and not the donor, was the redeeming shareholder.

Similarly, &J.Lbé) the actual owner of the Foreign Bank shares at the
time of redemption and should be respected as a shareholder of Foreign Bank. Covered call and
put options will be written; giving the parties the option to buy or sell to third parties ats?ecxf ied
prices, but at mﬁoM be any formal or informal agreement 6 undcmandmgthat
Foreign Bank will r s shares (although Foreign-Bank does have a

general stock buy back program, which it executes in accordance with its internal, unpublished,
procedures).

In Revenue Ruling 74-87, 1974-1 C.B. 72, three sharcholders owned shares representing
10% of X corporation. Pursuant to a partnership agreement, the three shareholders contributed
all their shares to a partnership formed by them, in exchange for interests in the partnership equal
10 the value of the stock transferred. Subsequently, as part of an overall plan, X corporation
redeemed its stock held by the partnership, using appreciated real estate on which X corporation's
plant was located, as the payment for its shares. In an arm's-length transaction, the parinership
then leased the real estate back to X corporation for a period of years. The Service ruled thata
transfer by three shareholders of their stock in a corporation, aggregating 10% in value of the
corporation’s stock, to a partnership formed by them will be disregarded, where the partnership
was formed as part of a plan to have the corporation transfer appreciated real property to the
partnership in complete redemption of the aggregate 10% interest.

The Service concluded that the transaction will be treated as a redemption-of each
individual shareholder's stock, followed by a contribution of the appreciated property to the
partnership, resulting in the termination of the sharcholder's interests under section 302(b)3) and
the recognition of gain by the corporation under section 311(d)(1). The Service reasoned that the
ownership of X stock by the partnership was transitory and illusory since, as part of an overall
plan, the partnership surrendered X stock for the property of X corporation. The Service pointed
out that this transitory step must be disregarded as being wholly without substance.
Consequently, the Service treated the transaction as a redemption by X corporation of the stock
held by the three shareholders followed by a contribution to the partnership by the three
shareholders of the real property received upon the redemption of their X stock.
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However, Revenue Ruling 74-87 is not cogent authority for disregarding
as a shareholder of Foreign Bank. First, the ruling predates the holdings set
forth in Esmark and Revenue Ruling 78-197. Furthermore, Revenue Ruling 74-87 disregards the
existence of the partnership as a distinct legal entity, separate and apart from its owner/partners.
Instead, the partnership's income and deductions are treated as directly eamed or incurred by the
partners.

should be treated as a "C” corporation (i.e., "nontransparent” entity)
and as a clearly distinct entity from its shareholders. For example, in Revenue Ruling 88-32, -
1988-1 C.B. 113, Y corporation shareholders transferred their Y shares to 2 newly formed
X corporation in exchange for X shares. As part of the same plan, X sold significant amounts of
the Y stock in which X recognized gain or loss. Thus, X's ownership of the Y stock was
respected and not attributed to the former Y sharcholders. Accordingly, the Service has
demonstrated that it will respect a contribution of stock to a C corporation and the
C corporation's status as a shareholder. Thus, 's ownership of Foreign Bank
stock and its status as a shareholder should be respected. The facts of the instant transaction
make this even more likely since the Foreign Bank stock was not contributed to

» but rather was purchased by directly from Foreign Bank.

In Revenue Ruling 68-388, 1968-2 C.B. 122, the Service ruled that an estate cannot avail
itself of the waiver of attribution provided in section 302(c) by selling its stock to a beneficiary
(the mother of the corporation’s only shareholder), for cash'she receives from a simulianeous
redemption of the stock. The reason for the transfer was to have the mother file a waiver of
attribution agreement, thus qualifying the redemption for capital gain treatment. Under these -
facts, the Service reasoned that the transfer of stock from the estate to the mother, along with the
simultaneous redemption, will for tax. purposes be considered transitory and without economic
substance. Thus, the corporation was considered to redeem the stock from the estate. By
contrast, has substantial economic risk as a shareholder of Foreign Bank (as
will Investor, as'a shareholder and option holder of Foreign Bank). Since, in the instant case,
Foreign Bank is a publicly traded company, which subj and Investor to
risk as shareholders of Foreign Bank, the p case is distinguishable from Revenue Ruling
68-388.

b. "Equity Risk" - section 246(c)(4} and Treasury Regulations
section 1.246-5.

will write call options on the shares it holds in Foreign Bank.
Additionally, will purchase put options on such shares. These measures serve
1o hedge some of the risk of holding Foreign Bank shares, but may raise issues as to
's ownership of these shares for U.S. tax purposes. Nevertheless, applying the
principles found in the dividends received deduction rules, should be treated
as the owner of the Foreign Bank shares.
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A dividend is defined in section 316, in part, as a distribution of property made by a
corporation to its shareholders. Section 243 generally provides a dividends-received deduction-
("DRD") for dividends received by a corporate shareholder. However, section 246(c) denies the
benefits of the dividends received deduction to corporate shareholders that hold the stock of an
investment corporation for 45 days or less during the 90 day period beginning on the date that is
45 days before the date on which the stock becomes ex-dividend, with respect to that dividend.
This arbitrary 45-day holding period indicates Congressional belief, that after a period of 45
days, a taxpayer should be considered a sharcholder for purposes of receiving the DRD with
respect to a particular dividend. As aresult, it reasonably follows that "shareholder” status
should generaily be granted to taxpayers who satisfy a 45-day holding period. Consequently, it
would be difficult to argue that : does not "own" Foreign Bank stock, if

holds Foreign Bank stock for at least 45 days within the 90-day period
bracketing the redemption of the Foreign Bank shares.

- Regulations section 1.246-5 provides for a reduction in the 45-day holding period for any
period during which a taxpayer has diminished its risk of loss by holding positions with respect
to substantially similar or related property. A taxpayer has a diminished risk of loss on its stock
by holding positions with respect to substantially similar or related property if changes in the fair
market values of the stock and the positions are reasonably expected to vary inversely.

Generally, section 246(c)(4) provides that the holding period for stock, for purposes of
the DRD, is reduced for periods where the taxpayer has diminished risk of loss from an option to
sell, or through the granting of an option to buy. However, pursuant to section 246(c){(4) a
"qualified covered call” is not considered an option that diminishes the taxpayer's risk. Further,
Regulations section 1.246-5(c)}(2) provides that an option to seli (a put) that is significantly "out
of the money” should not be treated as diminishing the taxpayer's risk of loss on its stock, unless

the option is held as part of a strategy to sub ially offset changes in the fair market value of
. the stock.

For purposes of section 246(c)(4), a "qualified covered call” is defined as a call option
which is:

() listed on an established securities market;

(i) granted for mc.;rc than 30 days; and

(iii) not deep-in-the-money at the time of issuance.

Treasury Regulations section 1.1092(d)-{(b){(1Xiv) provides that established securities

markets will generally include a foreign securities exchange that, under the law of the
jurisdiction where it is organized, satisfies requirements that are analogous to the regulatory
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requirements under the Securities Exchange Act of 1934. Examples of foreign exchanges that
satisfy the Secretary's requirements are: London International Financial Futures Exchange;
Marche a Terme International du France; International Stock Exchange of the United Kingdom
and the Republic of Ireland; Frankfurt Stock Exchange; and Tokyo Stock Exchange.

Section 1092(c)(4) provides that "deep-in-the-money” means an option having a strike
price lower than the lowest qualified benchmark. For example if Foreign Bank shares could be
written in five (5) dollar increments, shares selling for forty (40) dollars would have options with
strike prices of thirty-five (35), forty (40), and forty-five (45) dollars. Similarly, shares selling
for forty-two (42) dollars would have options with strike prices of forty (40), forty-five (45) and
fifty (50) dollars. The lowest qualified benchmark for options written for a period of not more
than ninety (90) days is generally the highest strike price which is less than the stock price. For
example, when the stock price is forty-two (42) dollars, a less than 90-day option written with a
strike price of forty (40) dollars or more would be a qualified covered call, but an option witha
strike price of thirty-five (35) would not.

's option was written at an exercise price of CHF , which was 95% of
the initial share price, provided that, if on any Exchange Business Day prior to the Expiration
Date, the Closing Price of the shares was equal to or less than CHF per share then the exercise
price would be 90.25% of the initial share price. In evaluating whether this option sufficiently
diminished the taxpayer’s risk, it is important to note the exceedingly high share price of Foreign
Bank. Examples provided in the regulations typically deal with shares with prices ranging
between forty (40) and one hundred (100) dollars. Given that the Foreign Bank shares trade at
prices closer to one thousand (1,000) dollars, it is appropriate to view these examples in terms of
percentage rather than as strict benchmarks. Thus, if the share price is at fifty (50) dollars and
the options are at (45), a 10% discount would satisfy this standard. As such, an option written at
95% of the initial price should not be viewed as sufficiently diminishing risk of loss, and should
be viewed as tantamount to a qualified covered call.

A put option is generally considered significantly "out-of-the-money™ if it is greater than
one benchmark below the current price of the stock. See, by negative inference, Treasury
Regulations section 246-5(c)(2)(i) and Code § 1092(cX4). For Foreign Bank shares, one
benchmark would be at least one hundred (100) Swiss francs ("CHF"). For instance, if the stock

is selling at CHF 1210, an option at CHF 1100 should be considered significantly "out-of-
the-money.” :

On May 27, 1993, the Treasury issued Proposed Regulations section 1.246-5. In the
preamble to the Proposed Regulations, the Treasury indicated that whether a taxpayer has
diminished its risk of loss on stock by holding an option depends on the degree of risk protection
that the option affords. Specifically, Proposed Treasury Regulations section 1.246-5(b)(3)
provided that "an option diminishes the taxpayer's risk of loss on its stock if decreases in the fair
market value of the stock are expected to be offset substantially by increases in the fair market
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value of the option.” Typically, this situation will generally occur only when an option to sell is
*in-the-money.” The proposed regulation went on to state that options to sell that are
significantly "out-of-the-money” will not be treated as diminishing the taxpayer’s risk of loss on
its stock.

Proposed Treasury Regulations section 1.246-5 was finalized by Treasury on May 17,
1995. The final regulations maintain the language that "an option to sell that is significantly out
of the money does not diminish the taxpayer’s risk of loss on its stock.” Treasury Regulations
section 1.246-5(c)(2) did, however, add a further caveat, i.e., where an "out-of-the-money”
option is held as part of a strategy to substantially offset changes in the fair market value of the
stock, the Treasury can consider that option to reduce the taxpayer’s risk. Although Treasury has
indicated that a determination needs to be made on a case-by-case basis (and cases have yet to
interpret what would be considered to be a strategy under Treasury Regulations section
1.246-5(c)(2)), some guidance may be derived from prior rulings and cases.

In Revenue Ruling 80-238, 1980-2 C.B. 96, the Service held that where the taxpayer is
not in a risk-free position, or where the element of investment risk is not greatly reduced or
eliminated (for example in the case of "in-the-money” call options), the DRD holding period
should not be reduced. Although this ruling was issued prior to Treasury Regulations section
1.246-5(c)(2), it captures the spirit of section 1.246(c)}4): which is that where a taxpayer is not
in a risk-free position, or in situations where the element of investment risk has not been greatly
reduced, the DRD should be available. For example, if the taxpayer were to write a call option
and sell a put ("forward conversion™) at the same strike price, the taxpayer would be shielded
against loss regardless of the movement of the stock. Essentially, the call and put options would
function as a synthetic short position and insulate the long position, analogous to a "short-
against-the-box” transaction. For example, in Progressive Corpomation v. U.S., 970 F.2d 188
(6th Cir. 1992), it was determined that the taxpayer’s holding period for purposes of the DRD
should be reduced for the period that the taxpayer held forward conversions on shares of stock
where dividends were paid. However, where the taxpayer purchases an out-of-the-money option
to sell, without writing a call option with the same strike price, a degree of risk exists such that
the taxpayer is subject to loss and therefore the holding period should not be reduced.

Additionally, the plain language of section 246(c)3) was enacted to reduce a taxpayer's
holding period for any period during which the taxpayer is in both a long and short position. S.
Rep. No. 85-1983, at 28-29 (1958), 1958-3 C.B. 922, 949-50. See also Treas. Reg.

§ 1.246-3(d)(2), not amended to reflect changes made by Pub. L. Nos. 99-514, 98-369. This
would lend support to the assertion that the types of transactions to which Treasury Regulations
section 1.246-5 was intended to apply are those where the taxpayer is substantially free of risk,

either as a result of entering into a short position or by substantially creating a synthetic short
position.

In the proposed transaction, will hold the Foreign Bank stock for more
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than 45 days. Thus, should be considered a shareholder under the criteria
established by Congress for a taxpayer to be considered a shareholder for purposes of the
dividends received deduction. Further, 's holding period should not be
"olled” due to its hedges since the hedges involved do not fall within the definition of a
diminished risk of loss as set forth in section 246, in conjunction with the definitions set forth in
section 1092 and the regulations thereunder.

2. Application of the step transaction doctrine.

The step transaction doctrine is a judicially created concept, which treats a series of
separate steps as a single transaction when the steps are considered integrated parts of a single
plan. The purpose of the step transaction doctrine is to prohibit the breaking down of an
integrated transaction into independent steps or, conversely, to combine separate steps in
determining tax conseq The sut of each of a series of steps is recognized and the
step transaction does not apply, if each step has independent economic significance, is not
subject to attack as a sham, and is undertaken for valid business purposes.

If the step transaction doctrine were to be applied to the present situation, Foreign Bank's
redemption of its stock held by and Investor's disposal of its Foreign Bank
stock and options might be integrated into a single transaction. As a result, the holdings of
Investor would not be attributed to ___when determining the treatment of

. 's redemption under section 302. Without the attribution of Investor’s stock
and options, 's redemption would be a complete termination of its interest in
Foreign Bank and would qualify as an exchange under section 302(b)(3). This would absorb

’s basis in its Foreign Bank stock, leaving none to be allocated to Investor’s
‘Foreign Bank shares.

A seminal step transaction doctrine case is Zenz v. Quinlivan, 213 F.2d 914 (6th Cir.
1954). In that case, the taxpayer wished to sell her stock in a corporation in which she was the
sole stockhelder. Because the buyer did not want to purchase all of her stock, they agreed that
she would sell him part of her stock and the corporation would redeem her remaining shares.
While the district court held that the distribution of substantially all of the eamnings and surplus
of a corporation was essentially equivalent to a dividend, the Sixth Circuit reversed and found
that the redemption and sale steps were part of an integrated plan to liquidate the taxpayer's

holdings in the corporation, and therefore, the redemption was not essentially equivalent to a
dividend.

While courts have not agreed on a single test or standard for determining when and how
1o apply the step transaction doctrine, there have developed three tests. These are the "binding
commitment” test, the "mutual interdependence” test, and the "end result” test.
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a. Binding commitment test.

The binding commitment test, introduced in Commissioner v. Gordon, 391 U.S. 83
(1968), is the most narrow of the tests. Under this standard, steps are integrated when a binding
commimes! js present. Otherwise, courts will usually apply one of the other tests. Because.
there will norbe any agreements between or among the parties in the transaction (i.e., between
Investor,” , and Foreign Bank), this test should not apply.

b. Mutual interd endence test.

The mutual interdependence test requires inquiry as to whether, on a reasonable
interpretation of objective facts, the steps of a series of transactions are so interdependent that the
legal relations created by one transaction would have been fruitless without a completion of the
series. See King Enterprises, Inc. v. U.S., 418 F.2d 511 (1969). In Associated Wholesale
Grocers, Inc. v. U.S., 927 F.2d 1517 (10th Cir. 1991), the court applied the mutual
interdependence test to integrate the jons then at issue. The facts in that case involved
the taxpayey’s sale, by means of a taxable merger, of a subsidiary (which owned stock of 2
second-tier subsidiary and other assets) to an unrelated corporation, followed immediately by a
purchase by the seller of all the assets previously owned by the merged subsidiary, except for the
stock of the second-tier subsidiary. The taxpayer characterized the two transactions in
accordance with their form and recognized a loss on the taxable merger. The Service, by
integrating the two transactions, characterized the transactions as a liquidation of the subsidiary
on which no loss was recognized by the taxpayer. In holding for the Service, the court found that

- the merger step was entirely contingent on the sale of assets, as evidenced by the fact that the
Agreement of Merger stated that it would terminate if the Plan of Reorganization (the terms of
which included the sale of assets step) was not effectuated. The court also based its holding on
the short period of time betwzen the steps, because virtually no time passed between the
effectiveness of the steps.

In American Bantam Car Co. v. Commissioner, 11 T.C. 397 (1948), the Tax Court
refused to apply the step transaction doctrine in holding that a transfer of property to a controlled
corporation was tax-free even though the transferors were subsequently divested of the requisite
controlling ownership i through assig; of shares to underwriters. Shares of common
stock were to be transferred to the underwriters upon their placement of preferred stock in the
corporation. The court distinguished two prior cases in which the mutual interdependence test
was used to apply the step transaction doctrine. In the prior cases, the assignment of shares
received in a reorganization was not discretionary and the taxpayer was bound unconditionally.
In American Bantam Car, however, the taxpayers had complete ownership of the shares received
and the subsequent assignment was merely part of a general plan. The court stated that "[a]t
most, there was an informal oral understanding of a general plan contemplating the organization
of a new corporation, the exchange of assets for stock, and marketing of preferred stock of the
new corporation to the public.” 1d. at 405. A mere informal oral understanding of a general plan
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is insufficient to result in the application of the step transaction doctrine.

In McDonald's of Iilinois v. Commissioner, 688 F.2d 520 (7th Cir. 1982), the Seventh
Circuit reversed the Tax Court's holding that the transactions at issue should not be stepped
together. The taxpayers merged their restaurant franchises into McDonald's in exchange for
McDonald's stock which was unregistered when received but would be registered (and, hence,
transferable) shortly thereafter, While the taxpayers fully intended to and eventually did dispose
of their McDonald's stock, they were under no legal obligation to do so. McDonald's, desiring a
stepped up basis in the assets acquired, argued that the step transaction doctrine was applicable
and, therefore, the continuity of interest requirement for réorganization was not satisfied. The
Tax Court in McDonald's of Zion v. Commissioner, 76 T.C. 972 (1981) had applied the mutual
interdependence test and held that the discretionary nature of the sale by the taxpayers and the
fact that the merger was not contingent on the subsequent sale indicated that the transactions
were not interdependent. The Seventh Circuit reversed, stating that the Tax Court's interpretation
of the mutual interdependence test looked more like the binding commitment test. Instead, the
court applied the step transaction doctrine to combine the merger and the subsequent sale
b the facts indicated that the merger would not have taken place if the taxpayers would not
have been able to dispose of their stock.

The facts in Penrod v. Commissioner, 88 T.C. 145 (1987) also involved the acquisition
by McDonald's of franchises in exchange for McDonald's stock. The key difference from
McDonald's of Zion was that the taxpayers did not originally intend to dispose of their stock.

The court rejected the Service's claim that the merger and subsequent sale should be stepped
together. The court looked at the intent of the parties in applying the mutual interdependence test
and held that the step transaction doctrine did not apply.

" We do not believe that the steps in the instant transactions would be found to be mutually
interdependent. In Associated Wholesale Grocers, the step transaction was applied because the
sale contract stated that it would terminate if the merger was not effected and because there was
virtually no time between the steps. In the instant situation, the redemption transaction occurred
whether or not Investor disposed of its Foreign Bank stock and options, and is independent
thereof. Also, although the transactions did occur within a relatively short period of time,
Investor has held some Foreign Bank stock, and it is anticipated that Investor will continue to
hold the Foreign Bank stock for an indeterminately long time period. Moreover, as in American
Bantam Car, had complete ownership of the Foreign Bank shares and any
subsequent purchase of Foreign Bank shares by Investor cannot be said to have been more than
part of a general plan. Not only was Investor not bound to directly purchase or sell Foreign Bank
stock and options, Investor could have decided never to make a direct investment in Foreign
Bank stock and options (because, for example, it did not expect the Foreign Bank stock price to
have the potential for future appreciation). Although Investor would gain a tax benefit from a
direct investment in Foreign Bank stock and options purchased when stock
was redeemed, it cannot be said that the investment in Foreign Bank by
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would have been fruitless without that parallel investment made by Investor, and vice versa, At
most, there was an informal, oral understanding of a general plan, which included the option that
Investor could also make a direct investment in Foreign Bank. Furthermore, as stated above,
there were no formal or informal agreements, which made the transactions dependent or
contingent'on each other. Unlike McDonald's of Zion, it cannot be said that ’s
investment in Foreign Bank stock or the subsequent redemption would not have taken place
without Investor's investment in Foreign Bank. Finally, Investor was under no compulsion to
buy or sell its Foreign Bank shares and options.

It should be noted that the Service, in Revenue Ruling 79-250, 1979-2 C.B. 256, added an
additional "business purpose” element to the mutual interdependence formulation, i.e., each step
must be undertaken for a separate business purpose. This ruling has since been modified by
Revenue Ruling 96-29, 1996-1 C.B. 50 which emphasizes that the central holding in Revenue
Ruling 79-250 is the unique status of reorganizations under section 368(a)(1)(F) and that
Revenue Ruling 79-250 is not intended to reflect the application of the step transaction doctrine
in other contexts. The courts have also been inconsistent in the degree to which they have
analyzed or even acknowledged the importance of business purpose in the step transaction
analysis. See Associated Wholesalers, supra. Because each of the transactions undertaken by the
parties is supported by a reasonable expectation of profit, we believe that if business purpose was
analyzed in this context, this could only reinforce a conclusion that the steps are not
interdependent. : ’

c. End result test.

The "end result” test, which is the most frequently used of the three tests, combines
purportedly sep business tr ctions into a single transaction when it appears that they are
really component parts of a single transaction, intended from the outset to be taken for the
purpose of achieving the ultimate result. This test makes intent a necessary elément for the
application of the step transaction doctrine. See Brown v. U.S., 782 F.2d 559 (6th Cir. 1986).

i Application in redemption transactions.

. The cases dealing with stock redemptions have applied this test, finding an integrated
transaction when "the redemption oceurs as part of a plan which is firm and fixed and in which
the steps are clearly integrated.” Niedermeyer v. Commissioner, 62 T.C. 280 (1979); Leleux v,
Commissioner, 54 T.C. 408 (1970); Bleily & Collishaw v. Commissioner, 72 T.C. 751 (1979).
The fact patterns in many of these cases address whether shareholders involved in several
different redemptions of their stock have had in place an integrated plan with respect to such

redemption, causing such sharcholders to qualify for sale treatment with respect to the
redemptions.

In Bleily & Collishaw, the taxpayer corporation, a construction contractor, owned 30% of
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a subcontractor with which it did business. The other shareholder of the subcontractor wanted
sole control and taxpayer agreed to seli all of its shares to the corporation. The subcontractor did
not have enough cash to repurchase the shares at the time, but expected to earn sufficient funds
over the next six months. The parties agreed that the subcontractor would repurchase all of the
stock held by taxpayer as funds became available. In integrating the transactions, the court held
that there was a firm and fixed plan to redeem all of taxpayers shares and upheld the taxpayer's
exchange treatment on each partial redemption transaction.

Roebling v. Commissioner, 77 T.C. 31 (1981) involved the redemption of a company's
preferred stock as part of a recapitalization. To this end, the company redeemed a set number of
shares each year. The taxpayer offered to and did have a portion of her shares redeemed each
year to the extent that other preferred shareholders did not offer their shares for redemption. A
provision to this effect was included in the corporation’s articles of incorporation. The Tax Court
found that there was a firm and fixed plan to redeem all of the shares of taxpayer, and upheld the
taxpayer's exchange treatment.

The courts have found a series of redemptions to be part of a single integrated plan in
other cases, including U.S. v, Carey, 289 F.2d 531 (8th Cir. 1961); Tiffany v. Commissioner,
16 T.C. 1443 (1951); Monson v. Commissioner, 79 T.C. 827 (1982); and Howell v.
Commissioner, 26 T.C. 846 (1956). In all of these cases, a complete termination of the
taxpayer's interest was the end result of the transactions and capital gain treatment was
appropriate. In Howell, where some of the taxpayers did not have a complete termination,

however, a fixed and firm plan was not found, and those shareholders received dividend
treatment,

In many other redemption cases, the courts did not find a fixed and firm plan. In .
Niedermevyer, taxpayers owned a portion of the common stock and preferred stock of a closely
held corporation. They sold their common stock to a corporation which was controlled by their
sons. Three months later, they donated their preferred stock to a charity, as they had done
previously. The taxpayers claimed that these dispositions effected a complete termination of
their interest in the corporation and should be integrated into a single transaction. The Tax Court
disagreed, finding that there was no indication of a fixed and firm plan in this case. The court
said that while a plan does not "need to be in writing, absolutely binding, or ¢ icated to
others,” such factors tend to show a plan which is fixed and firm.

In Leleux, the court reached a similar conclusion. Following an accident for which the
corporation faced potential liability, taxpayers decided to redeem as much of their stock as
possible. While the parties never adopted a formal plan, taxpayers claimed that there was a
"gentleman’s agreement” to redeem their stock. Over a three-year period, a series of redemptions
occurred which decreased taxpayers' interest in the corporation from 86.3% to 53.5%. However,
the court held that the redemptions were essentially equivalent to a dividend, because there was
not a fixed and firm plan with clearly integrated steps. In addition, the court noted that there was
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a lack of intent to terminate the sharcholders' interest.

In Johnson v. Commissioner, 78 T.C. 564 (1982), the taxpayer owned stock ina
corporation that underwent a reorganization following a dispute between its two major
shareholders. As part of the reorganization, taxpayer received new common shares and a large
cash distribution. In addition, the agreement between the two major shareholders required one of
the major shareholders to tender an offer to purchase the new common shares of all of the other
shareholders. The other major shareholder was required under the agreement to tender its stock
pursuant to this offer. Taxpayer, however, decided to sell a portion of his new common stock to
the major sharcholder and tried to characterize the income from the reorganization and sale as
deriving from a single transaction. The Tax Court held that these transactions were not part of an
integrated plan because the taxpayer was under no obligation to tender his shares.

Other cases in which the court refused to find an integrated plan include Benjamin v,
Commissioner, 66 T.C. 1084 (1976) and Johnston v. Commissioner, 77 T.C. 679 (1981).
However, Niedermeyer is significant as the only case where the court refused to integrate the
steps of a transaction when a complete termination of interest occurred.

The Service has ruled on this issue as well. In Revenue Ruling 77-226, 1977-2 C.B. 90,
taxpayer corporation purchased $1 million of shares in X corporation following X corporation's
announcement that it would repurchase its shares. X corporation then redeemed 20% of the

* purchased shares, and taxpayer reported the proceeds as a dividend and claimed a dividends
received deduction. Two weeks later, taxpayer sold the remaining shares on the open market,
claiming a capital loss due to the carryover of basis from the previously redeemed shares.
Without explanation, the Service held that these two transactions were part of an integrated plan,

and must be considered together. Accordingly, the taxpayer was denied the dividends received
deductions and suffered no loss on the later sale.

The step transaction doctrine was also applied in General Counsel Memorandum 39290,
where taxpayer purchased $3 million in shares of a merger target and then surrendered his stock
for $1.5 million cash and $2 million in acquirer stock pursuant to the merger. Taxpayer
characterized the $.5 million in gain as a dividend eligible for the dividends received deduction.
Taxpayer then sold its remaining stock within three months on the open market for an amount
roughly equal to its basis. Taxpayer had engaged in a pattern of similar transactions in prior
years. The Service ruled that the facts show that the taxpayer had the intent to dispose of all of
its shares soon after the merger and therefore, the transactions should be integrated. In support of
this conclusion, the Service noted that mast of the gain was from the dividend that it claimed it
received, while the gain, if any, from an increase in the price of the stock would be "minuscule.”

Both Revenue Ruling 77-226 and GCM 39290 ignore the fact that the sales following the
redemptions were voluntary and thus unrelated. Both fact pattems are similar to the facts in
Johnson where the taxpayer sold some of the stock received in a recapitalization. The court there
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held that there were separate transactions because the taxpayer was under no obligation to
redeem his shares; so should the taxpayers in Revenue Ruling 77-226 and GCM 39290.
Arguably, the result in GCM 39290 would have been different, had the taxpayer's past conduct
not indicated the existence of a plan.

iN Application to instant transaction.

‘Whether the end result formulation of the step transaction doctrine is applicable tumns on
whether the transactions entered into by . and Investor are part of a "fixed and
firm" plan such that they should be integrated into a single transaction. The case law does not
provide any absolute standards as to what constitutes a fixed and firm plan, but provides some
guidance. While a formal written plan is not required (Niedermeyer), a mere "gentleman's
agreement” is insufficient to find a fixed and firm plan (Lelewx). However, as the decisions in
Esmark and Standard Linen make clear, the existence of a plan alone does not justify the
application of the step transaction doctrine.

1n general, the intent to act in accordance with a plan is important. This intent can be
demonstrated by Jooking at whether the transactions have an independent business purpose. If a
transaction does not have economic significance apart from another tr ion, this is evid
that the transactions were intended to be part of an integrated plan. On the other hand, the fact
that the transactions have an independent economic significance should generally be supportive,
although not conclusive, that the step transaction doctrine does not apply. We believe that the
transactions entered into by Investor should be treated as having independent economic
significance.

The courts and Service also consider the past and present actions of the parties to be
indicative of a plan. In GCM 39290, the Service relfied heavily on the past conduct of the. .
taxpayer in finding the existence of a plan. In Niedermeyer, where the taxpayer had made
sporadic charitable contributions, the court refused to find the existence of a plan. The court in
Leleux pointed out that the corporation did not take action to formalize the plan, as it could have

Generally, the cases in which a plan was found involved taxpayers whose actions were in
accord with the existence of a plan. In Roebling, the taxpayer and the redeeming corporation
built the plan into the corporation’s articles of incorporation. They then acted in conformity with

the plan, over a 12-year period. The parties in Bleily & Collishaw agreed on a course of action
and acted in accordance with that plan.

Here, there is no history of conduct among the parties to indicate that they were acting in
accordance with a plan. Furthermore, Investor did not liquidate its entire holdings in Foreign
Bank and still has the benefits and risks associated with the ownership of those shares. Because
neither Investor nor was under any obligation to have its shares redeemed or
to sell its shares, the independence of the redemption transaction should be respected.
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Another distinguishing factor from all of the cases and rulings cited above. is that two
different taxpayers sold their stock in two distinct transactions. The step transaction doctrine is
generally not applicable to contemplate the attribution of one sharcholder's disposition to a
related shareholder under the attribution rules of section 318. This argument is supported by the

fact that the redemption from preceding the sale by Investor has independent
economic significance.

Based on the above analysis, we believe it is more likely than not that the step transaction
doctrine should not apply to the transactions entered into by Investor and

3. Application of the agency doctrine.

Under the agency doctrine, if applicable, would be recharacterized as
Investor's agent in effecting the various transactions. would be treated as a
mere representative of Investor, and its actions would lack independent significance.
Consequently, Investor would be deemed the true owner of the Foreign Bank stock purchased by

. Investor would be deemed to have received the constructive dividend
received by

The Supreme Court has addressed the issue of whether an agency relationship existed and
affected tax results of a transactior in a number of cases. In Commissioner v. Bollinger,
485 U.85. 340 (1988), a taxpayer engaged in rental real estate development, both in an individual
capacity and through a series of partnerships. Since state usury law limited the rate of interest
that could be charged to non-corporate debtors, at the request of the taxpayer, Bollinger formed a
wholly owned corporation to be the nominal borrower. An agreement provided that the
corporation would hold title to the property as the partnership's nominee and agent solely to
secure financing. The partnership had sole control of and responsibility for the property and was
the principal and owner during financing, construction and operation. The corporation itself had
no assets, liabilities or bank accounts. In every case, the lenders regarded the partnership as the
owner of the property and were aware that the corporation was acting as an agent of the
partnership in holding record title. Further, the partnerships reported the income and losses
generated by the property on their partnership tax retums and actively managed the properties.

Using the six-part test established in National Carbide v. Commissioner, 336 U.S. 422
(1949), the Supreme Court held that the corporation was a bona fide agent of the taxpayer and
partnerships and rejected the contention of the Service that the corporation was the true owner of
the real estate developments. The six "National Carbide factors” applied were:

(1)  whether the corporation operates in the name and for the account of the
principal;
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(2)  whether the agent corporation binds the principal by its actions;

(3)  whether the corporation transmits money received for the account of the
principal to the principal;

(4)  whether the receipt of ihcome is attributable to the services and assets of
the principal and not the agent;

(5)  whether the corporation is a true agent; that is, whether its relations with
its principal are dependent on the latter’s ownership of the agent; and

’ (6)  whether its business purposes are the carrying on of the normal duties of
an agent.

The Court found that the genuineness of the agency relationship was adequately assured
in this instance because (1) the relationship was set forth in a written agreement at the time each
development was begun; (2) the corporation acted as an agent and not principal with respect to
the development for all purposes; and (3) the corporation held itself out as an agent and not as
principal in all dealings with third parties related to the assets.

In Cottage Savings v. Commissioner, 499 U.S. 554 (1991), the taxpayer was a savings
and Joan association which had large unrealized losses from its portfolio of long-term, low-
interest home mortgages. Due to regulatory constraints, the taxpayer was unable to sell the loans
without the risk that the resulting losses would result in regulatory closure of the savings and
loan. As an alternative, the taxpayer’s regulator proposed that the taxpayer trade participation in
varjous mortgages in their loan portfolios with other savings and loans with the intention that
such trades would be treated as recognition events for federal income tax purposes. As a result,

the taxpayer traded a package of participation interests in its loan portfolio for similar interests in
the portfolios of four other savings and loans.

The Service contended that the trades were not tax recognition events, arguing in part that
the trades had no economic effect. The Service argued that the taxpayer's partners in the trade
were merely acting as its agents resulting in the taxpayer retaining de facto ownership in the
"wransferred” interests. In finding for the taxpayer, the Supreme Court held that the transactions
did have economic effect because (1) there was no evidence that the parties had acted other than
at arm's length and (2) the taxpayer had not retained de facto ownership. The Court reasoned that
because the mortgages traded involved different mortgagors and different properties securing the
mortgages, there was in fact an exchange of legally distinct propemcs giving rise to a rue
economic effect for tax purposes.

In a recent case, Northern Indiana Public Service Co. v, Commissioner, 97-1 US.T.C.
450,474 (7th Cir. 1997), the Seventh Circuit Court of Appeals addressed the agency issue as

oo KPMG 0010042

Proprietary Material
Confidentiality Requested



1014

July 2, 1998
Page 25

well. Atissue was whether a foreign subsidiary of the taxpayer carried on sufficient business
activity so as to require separate recognition of its borrowing and lending transactions with its
parent company, which would resuit in tax exempt treatment under the U.S./Netherlands tax
treaty. The Service took the position that the treaty was inapplicable, claiming that the
subsidiary was a mere conduit or agent in the borrowing and interest paying process. The Tax
Court rejected the Service's argument and held that the subsidiary was cognizable for tax
purposes and, therefore, the payments were tax exempt under the treaty.

In affirming the decision, the Court of Appeals approved the Tax Court's reliance ona
line of cases, discussed below--Moline Properties v. Commissioner, 319 U.S. 436, Hospital
Corp. of America v. Commissioner, 81 T.C. 320, Ross Glove Co. v. Commissioner, 60 T.C. 569,
Bass v. Commissioner, 50 T.C. 595, Nat Harrison v. Commissioner, 42 T.C. 601--for the
principle that "so long as a foreign subsidiary conducts substantive business activity-even
minimal activity--the subsidiary will not be disregarded for federal tax purposes, notwithstanding
the fact that the subsidiary was created with a view to reducing taxes.”

In Moline Properties, supra, petitioner sought to have gain on sales of its real property
treated as the gain of its sole stockholder, and its corporate existence ignored as merely fictitious.
The corporation was originally organized as a security device in connection with realty owned-

by the sole shareholder. The activities of the corporation included assumption of a certain
obligation of the sole shareholder, the defense of certain condemnation proceedings and the
institution of a suit regarding property. The expenses of the suit weré paid by the sole
shareholder. Petitioner corporation had no books or bank accounts and owned no other assets.
In holding that the corporate entity was to be respected, the court stated:

‘Whether the purpose be to gain an advantage under the law of the state of
incorporation or to avoid or to comply with the demands of creditors or 1o serve
the creator’s personal or undisclosed convenience, so long as that purpose is the
equivalent of business activity or is followed by the carrying on of business by the
corporation, the corporation remains a separate taxable entity.

Hospital Corp. of America, supra, involved a Cayman Islands subsidiary created to
negotiate and perform a management contract with a Saudi Arabian Hospital. The Service
contended that this was a sham corporation and should be disregarded for federal tax purposes.
‘The Tax Court held that the use of a separate corporation for ease of assignment of responsibility
or for keeping a separate accounting of the profits is a valid business purpose. Further, the
corporation actually carried on "some minimal amount of business activity” in the year in
question, and its identity was recognized by third parties. As a result, the court held that the
corporation should be respected for federal tax purposes. Similarly, in Ross Glove Co., supra,
the Tax Court held that a Philippine corporation was organized for the valid business reasons of
manufacturing and accumulation of funds for foreign expansion and, therefore, was to be
respected as a distinct entity.
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In the seminal case of Court Holding Co., 324 U.S, 331 (1945), the taxpayers’ wholly-
owned corporation negotiated for the sale of an apartment house, which was the sole asset of the
corporation. Upon determining that a significant two-level tax liability would be triggered from
the sale of the apartment house by the corporation and distribution of the proceeds to the two
shareholders, the corporation distributed the apartment house to the shareholders as a tax-free
liquidating distribution (as permitted under then-current law), who then immediately sold the
apartment house to the ultimate purchaser, and reported only one level of taxable gain. However,
the Supreme Court imposed a second level of taxation by imputing the gain on sale of the

property to the corporation under a conduit analysis pursuant to the followmg often-quoted
language from the court's opinion:

"The incidence of taxation depends upon the sub ofan ion. The tax
consequences which arise from gains from a sale of property are not finally to be
determined solely by the means employed to transfer legal title. Rather, the
transaction must be viewed as a whole, and each step, from the commencement of
negotiations to the consummation of the sale, is relevant. A sale by one person
cannot be transformed for tax purposes into a sale by another by using the latter as
a conduit through which to pass title.”

324 U.S. at 334. Although Court Holding specifically addressed the avoidance of two levels of
tax by distribution of property from a corporation to its shareholders immediately priof to
consummation of a previously negotiated sale, the rationale set forth by the Supreme Court has
been applied on an equal basis to property contributed by controlling shareholders to a
corporation for purposes of offsetting anticipated gain on an immediate sale of the property by
the corporation with accumulated net operating losses ("NOLs") of the corporation. See

Abbott v. Commissioner, 23 T.C.M. (CCH) 445, affd per curiam, 342 F.2d 997 (5th Cir, 1965);
Palmer v. Commissioner, 44 T.C. 92 (1965), aff'd per curiam, 354 F.2d 974 (1st Cir. 1965).

’ Here, the Service may seek to argue under Court Holdings that Investor should be treated
as the "true” seller of Foreign Bank s!ock redeemed from

Notwithstanding the potentially broad application of the rationale of the Court Holding,
Abbott and Palmer line of cases, the Tax Court in Rollins v. Commissioner made clear that "{t}he
conduit analysis does not mean that a controlling shareholder can be taxed on the gain from the
sale of property where the corporation has actually sold the property following a genuine
contribution of the property.” See Rollins v. Commissioner, 66 T.C.M. (CCH) 1869, 1891
(1993); Anderson v. Commissioner, 92 T.C. 138, 164-165 (1989). This normally leadsto a
three-party inquiry when a corporation sells property "contributed” 10 it by one of its
shareholders, viz. (1) whether the sharcholder controls the corporation; (2) whether the
corporation actually sold the property; and (3) whether the contribution of the property to the
corporation was genuine.
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Here, Investor at no time "controls” «+___(Investor holds the Warrant with
respect to but such Warrant does not entitle it to vote or otherwise exercise
control), bought the Foreign Bank stock with substantially all its own funds
and then later sold the Foreign Bank stock, receiving the proceeds therefrom for its own account.
Investor did not "contribute” the Foreign Bank stock to . Thus, a Court

Holding argument seems entirely misdirected.

In Bass, supra, the Tax Court, using the "ground rules” established in Moline Properties
and National Carbide, held that the corporate entity established by the taxpaycr was to be
respected. According to the court, such rules are established by

innumerable court decisions, which make it clear that a taxpayer may adopt any
form he desires for the conduct of his business and that the chosen form cannot be
ignored merely becanse it results in a tax saving. However to be afforded
recognition, the form must be a viable business entity, that is, it must have been

formed for a sub ial busi purpose or lly engage in a substantive
business activity.

Nat Harrison, supra, also involved a contention by the Service that a corporate entity
should be disregarded. In its opinion, the Tax Court stated that "[w}hether the primary reason for
its existence and the conduct of business was to avoid U.S. taxes or to permit more economical
performance of contracts through the use of native labor, or a combination of these and other
reasons, makes no difference in this regard. Any one of these reasons would constitute a valid

business purpose for its existence and conduct of business as long as it actually conducted
business.”

Based on the above line of reasoning, the Northern Indiana court went on to state that
"these cases engender the principle that a corporation and the form of its transactions are
recognizable for tax purposes, despite any tax avoidance motive, so long as the corporation
engages in bona fide economically based business transactions.”

In conclusion, it is unlikely that an application of the National Carbide agency factors to
the instant transaction would result in a finding of agency. In the instant case, no indicia exist of
a principal/agent relationship between Investor and . Investor,

and Foreign Bank will act independently of one another.
will not operate in the name of Investor, has no authority to bind Investor by its actions, will not
transmit or receive funds on behalf of Investor, will not receive income attributable to services or
assets of Investor, and will not act as a true agent or have as its business purpose the carrying out
of normal duties of an agent. - Furthermore, unlike the facis in Bollinger, where a written
agreement 10 act as agent existed, there are no agency agreements involved and no party will act
as the agent of another or hold itself out as'an agent in dealings with third parties. Moreover, as
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in Cottage Savings, there is no question that the parties are acting at arm’s length and that the
transactions between them have both Jegal and economic significance. Finally, consistent with
the facts in Northern Indiana and related case law cited therein, will carry on
substantive business activity in the form of its purchase and hedging of Foreign Bank shares.
Thus, we are of the opinion that the agency doctrine should not be applied to the anticipated
transactions.

4. Sham transaction/economic substance doctrine.

Transactions baving no purpose or effect other than to reduce taxes will not be recognized
for tax purposes. However, transactions which have a business purpose and economic substance
will be respected, nommhstandmg a taxpayer's purpose to reduce taxes.

In Frank Lyon Co. v. United States, 435 U.S. 561, 583-84 (1978), state and federal
regulations precluded a bank from financing its headquarters building by conventional means.
Therefore, according to a plan, the Frank Lyon Co. obtained the financing, took title to the
headquarters building, and leased it back to the bank. The bank's rental payments were equal to
Frank Lyon’s principal and interest payments on the mortgage. The bank had an option to
repurchase the building by taking over the mortgage and paying Frank Lyon's $500,000 initial
investment. Focusing in large part on the fact that Lyon alone (and not the bank) was liable on
the promissory notes, and that such obligation exposed the well-being of Lyon's business to real
and substantial risk, the Supreme Court held that "where, as here, there is a genuine multiple-
party transaction with economic substance that is compelled or encouraged by business or
regulatory realities, that is imbued with tax independent considerations, and that is not shaped
solely by tax-avoidance features to which meaningless labels are attached, the Govermnment
should honor the allocation of rights and duties effectuated by the parties.”

Following Lyon, the courts have applied a two-part test to determine whether a
transaction should be disregarded as a sham. .In order for a transaction to be disregarded, "the
court must find that the taxpayer was motivated by no business purpose other than obtaining tax
benefits in entering into the transaction, and that the transaction has no economic substance
because no reasonable possibility of profit exists.” See Rice's Toyota World v. Commissioner,
752 F.2d 89, 91 (4th Cir. 1985), aff'g 81 T.C. 184 (1983). Although Rice's Toyota World set
forth a two-part test, taxpayers typically have not been successful in merely showmg that a
transaction had some business purpose where the ion lacked ec ic sut
However, the courts have generally respected transactions having a reasonable profit potential.
Since many of the previous cases dealing with this issue are in the partnership context, see

generally W. McKee et al,, Federal Taxation of Partnerships and Partners § 1.05[2}{c] (2d ed.
1990) (hereinafter "McKee Treatise™).

Under the second prong of the test (the "economic substance” prong), courts have
typically examined the participants’ evaluation of the transactions to determine whether the
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taxpayers had a non-tax economic motive. In many cases, the courts have found economic
substance where the taxpayer conducted due diligence on the transaction, obtained qualified
legal, accounting or appraisal assi e and/or prepared sound projections of the economic
viability of the transaction. See Torres v. Commissioner, 88 T.C. 702 (1987) where a sale-
leaseback was found to have economic substance where the transaction was structured so that
"(t)he end-user leases existing at the time of the transaction and the high likelihood of profitably
[re-leasing] the equipment for a substantial period of time following the termination of the initial
leases would clearly leave a reasonable investor feeling confident that a substantial prefit would
be forthcoming during the term of the deal.” See also Levy v. Commissioner, 91 T.C. 838
(1988) (economic analysis indicated reasonable prospect of profit supported by taxpayer's
familiarity with computers and the leasing business and desire to diversify investment portfolio);
and Pearlstein v. Commissioner, T.C.M. 1989-621 (thorough investigation, which included
lawyers, accountants and expert appraisers, provided evidence that the taxpayer had a creditable
profit motive).

Altemnatively, in a number of cases tr: tions were found not to have economic
substance. In Goldstein v. Commissioner, 364 F.2d 734 (2d Cir. 1966), the taxpayers borrowed
funds at 4%, prepaid the interest expense and invested the money in Treasury Bills at 1-1/2%.
With contemporaneous projections of an economic loss, the court found no profit motive or
business purpose aside from the desire to obtain a tax benefit from the transaction. Both the
Second Circuit and the Tax Court undertook a sophisticated economic analysis of the transaction

to rebut the taxpayers’ argument that if interest rates changed dramatically it was feasible that a
capital gain would result.

In Sheldon v. Commissioner, 94 T.C. 738 (1990), the taxpayer engaged in a series of 11
"repo” transactions involving Treasury Bills, where under the law then in effect the interest
expense was deductible currently, while the interest income was deferred until the T-Bill settled.
Economically, Sheldon lost $60,000 on the 1981-82 transactions, but made $18,000 on the
1982-83 transactions. The court held that all 11 transactions lacked economic substance, in spite
of the gain from the later transactions. "The potential for gain here, however, is not the sole
standard by which we judge, and in any event, is infinitesimally nominal and vastly insignificant
when considered in comparison with the claimed deductions. Moreover, there was insufficient
potential in any gain to offset the losses locked in for the 1981 transactions.”

Although both the Goldstein and Sheldon cases involved financing transactions with tax
avoidance motives, in both cases the courts resisted the conclusion to characterize the
transactions as shamns, since they involved multiple parties. Rather, the courts struck down the
transactions only afier subjecting them to a rigorous and quite sophisticated financial analysis in
the search for some profit motive.

Some courts have indicated that they would consider whether the profit motive for a
transaction was greater or less than the tax motive. See Fox v. Commissioner, 82 T.C. 1001
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(1994); Estate of Baron v. Commissioner, 83 T.C. 542 (1984), aff'd, 798 F.2d 65 (2d Cir. 1986);
see also McKee Treatise § 1.05(2)(c). However, a transaction may not be disregarded solely
because its principal purpose was to avoid or evade tax, Goldstein v. Commissioner, 364 F.2d.
734 (2d. Cir. 1966). Congress has precluded such a broad test for disallowance by incorporating
the "significant purpose” test only into specific Code sections (e.g., section 6662(d)(2)(c)(iii),
discussed below). Long-standing judicial authority has also recognized that "any one may so
arrange his affairs that his taxes shall be as low as possible.” Helvering v. Gregory, 69 F.2d 809
(2d Cir. 1934). See also Cottage Savings Association v. Commissioner, discussed above,
involving a transaction executed solely for tax purposes.

ACM Partnership v. Commissioner, T.C.M. 1997-115, decided March 5, 1997, has
certain paraliels to, and significant distinctions from, the present situation. ACM involved a
foreign partnership that engaged in contingent instaliment sales t tions of notes that shifted
income to a foreign partner and generated a capital loss to its U.S. partner Colgate-Palmolive (the
party that incurred all the costs). The Tax Court found that at the time it entered into the
partnership, Colgate’s only real opportunity to earn a profit in excess of transaction costs was
through an increase in the credit quality of the issuers of the LIBOR notes, or a 400-500 basis
point increase in three-month LIBOR interest rates. The court found that the impact of credit
quality was immaterial as the lenders were all extremely highly rated at the time of the
transaction. Moreover, the court did a six-year review of three-month LIBOR rates and did not
find an increase of even 300 basis points in the necessary time frame. Interest rates would have
had to rise by at least 400-500 basis points, to a level of 13% or more, soon after the partnership
acquired the LIBOR notes and be expected to remain at that level throughout the five-year life of
the notes in order for Colgate to earn a sufficient return from the notes to cover transaction costs
of the investment strategy. Since the analysis of the historical data showed no reasonable basis
for expecting a profit, the court ruled against ACM. The court stated: "[w]e do not suggest thata
taxpayer refrain from using the tax laws to the taxpayer’s advantage. In this case, however, the
taxpayer desired to take advantage of a loss that was not economically inherent in the object of
the sale, but which the taxpayer created artificially through the manipulation and abuse of the tax

laws. A taxpayer is not entitled to recognize a phantom loss from a ransaction that lacks
economic substance.”

It should be noted that ACM was a Tax Court memorandum decision. Memorandum
decisions are generally cases decided upon factual determinations alone (or involving issues that
are considered settled in the law or of limited interest). As such, they are not decided by the full
court and have less value as precedent. Also, ACM has filed for redetermination on the basis
that the judge’s analysis did not take into account all the profit potential from the transactions, so
it may ultimately be reversed in favor of the 1axpayer.

Unlike ACM, the present facts reveal that Investor has a distinct profit motive to its
transactions. Investor reviewed the-economicsaunderlying each of the transactions described -
herein, and believed that it had ‘3 good probabilily of eaming an acceptable profit from these

~
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transactions, in excess of all associated fees and costs and without regard to tax benefits. This
belief was buttressed by contemporaneous historical analysis showing numerous recent instances
where Investor would have eamed a profit in excess of all fees and costs. See Ex. 15, entitled
"RECAP Option Description.” As Exhibit 15 illustrates, using a similar seven-year historical
analysis similar to that relied upon by Judge Laro in ACM, the redemption transaction would
have resulted in a pre-tax profit to Investor, in excess of all costs, 12% of the time. During any
50-calendar day period during this seven-year period, the RECAP options would have hit the
pre-defined threshold on at least 20 days. This is based on certain conservative assumptions,
including that investors are indifferent to the share price of Foreign Bank and the surrounding
circumstances. Howéver, Investor wishes to control the timing of its investment so as to take
advantage of favorable circumstances (¢.g., the announcement of a restructuring or the buy
recommendation of a major security firm like Merrill Lynch or Lehman Brothers) or after a
recent decline in share prices, as opposed 1o a recent run-up. Once timing is considered, the
probability of profit increases. Further, in evaluating the most recent 12 month period for which
numbers have been caleulated, the profit percentage was 23.2%. For the most recent 3 month
period for which numbers have been calculated, the profit percentage jumped to 66.1%. Clearly
there are valid business reasons for entering into a transaction with such profit potential, with
many instances of doubling the investment over a 50-day period.

While ACM was silent on what particular probability is needed (the court only concluded
that it must be greater than zero) it is clear that the current facts are vastly superior to the
installment transaction facts at issue in ACM, as Investor had as high as a 66.1% probability of
profit. Thus, we belicve that under the present state of the law, it is more likely than not that the

"sham transaction" doctrine should not apply, since Investor had a reasonable chance of making a
reasonable profit.

5. - Applicability of section 269.

. Under section 269, if a person acquires control of a corporation, or if a corporation
acquires property of another corporation for the principal purpose of evading or avoiding income
tax by claiming the benefit of a deduction, credit or other allowance that would otherwise not be
available, then the benefit may be disallowed. This provision gives the Service broad powers, if
it can prove that the principal purpose of the acquisition is the evasion or avoidance of federal
income tax. Therefore, in order to prevent Investor from succeeding to __- 's basis
in its redeemed Foreign Bank stock, the Service must establish that Investor acquired control of

through the purchase of its warrants and that such acquisition was made for
the primary purpose of securing a tax benefit,

We believe that section 269 does not apply to prohibit Investor from assuming
’s basis in its redeemed Foreign Bank stock. Section 269(a) and Treasury
Regulations section 1.269-1(c) defines control as the "ownership of stock possessing at least 50%
of the total combined voting power of all classes of stock entitled 10 vote or at least 50% of the
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total value of shares of all classes of stock in the corporation.” Although warrants are deemed
exercised for purposes of section 302, there are no provisions providing for the same treatment
under section 269. Because Investor merely owns warrants entitling it to purchase shares of

, and does not actually own any stock in » it did not "acquire
control" of within the meaning of section 269. The second part of section 269
relates to corporation acquiring "property” of another independent corporation in a carryover
basis transaction. Here, no "carryover basis” transaction took place and thus the second part of
section 269 is inapplicable. Thus, the disallowance rules of section 269 are inapplicable and thus
the further question of whether the warrants were purchased for the purpose of evading or
avoiding tax need not be addressed.

6. Applicability of section 482.

Section 482 allows the Service to allocate gross income, deductions, credits or allowances
between or among organizations, trades or businesses "owned or controlied directly or indirectly
by the same interests” if the Service "determines that such distribution, apportionment or
allocation is necessary in order to prevent evasion of taxes or clearly to reflect the income of such
organizations, trades or busi " The purpose of section 482 is to place a controlled taxpayer
on a tax parity with an uncontrolled taxpayer, by determining the true taxable income from the
property and business of a controlled taxpayer, using the standard of an uncontrolled taxpayer
dealing at arm’s length with another uncontrolled taxpayer.

The first issue is whether Investor and are under common control. As
stated above, Investor merely owns warrants entitling it to purchase shares of N
and does not actually own any stock in . Section 482 only addresses direct

and indirect ownership, and does not mention constructive ownership, which includes attribution
through warrants (which are generally treated as options). Option attribution has not been
specifically legistated.

However, even if "control" could be established, the Service would have to show that the
allocation of 's basis to Investor or the failure to allocate ’s
dividend income to Investor is an evasion of taxes or does not clearly reflect the income of

and Investor. For the reasons set forth elsewhere herein, we believe that the
transactions should be considered to have the requisite separate existence and substance to
withstand attack under section 482. Further, the technical rules of section 302(b}(2) govern the
basis shift and are expressly mandated in the regulations.
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71 "Clear reflection of income”.

Under Code section 446, the IRS has authority to reallocate items of income or expense
that do not "clearly reflect income.” Generally "in most cases, generally accepted accounting
practices will pass muster for tax purposes” (Thor Power Tool Co. v. CIR, 439 U.S. 522, 540
(1979)), and further, the IRS has no authority to reject a tax accounting treatment explicitly
authorized by Congress; nonetheless, this provision does give the RS "much latitude for
discretion.” For example, in Ford Motor Co., 102 T.C. 87 (1994) the taxpayer was forced to
utilize, for tax purposes, the same treatment as had been employed for financial statement
purposes in expensing "structured settlements” (i.e., | it instaliment settl t payouts). The
Tax Court stated that the taxpayer's standard of proof in "clear reflection” cases was to "clearly
show that the Commissioner’s action was arbitrary, capricious or without sound basis in fact or
law.” Having so stated, however, the court went on to also require that the Commissioner's
method "clearly reflect income” (i.e. reflect "true economic costs” or the “proper matching of
income and expense”). Id. at 104. The Ford Motor case is distinguishable from the instant facts
since it concerned distortion of net income caused by fully deducting, currently, payments
extended over a long period of time.

In the present context, the IRS might seek to argue that, although the capital loss
deduction is expressly sanctioned by statutory provisions, it results in a "distortion" of income as
viewed through economic or accounting precepts and thus should be disallowed or deferred.
Such arguments, though possible, should, more likely than not, fail. As Pepinsula Steel
Products & Equipment Co. v. Commissioner, 78 T.C. 1029 (1978) and other cases demonstrate,
if a taxpayers treatment of an item is explicitly sanctioned by statutes or regulation, the IRS may
not invoke the "clear reflection” doctrine to require the use of another method. See, e.g.,
Hallmark Cards v. Com'r, 90 T.C. 26, 31 (1988). Here, the capital loss deduction and the basis
shift has express statutory authorization. Further, for the IRS to seck to force the taxpayer to
defer recognition of the capital loss, whilst otherwise permitting the taxpayer 1o utilize a cash
method of accounting, would likely be found by a court to be an abuse of IRS discretion,
inasmuch as it results in a odd "hybrid" tax accounting method with no other result than the
maximization of reported income. See, e.g., Sol C. Siegel Productions, 46 T.C. 15 (1966), acq.
1967-2 C.B. 3; Morgan Guaranty Trust Co. of N.Y. v. U.S,, 585 F.2d 988 (Ct. Cl. 1978); Ansley-
Sheppard-Burgess Co., 104 T.C. 367 (1995).
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8. Applicability of section 1059 - adjustments to basis from
extraordinary dividends. : .

Section 1059 provides that corporate shareholders must reduce the basis of the stock they
hold by the "nontaxed portion” of any "extraordinary dividends” paid thereon. Note that under
section 1055(a)(1), the payee does not reduce its basis below zero. However, to the extent that
this limitation prevents a reduction of basis, the payee must recognize gain upon a subsequent
disposition of stock upon which an extraordinary dividend has been paid. Code § 1059(a)(2).
The taxable portion of the dividend is the portion of such dividend includible in gross income,
reduced by the amount of any dividends received deductions under sections 243, 244 and 245.
The non-taxed portion is the excess of the total amount of the dividend over the taxable portion.
Essentially, the nontaxed portion is equal to the amount of the dividends received deduction. As
a result, if the redemption of 's Foreign Bank shares was deemed an
extraordinary dividend under section 1059, there would be a risk that Investor may not be able to
increase its own basis in the Foreign Bank shares by the full amount of the basis

had in its redeemed Foreign Bank shares. Nevertheless, as discussed below,
section 1059 does not apply, because the dividend received by will be

includible in the gross income of » and such dividend will not qualify for the
DRD. o

Section 1059 was enacted as part of the Tax Reform Act of 1984. The legislative history
* of the section is comprised of Committee Reports. See H.R. No. 98-861, at 800 (1984); General
Explanation of the Revenue Provisions of the Deficit Reduction Act of 1984 ("1984 Blue
Book™), at 136. In particular, the 1984 Blue Book clarifies that section 1059 was specifically
enacted to address transactions involving "dividend stripping” and was intended to stop them.
The Blue Book describes a dividend strip as follows; a corporate taxpayer purchases stock prior
1o the ex-dividend date for an impending dividend. The taxpayer then collects the dividend and
proceeds 1o sell the stock as soon as it has been held for a peried sufficient to qualify for the
DRD. Generally, the price of the underlying stack will have been diminished by the amount of
the dividend; as a result, the sale produces a capital loss for the taxpayer. Such loss is used to
offset other capital gains so that the result is a conversion of fully taxable capital gains into
ordinary income which are taxed at a low effective rate due to the availability of the DRD.
Congress attacked this transaction in a variety of ways in the 1984 Act. The DRD holding period
was extended to 46 days, and the DRD holding period was also suspended in cases where the
taxpayer eliminated the existence of economic risk through certain hedging transactions, and

section 1059 eliminated the opportunity for a capital loss immediately following the receipt of
the dividend.

Based on the 1984 Blue Book and Committee Reports, it is clear that section 1059 was
enacted only to stop dividend stripping by domestic corporations who could avail themselves of
the DRD. A transaction organized by the Chrysler Corporation is cited as an example of the type
of transaction that the then new rules were targeting. Nothing exists in the legislative history that
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indicates that section 1059 was ever intended to extend to situations other than domestic
dividend payments that qualify for the DRD.

Further support for the position that Congress could not have intended to apply section
1059 to foreign corporations receiving foreign source income is provided by some of the absurd
results that would follow. If, for example, a CFC received a dividend from another foreign
corporation that was Subpart F income to its U.S. sharcholder, section 1059 would apparently
subject the U.S. shareholder to double taxation by reducing the CFC’s tax basis in the dividend

paying shares. Additional examples may be found in the foreign tax credxt area as well as the
FPHC rules.

The Tax Relief Act of 1997 amended section 1059 to require a corporate shareholder to
recognize gain immediately with respect to any redemption treated as a dividend (in whole or in
part) where the non-taxed portion of the dividend (under the DRD) exceeds the basis of the
shares surrendered, if the redemption is treated as a dividend due to options being counted as
stock ownership. In addition, the Act requires immediate gain recognition wherever the basis of

the stock with respect to which any extraordinary dividend was received would otherwise be
reduced below zero.

This provision is aimed at corporate stock redemption transactions, such as the one
entered into by Seagram Co., which are structured 10 get dividend treatment for what otherwise
would be a salé giving rise to taxable capital gain. These deals were designed to allow corporate
taxpayers to benefit from the dividends received deduction.

Thus, there is nothing in the 1997 Act to suggest that Section 1059 should apply to
reduce 's tax basis in its Foreign Bank shares.

9. Applicability of section 1091 wash sale rules.

Section 1091 states that taxpayers are prohibited from claiming a loss from the sale of
stock or securities if they acquire the same or substantially identical stock during the period
beginning 30 days before and ending 30 days after the loss transaction occurred. Section 1091
does not contain any rule covering "wash sales” where related parties undertake different parts of
the transactions (i.e., section 1091 addresses only the "taxpayer“ but c. f. section 7701(f)). Thus,
strictly speaking, the proximity in time of 's acquisition of Foreign Bank stock
to Investors disposition of Foreign Bank stock and options is irrelevant for section 1091
purposes. However, such did not take place, in any event, within the “proscxibed” 61 day period.

Additionally, Investor’s disposition of Foreign Bank stock and options did not in fact occur

within the pmscnbed" section 1091 interval as to Investors purchase and sale of both stock and
options.
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10.  Effect of the Tax Relief Act 0f 1997.

The Tax Relief Act of 1997 added section 1259, entitled "Constructive Sales Treatment
for Appreciated Financial Positions,” to the Internal Revenue Code. The section essentially
provides that if the requirements for a constructive sale of appreciated property are met, the
taxpayer will recognize gain in a constructive sale as if the position were sold at its fair market
value on the date of the sale and immediately repurchased.

A taxpayer is treated as making a constructive sale of an appreciated position when the

taxpayer (or in certain circumstances, a person related to the taxpayer) does one of the following:

(1) enters into a short sale of the same property, (2) enters into an offsetting notional principal
contract with respect to the same property, or (3) enters into a futures or forward contract to
deliver the same property. Further, to the extent provided in the Treasury Regulations, a
taxpayer is treated as making a constructive sale when it enters into one or more other
transactions, or acquires one or more other positions, that have substantially the same effect as
any one of the transactions described. The provision is effective for constructive sales entered
into after June 8, 1997,

At present the law does not address situations where a "collar” exists. However, itis
anticipated that the Treasury regulations, when issued, will provide specific standards for
determining whether constructive sales exist that take into account various factors with respect to
the appreciated financial positio. However, even if drafied to include the type of "collar” that is
contemplated in the instant tr jon, these regulations should have no practical effect since the
securities initially involved will not be appreciated. Thus, even if section 1259 were to be
applied, there would be no gain to be recognized.

1. rovisions concerning controlied foreign corporations.

Generally, 2 U.S. shareholder of a foreign corporation is taxed on the foreign
corporation's income only when the income is distributed to the U.S. shareholder. Thus, absent
laws to the contrary, a U.S. shareholder who controlled a foreign corporation could defer U.S.
income tax by having the foreign corporation accumulate income in a jurisdiction with little or
no tax. In order to prevent this type of deferral, Congress enacted sections 951-964, commonly
referred to as subpart F. Under the subpart F rules, a U.S. shareholder that owns 10% or more of
the total combined voting power of all classes of voting stock of a CFC is currently taxed on his
pro rata share of the "subpart F income™ and "earnings invested in U.S. property” of the
corporation, even if the corporation does not make actual distributions.

Pursuant to section 957(a), a foreign corporation is a CFC, if more than 50% of either the
total combined voting power of all classes of its stock entitled to vote, or the total value of all its
stock, is owned, or considered owned, by "U.S. shareholders.™ section 951(b) defines a "U.S.
shareholder” as a U.S. person who owns, or is considered to own (via attribution rules contained
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in section 958(b)), 10% or more of the total combined voting power of all classes of stock -
entitled to vote of a foreign corporation. The constructive ownership provisions of section
958(b) provide that the attribution rules of section 318(a) shall apply to the extent the effect is to
treat a U.S. person as a U.S. shareholder or to treat a foreign corporation as a CFC. Under
section 318({a)(4), an option held by a U.S. shareholder is treated as exercised for purposes of
determining whether a foreign corporation is a CFC.

Section 954(a) provides that Subpart F income includes "foreign personal holding
company income” ("FPHCI"). FPHCI includes dividends, interest, royalties, rents, annuities,
and other types of passive income. Thus, the dividend income that is deemed
to eamn from the redemption of its Foreign bank constitutes Subpart F income. If

) is a CFC and Investor is considered to be a U.S. shareholder of

, then Investor would be required to include its proportionate share of this
dividend in its income for U.S. federal income tax purposes.

"Foreign Person” is 's sole direct shareholder. However, because the
Warrant is deemed exercised under the attribution rules of section 318(a)(4),

Investor would, for purposes of determining if is a CFC, be considered to
own 85% of 's stock. Thus, is a CFC, since Investor is
considered to own more than 50% of the total vote and value of 's stock.
However, since Investor does not bave direct ownership of ’s stock, within the
meaning of section 958(a), Investor should not have to include in income any Subpart F income
attributable 1o . Treasury Regulations section 1.951-1(a)(2) states that a U.S.
shareholder."[w}ho owns (within the meaning of section 958(a)) stock in [a CFC] on the last
day” of the taxable year of the CFC must include in income that CFC's Subpart F income.
Section 958(a) provides that stock owned means stock owned directly and stock owned through
foreign entities. Section 958(a) does not include stock owned constructively under section
958(b). Thus, since Investor does not and did not have any direct ownership of

*s shares, Investor should not be required to include in income any portion of

's Subpart F income.

Despite the above analysis, the Service in Revenue Ruling 82-150, 1982-2 C.B. 110, held
the purchase of an option to acquire stock was in substance a purchase of the stock because
exercise of the option was considered to be virtual certainty. In exchange for all the stock, a
foreign individual contributed $100,000x 1o a foreign corporation. A U.S. person paid the
individual $70,000x for the option to purchase all of the stock for an exercise price of $30,000x.
Additionally, the remaining 30% of the underlying purchase price of the securities was to be
furnished by the option holder upon exercise. Thus, the option holder had (or would) furnish
100% of the funds used to capitalize the corporation that were at risk. Reflecting the fact, inter
alia, that it appeared extraordinarily unlikely that the market value of the stock would fall below
$30,000x before the option expired, the Service concluded the option purchaser had assumed the
risks of an equity investor because, in substance, it had or would furnish 100% of the funds used
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to capitalize the corporation that were at risk. Therefore, the Service concluded that the benefits
and burdens of stock ownership had been shifted to the option purchaser and any Subpart F

income of the foreign corporation (now a CFC) should properly be included in the U.S. person's
{now a U.S. shareholder) income.

Here, Investor paid only 4% as an option premium, an amount more consonant with a
typical option. Further, the warrant exercise price was not "deep in the money” at the time of
warrant purchase, which would make its exercise more probable if this were the case. Thusitis
clear that the benefits and burdens of stock ownership have not passed to the Investor prior to the
exercise of the Warrant.

12.  Proyisions concerning passive foreign investment companies.

The Subpart F rules discussed above, only deal with the taxation of investment income
earmned by U.S. sharebolders through foreign corporations, when, generally, the U.S. ownership is
concentrated and closely held. Thus, the Subpart F provisions do not limit the deferral of U.S.
shareholder level tax available through invest in widely held foreign investment companies.

In 1986, to prevent the deferral of income from widely held investments in foreign corporations,
Congress enacted Code sections 1291-1296, which provide special rules requiring U.S.
shareholders to pay an accelerated tax or an interest charge on certain passive investment income
earned by a PFIC, which is otherwise deferred from U.S. federal income taxation.

Under section 1296(a), a foreign corporation is a PFIC if (1) 75% or more of its-gross
income is passive or (2) 50% or more of the value of its assets generate passive income (the
income or assets test). Unlike the subpart F rules, there are no minimum shareholder ownership
requircments and no de minimis rules. In applying the income and assets tests, there is a "look
through” 1o the income and assets of any foreign corporation in which the potential PFIC owns
25% or more of the stock. If the combined income and assets (disregarding the 25% stock
interest as an asset and any dividends paid on the stock as income) do not meet the threshold
tests, then the corporation will not be classified as a PFIC.

Two alternative taxation regimes are provided for PFIC shareholders. One allows tax to
be deferred but requires the payment of interest when tax is finally imposed. The other, which
only applies when elected, taxes undistributed PFIC income to the shareholders as it is eamned by
the corporation. )

Under the first regime, an interest charge is imposed-when a PFIC shareholder recognizes
gain on a sale of his stock or receives an extraordinary distribution. Interest is computed as if the
gain or distribution had been included in gross income ratably over the period that taxpayer held

the stock. The interest rate is the rate for underpayments of tax. These types of PFICs are
known as "non-qualified funds."
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The second regime applies to PFIC sharcholders who elect to treat the corporation as a
qualified electing fund ("QEF"). QEF shareholders are currently taxed on their respective share
of the PFIC's income as it is realized by the corporation. G ily, QEF shareholders are not
burdened with the special taxes or interest charges of the non-qualified funds.

The dividend income that was deemed to ecam from the redemption of
its Foreign Bank stock constitutes passive investment income under section 1296(b). If
is a PFIC, and Investor is considered to be a shareholder of
Investor would be required to choose whether to elect to be treated as a QEF
and potentially include its proportionate share of this dividend in its income for U.S. federal
income tax purposes, or become a non-qualified fund and pay a deferred tax amount plus interest
when such dividend is distributed.

's only direct shareholder is Foreign Person. However, under section
1297(a)(4), the Warrant may be considered exercised to the extent provided by regulations.
Under Proposed Regulations section 1.1291-1(d), options are considered PFIC stock (unless the
PFIC is a pedigreed QEF) "for purposes of applying section 1291 and these regulations to a
disposition of the option.” Since more than 50% of the valve of 's assets may
generate passive income, would likely be a PFIC. However, since Investor
does not have a direct ownership of - __'s shares within the meaning of section
1293(b), Investor should not have to include in income any passive investment income earned or
distributed by . Since the Warrant was sold by Investor for cash back to

in the same tax year that it was acquired, no interest charge should be

imposed on the gain recognized by Investor with respect to that sale.

13.  Source of capital loss from Investor’s sale of Foreign Bank shares and
options. -

For the reason discussed below, Investment Company's capital loss from the sale of its
Foreign Bank shares and options is, more likely than not, under existing law, U.S. source
income.

Section 865 provides rules for determining the source of income from the sale or
disposition of personal property. Stock is personal property. In general, the source of gain
realized on the sale of personal property is determined by reference to the residence of the seller.

Accordingly, gain realized on the sale of personal property by a U.S. resident seller is

ordinarily U.S. source. On July 8, 1996, the U.S. Treasury Department issued Proposed
Regulations section 1.865-1, which provides that the source of losses on disposition of portfolio
stock are allocated under Income Tax Regulations section 1.861-8. "Portfolio stock” is defined
as a less than 10% stock position, clearly the case here. Thus, under Income Tax Regulations
section 1-861-8 (and specifically section 1.861-8(e)(7)), Investment Company would be required,
by the Proposed Regulations, to treat capital loss on the sale of its Foreign Bank shares and
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options as foreign source loss, since dividends received on Foreign Bank shares and options
would be foreign source income in the hands of Investment Company, under Code section
862(a)(2). Although this conclusion requires a determination of the prior three years’ sources of
income of Foreign Bank, pursuant to Code section 861(a}2)B), a review of Foreign Bank's
published financial statements results in the conclusion that its dividends should be treated as
"foreign source” for these purposes. In the recent case of International Multifoods Corp. v,
Commissioner, 108 T.C. 579 (1997), the Tax Court, even in the face of the July 8, 1996 proposed
section 865 regulations, held that loss on the sale of 2 majority interest in a foreign company
should be treated as U.S. source. The Tax Court went so far as to hold that the 1986 Act
amendments rendered Code sections 861 and 862 (and, in particular, Regulations

section 1.861-8(¢)(7)), inapplicable to post-1986 losses on the sale of non-inventory personal
property. The Tax Court reasoned that section 865 seeks to determine the source of gain by
reference to the residence of the Seller'and section 865(j)(1) directs the IRS to issue regulations
1o carry out this purpose. Thus, absent final regulations, the g 1 "residence” source rule
should prevail. Itis our view that, should a "portfolio” capital loss be realized under existing law
by Investor, the Tax Court at least would hold the loss to be U.S. source. Furthermore, the
Proposed Income Tax Regulations under Code section 865 are likely invalid, insofar as Proposed
Income Tax Regulations section 1.865-1 purports to govern "portfolio” losses on stock and
option dispositions by section 1,861-8, which the Tax Court in Intemational MultiFoods Corp.
has now held inapplicable to post-1986 losses on stock and option dispositions, i.e., the general
residence source rule should prevail on losses. Therefore, the source of the capital loss realized
by Investor from the sale of the Foreign Bank shares and options would, more likely than not, be
considered U.S. source income under existing law, as defined in the MultiFoods case (and taking
into account the likely invalidity of the Proposed Regulations).

This issue shouid have no impact on the utilization of the capital Joss by Investment
Company for U.S. federal income tax purposes, but rather only its classification as to source.

D. Applicability of section 6662(b)(2).

Section 6662(b)Y(2) provides for a 20% underpayment penalty for taxpayers if there is a

ial und t” of income tax on the return: generally where the amount of the
understatement exceeds 10% of the correct tax--see Code § 6662(d)(1).
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1. Non-tax shelter context.

Outside the tax shelter context, this penalty is not imposed if there is substantial authority
for a return position giving rise to the understatement,” or if there is a reasonable
basis for the position and it is adequately disclosed to the
Service (however, in the case of a multi-party financing
transaction, the tax treatment must "clearly reflect income."

See Code § 6662(d)(2}). In addition, this penalty is not imposed
if there was reasonable cause for the underpayment and the
taxpayer acted in good faith. Code § 6664(c}(1).

There is substantial authority for a position if the weight
of authority in support of the position is substantial in
relation to the weight of authority in opposition to the
position. “Authorities® for this purpose include (but are not
limited to) applicable provisions of the Code; proposed,
temporary and f£inal regulations; revenue rulings and revenue
procedures; court cases; Congressional intent as reflected in
committee reports; private letter rulings and technical advice.
memoranda issued after October 31, 1976; and actions on decision
and general counsel memoranda issued after March 12, 1981. The
weight of an authority depends upon its relevance and persuasive-
ness, and the type of document. Treas. Reg. § 1.6662-4(4}(3).

Outside the tax shelter context, a taxphyer qualifies for
the reasonable cause and good faith exception to the substantial
understatement penalty if, on the basis of all facts and
circumstances, the reliance was reasonable and in good faith.
The Treasury regulations do not specifically set forth when
reliance will be deemed reasonable and in good faith. The
requlations provide, however, that *(rleliance on . . .
professional advice . . . constitutes reasonable cause and good
faith if, under all the circumstances, such reliance was

reasonable and the taxpayer acted in good faith." Treas. Reg.
§ 1.6664-4(b) (1) .

! There is considered to be substantial authority for a return position if substantial authority

is present on either the last day of the taxable period covered by the taxpayer's return, or the day
the return is filed. Treas. Reg. § 1.6662-4(g)}(1)(I}A), § 1.6662-4(d)(3)(iv)}(C). This rule applies
in all contexts {e.g., regardless of whether the transaction is a "tax shelter,” and regardless of
whether the taxpayer is a corporation).
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The regulations also set forth certain general opinion
requirements ("General Opinion Requirements"} that must be
satisfied in order for reliance on tax advice, including opinion
letters, to be considered reasonable and in good faith. Treas.
Reg. § 1.6664-4(c){(1). The General Opinion Requirements (all of
which must be satisfied) are as follows:

a. The opinion was based on all pertinent facts and
circumstances, including the taxpayer's purposes
{and the relative weight of such purposes) for
entering into the.transaction and for structuring
the transaction in a particular manner. In
addition, reliance on an opinion will not be
considered reasonable if the taxpayer fails to
disclose a fact that it knows or should know to be
relevant to the proper tax treatment of an item.

b. The opinion was based on the law as it relates to
those facts and circumstances.

c. The opinion was not based on any unreasonable
factual or legal assumptions {including
assumptions as to future events).

4. The opinion did not unreasonably rely upon the
representations, statements, findings or
agreements of the taxpayer or any other person. .
For example, the opinion must not be based upon a
representation or assumption that the taxpayer
knows or has reason to know is unlikely to be
true.
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- Although we have located no court case that has construed
the General Opinion Requirements (which were issued in August
1995; see T.D. 8617), numerous judicial decisions have relied
upon similar principles in holding that a taxpayer's reliance
upon the advice of a tax professional qualified for the
reasonable cause and good faith exception to the substantial
understatement penalty. See, e.q., Mauerman v. Commissioner,
22 F.34 1001 (10th Cir. 1994). (the substantial understatement
penalty was not imposed where a physician reasonably relied in
good faith upon his independent tax advisor); Vorsheck v.
Commissioner, 933 F.2d 757 (9th Cir. 1991) (the taxpayers’
reliance on their tax accountants precluded imposition of the
substantial understatement penalty); Heasley v. Commissioner,
902 F.2d 380 (5th Cir. 1990) (the taxpayers' efforts to assess
their proper tax liability by consulting an accountant and their
limited experience in tax matters precluded the application of
the substantial understatement penalty); Daoust v. Commissioner,
67 T.C.M. (CCH) 2914 (1994) (the negligence and substantial
understatement penalties were not imposed where the taxpayers
reasonably relied upon professional advisors); Enaglish v.
Commissioner, 65 T.C.M. (CCH) 2160 (1993) {(the negligence and
substantial understatement penalties were not imposed where the
taxpayers relied upon the advice of their accountants on a
complex tax matter).

The U.S. Supreme Court also reaffirmed the right of a
taxpayer to rely upon the substantive advice of the taxpayer's
accountant oxr attorney tc avoid penalties in United States v.
Boyle, 469 U.S. 241 (1985) (which distinguished between
reasonable reliance on professionals to avoid filing deadlines,
which did not constitute "reasonable cause," and reasonable
reliance on professionals as to questions of substantive law,
which would). According to Boyle:

Proprietary Material
Confidentiality Requested

~pocuM” KPMG 0010061



1033

July 2, 1998
Page 44

When an accountant or attorney advises a taxpayer on a
matter of tax law, such as whether a liability exists,
it is reasonable for the taxpayer to rely on that
advice. Most taxpayers are not competent to discern
error in the substantive advice of an accountant or
attorney. To require the taxpayer to challenge the
attorney, to seek a "second opinion,” or to try to
monitor counsel on the provisions of the Code himself
would nullify the very purpose of seeking the advice of
a presumed expert in the first place.

Id. at 251. See also Chamberlain v. Commissioner, 66 F.3d 729,
732 {5th Cir. 1995) and Betson v. Commissioner, 802 F.2d 365, 372
(9th Cir. 1986), each of which invoked Boyle, supra, in over-
turning a negligence penalty where the taxpayer had reasonably
relied upon the advice of a tax expert.

In addition to our review of the relevant documents and
other facts of which we became aware, you have represented to us
that you have provided us with all other facts and circumstances
that you know or have reason to know are pertinent to this
opinion letter and that all assumptions or representations on
which this opinion relies are reasonable. Therefore, we believe

rhat the General Opinion Requirements should be satisfied in this
case. .

2. In_the context of tax shelters.

Special rules for the substantial understatement penalty
apply in the case of positions that are attributable to "tax
shelters." Under section 6662(d) (2) (C) (iii), a "tax shelter" is a
partnership or other entity, investment plan or arrangement, or

any other plan or arrangement, a significant purpose of which is
to avoid or evade federal income tax.

In the case of a taxpayer other than a corporation partici-
pating in a "tax shelter," understated tax attributable to a "tax
shelter position® will not be taken into account in determining
whether an understatement is substantial only if there both was
substantial authority for the position ("substantial authority
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test”)? and the taxpayer reasonably believed, at the time the
return was filed, that the position was more likely than not the
proper position {*more-likely-than-not test"). Code

§ 6662(d) {2) {C) (i); Treas. Reg. § 1.6662-4(g) (1) {i) (B). The
taxpayer may satisfy the reasonable belief standaxrd either on the
basis of its own analysis or by reliance on an opinion of a
qualified tax professional. Treas. Reg. § 1.6662-4(g)(4). The
penalty also will not apply, even if the unhderstatement is
considered substantial, if the taxpayer acted with reasonable
cause and in good faith. See Code § 6664{c) (1).

CONCLUSTION

Our conclusions, stated throughout this letter, are
summarized under "Summary of Opinion" on page 5.

. Our conclusions are based on the completeness and accuracy
of the above-stated facts and assumptions. If any of the
material facts stated above are not entirely complete or
accurate, we should be informed immediately, as the inaccuracy or
incompleteness will likely have a material effect on our
conclusions. We have relied upon the relevant provisions of the
Internal Revenue Code of 1986 as amended, the regulations
thereunder and the judicial and administrative interpretations
thereof, which are subject to change or modification by
subsequent legislative, regulatory, administrative or judicial
decisions. Any such chariges also could have an effect on the
validity of our conclusions. We do not assume any obligation to
update our advice in light of any subsequent changes or
modifications to the law or regulations or any judicial and
administrative interpretations thereof.

Very truly yours,

Pillsbury Madison & Sutro LLP

2 See footnote 2, above.

: KPMG 0010063
“DOCNUM* .

Proprietary Material
Confidentiality Requested
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List of Exhibits

1. Confirmation of Purchase of Foreign Bank shares by Investor.

2. Subscription Agreement for ordinary shares of

3. Investment Advisory Agreement between QA Investments, LLC
and .

4. Ordinary Share Purchase Warrant of issued to
Investor.

5. Confirmation of Purchase of Foreign Bank shares by

6. Deposit Agreement between Foreign Bank and .

7. Confirmation of Call Option between Foreign Bank and

8. Confirmation of Put Option between Foreign Bank and
9. ISDA Master Agreement and Schedule.
10. 's 1997 Statement of Operations.

11. Confirmation of Call Option between Foreign Bank and
Investor. ‘

12. Confirmation of sale of Foreign Bank shares by Investor.

13. Schedule Showing:

a. Calculation of Investor's 1997 return (unrealized loss)
on its warrants. ’
b. Investor's cost of purchasing and selling its Foreign

Bank call options.

c. Investor's 1997 investment gain {loss) on Foreign Bank
securities.
“DOCNUMS KPMG 0010064
Proprietary Materia}

Confidentiality Requested
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d. Calculation of Investor's tax basis and 1997 capital
loss on sale of its Foreign Bank shares and options.

14. Analysis of Investment Activity

15. RECAP Option Description

Proprietary Material
Confidentiality Requested

“DoCNUM KPMG 0010065
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KPMB Peat Marwick LLp

Financial Services

21700 Oxnard St. Suite 1200
Woodland Hills, Calif 91367

Date July 10,1998

To Larry DeLap
Organization  KPMG Mountain View
Tei 650-404-5352

Fax 650-960-0746

From Gregg W. Ritchie
Depariment Tax Services

Tel 818-227-6905

Fax 818-227.6964

Subject Quadra deal :

Telephone 818-227-6900

Fax B18-702.0802

Page 1 of 3

Attached is the diagram on the Quadra version of the deal. Randy will give you a hard

copy of the legal opinion.

The

in this facsimie message s
pnviieged and confidentiat
formation intended soiely
for the use of the addressee
listed above. if you are
neither the intended
reciptent not the employee
of agent ible for

delivering this to
the intended recipient, you
are hereby notified that

any disclosure, copying,
distribution of the taking of
any action in reliance on the
contents of the telefaxed
information s stmctly

Proprietary Material

It you have

Confidentiality Requested

Permanent Subcommittee on Investigations
EXHIBIT #94cc

teceived this tefefax in
esror, please immediately
notify us by tetephone {call
collect {o the number listed
above) to arrange fof the
return of the original
document 1o Us.

KPMG 0047340
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)iy

COMPARATIVE REVIEW
FLIP INVESTMENT STRUCTURES

Structure utilized by KPMG - 1997

Single warrant held by US taxpayer.

No debt issued by SPV.

Foreign person contributes lesser of 1%
of notional or $250,000.

Exercise strike price of warrant set ata
future variable price.

Put strike price of warrant equates to
majority of initial equity of the SPV.

Foreign person’s return fixed at
incepgon.

US taxpayer participates in all SPV
profits.

Structure utilized by Quadra - 1998

Two warrants. One held by foreign
person, one held by US taxpayer.

SPV issues debt to foreign person.

Foreign person contributes 1% of
notional, not limited.

Exercise strike price of warrant
predetermined.

Put strike price equates only to profits
of SPV.

Foreign person’s return dependent on
company profitability.

US taxpayer participates pro-rata in
SPV profits.

Proprietary Material
Confidentiality Requested

Warrant cost 7.0% of notional Warrant cost 4.0% of notional
investment,
No advisory fee. Advisory fee of 3.0%

KPMG 0047341
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From Larry DeLap at KPMG_Silicon_Valley2

From: Larry DeLap at KPMG_Silicon Valley2

To: /0=KPMG/OU=US/CN=RECIPIENTS/CN=20499

Subject: OPIS

Sent: 1998-09-01 15:44:00.000

Date: 1998-09-01 21:41:54.933

X~Folder: OPIS

X-Attachments: Attachments\opisdlap.doc: Attachments\opisngag{3].doc;
Attachments\opis.ppt; Attachments\nondiscl.doc; Attachments\fopis_rb.doc

One of the products currently being marketed by the CaTs group of PFP is
the Offshore Portfolio Investment Strategy ("OPIS").

I am attaching, for your information, some material on OPIS, including a
draft opinion letter and a standard engagement letter.

OPIS should be marketed only to individuals. It should not be marketed to
corporations.

OPIS has a high degree of investment and tax risk. Bccordingly, it is
essential we get a signed engagement letter from the client before he
invests any funds in the strateqgy. The standard engagement letter attached
is to be used. On a case by case basis, it is okay to increase the maximum
liability from the $50,000 indicated in the standard letter, but not to an
amount in excess of our fee for the engagement. Any other change in the
standard letter should be cleared with we. (if, based on experience, we
make some revisions to the standard letter, I will communicate that to
you.}

The product owner of OPIS is Jeff Eischeid, Atlanta. If you have any

marketing related questions on OPIS, please call Jeff. Any professional
practice questions or concerns on the product should be directed to me.

Larry

Proprietary Material Permanent Subcommittee on Investigations IQMG 0024444

Confidentiality Requested EXHIBIT #94dd
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PRESIDIO ADVISORS, LLC
173% - 19TH STREETY, SUITE 300
DENVER, COLORADO 80202

TELEPHONE (303) 295-1314
FACSIMILE (303} 296137

VIA FACSIMILE (404) 222-3434
DATE: -September 11, 1998 )
T0: Jeff Eischeid
KPMG ~ Atlanta
. FROM: Bob Pfaff

SUBJECT: AGREEMENT REGARDING PRESIDIO’s OPIS DOCUMENTS

Dear Jeff.

The purpose of this memorandum is to document, in summary fashion, our agreement
regarding Presidio’s OPIS documents and KPMG's ownership of the OPIS tax
technology. . ‘

Our basic agreement is as follows:

Presidio will make its documents avaitable to KPMG fo provide to Quadra to execute
OPIS transactions on a limited basis:

1. To the extent of KPMG's OPIS demand in excess of Presidio’s capacity
between now and September 30, 1998;

2. KPMG granis Presidio the right to use its tax technoiogy to execute OPIS
fransactions with third parties (other than Big Five accounting firms), as
long as such ransactions do not interfere with Deutsche Bank capacity;

3. After October 2, 1998, the original KPMG-Presidio agreement will be
reinstated. The clear understanding of such agreement is that KPMG and

Presidio will operate with each other in good faith on a right of first-refusal
basis.

va&uﬂﬂw—“ﬁw CONFIDENTIA
94ee ‘
EXHIBIT # PA1915
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5 Peat Marwick up

303 Peschitres SOl N € Talophone A4 222 3060 Telalax 404 222 3050

Seplember 14,1998 -

PERSONAL & CONFIDENTIAL
Mz, Jeffrey L Greenstain

Quadra Advisors, LLC

299 Third Aweane, Suite 41501
Seastle, Washington 98104

Dexr Jeft:

This letter shall serve as the Operating Agreement setting forth the tevras of KPMG Peat
MuwnckLLP’s mmﬂwmmmmucmmq

garding a foreign leveraged ini mﬁ:gy(d:“sunqy")mdmnomam
ndvamgadsunepa.

L Commercial Exploitation of the Strategy

A. KPMG and Quadra shall work together from time 1o time in connection with
mphummonomesumgmdmmom:mxﬁmgedmms(mh
collectively defined herein as & "Strategy T tou”™) for §
whchmymclndelnnmdhtbﬂuycompmm family limited partoerships, or
mmbh:hedbysuhinvmu(mhm&uedmhﬂmu'hvmr').&y
nvestor for whom GAAP besis financial 4 shall be
dwndmﬁmsmmngfwh&ugmﬁmm:pmdm
sccountants..

B. KPMG's Compensation:

KPMO and Quadrs shall enter into separste contracts with each Investor and fees
paysble to KPMG 'or Quadra will not be dependent on the services of the other.
Tavestor and KPMG will mutually agree on KPMG's fee, which shall peflect the
complexity of KPMG’s role and value of KPMG's services, Such fee will not be
depmdmmmemmmvmdin,mmmmﬂuofmmuxmp
projecizd or achieved from, the Strategy,

For the purposes of this Ags the ion shall be defined as all aspects
of the engagy through the fusion of KPMG's delivery of services.
KPMGMwmnn&eﬁan\ndznfnrmSmmim.mha
directly or indirectly.

;’E! .
v My o ot KPR v .

Proprietary Material ‘
Confidentiality Requested KPMG 0035888
Permanent Subcommittee on Investigations

EXHIBIT #941f
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m Peat Marwick _.a

M. Jeffrey I Greznsiein
Quadra Advisors, LLC
September 14, 1998
Page2

1L Quadra’s Commitments

A ‘Qﬁndnshnllusemsomblecﬂom to refer opportunities for sccounting, mx, and
consulting services 1o KPMG.

B. In sach Strategy T ion, if the Investor impl ing the Strategy is offered
an opportugity to acquire a position in the shares of foreign entities that are
clieats of KPMG for which independence is required, Quadia shall ensure that
the investor implementing the Strategy is offered an opportunity to sequire a
position in the shares of multiple alternative foreign entitics, which shall include
2 balance among foceign entities that are clicuts of KPMG for which
mdepmdmeumqmmdmdmn—dmuofKPMGfmwﬁchmdzpmdm'

jred. KPMG shall desi to Quadra foreign extitics that axe clicats of
K?MGforwhichmdepmdencnnmqumd.

C, Quadras development costs shall be bornz by Quadra.

1. KPMG’s Commitmenty
A. KPMGmayﬁumnmbmmudenadmtomchmwbom
considering the implementation of the Strategy.
B. XKPMG shall maintain the confidentiality of tax products developed by Quadra,

subject to legal and regulatory disch _
€. KPMG's development costs shall be borne by KPMG. -

q!

IV. Term of the Operating @nﬂt

This Agreement shall have a ferm of twelve (12) months, runaing from the date of
Qua&uemmteps\gmmbdow.mdmmmyheeandedbymmnlwnm

g, cither party msy terminate this Agreement at
mymmnthyamdzysprmwmmmuoemmﬂ

Proprietary Mavxtenaslt 4
Confidentiality Requeste KPMG 0035880
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* BBER reatMarwick .r
Mz, Jeffrey 1. Greenstein
Quadra Advisors, LLC
September 14, 1998
Page 3

V. No Creation of s Joint Venture

By execution of this agreement, KPMG and Quadra agres that they are not engaged
in any sctual or impliad form of joint venture.

Please indicate your agreement to the foregoing by signing the enclosed copy of this
letter and returning it to us.

Very tmuly yours,

KPMG PEAT MARWIE?LLP

Jeffrey A. Eischeid
Partner

JAEst

ce:  Lany B, Scheinfeld
David L. Smith

PARIFPSUBNITISUGAGTGADOC

ACCEPYED:

Quadra Advisory, LLC

el S LT

Proprietary Material
Confidentiality Requested KPMG 0035890



1045

September 14, 1998

PERSONAL & CONFIDENTIAL
Mr. Larry B. Scheinfeld

Quadra Advisors, LLC

590 Madison Avenue, 32nd Floor
New York, New York 10022

Dear Larry:

This letter shall serve as the Operating Agreement setting forth the terms of KPMG Peat
Marwick LLP’s (“KPMG”) agreement with Quadra Advisors, LLC (“Quadra™)
regarding a foreign leveraged investment strategy (the “Strategy”) and certain other tax
advantaged strategies. ’

1. Commercial Exploitation of the Strategy

A. KPMG and Quadra shall work together from time to time in connection with
implementation of the Strategy and certain other tax advantaged strategies (each
collectively defined herein as a "Strategy Transaction") for individual investors,
which may include limited liability companies, family limited partnerships, or
trusts established by such investors (each referred to herein as "Investor”). Any
Investor for whom GAAP basis financial statements are prepared shall be
advised to discuss accounting for the Strategy with their independent
accountants..

B. KPMG's Compensation:

KPMG and Quadra shall enter into separate contracts with each Investor and fees
payable to KPMG or Quadra will not be dependent on the services of the other.
Investor and KPMG will mutually agree on KPMG's fee, which shall reflect the
complexity of KPMG’s role and value of KPMG’s services. Such fee will not be
dependent on the amount invested in, investments results of, nor on tax savings
projected or achieved from, the Strategy.

For the purposes of this Agreement, the transaction shall be defined as all aspects
of the engagement through the conclusion of KPMG's delivery of services.
KPMG shall not receive a fee from Quadra for any Strategy Transaction, either

directly or indirectly.
Proprietary Material KPMG 0026496
Confidentiality Requested I Permanent Subcommittee on Investigations
EXHIBIT #94
| L ]
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Mr. Larry B. Scheinfeld
September 14, 1998
Page 2

11 Quadra’s Commitments

A. Quadra shall use reasonable efforts to refer opportunities for accounting, tax, and
consulting services to KPMG.

B. In each Strategy Transaction, if the Investor implementing the Strategy is offered
an opportunity to acquire a position in the shares of foreign entities that are
clients of KPMG for which independence is required, Quadra shall ensure that
the Investor implementing the Strategy is offered an opportunity to acquire a

. position in the shares of multiple alternative foreign entities, which shall include
a balance among foreign entities that are clients of KPMG for which
independence is required and non-clients of KPMG for which independence is
not required. KPMG shall designate to Quadra foreign entities that are clients of
KPMG for which independence is required.

C. Quadra's development costs shall be borne by Quadra.

1. KPMG’s Commitments

A. XPMG may from time to time introduce Quadra to its clients who are
considering the implementation of the Strategy.

B. KPMG shall maintain the confidentiality of tax products developed by Quadra
subject to legal and regulatory disclosure regunirements.

C. KPMG’s development costs shall be bome by KPMG.

Proprietary Material
Confidentiality Requested

KPMG 0026497
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Mr. Larry B. Scheinfeld
September 14, 1998
Page 3

IV.Term of the Operating Agreement

This Agreement shall have a term of twelve (12) months, ‘running from the date of
Quadra’s counter-signature below, and the term may be extended by mutual written
agreement. Notwithstanding the foregoing, either party may terminate this Agreement at
any time upon thirty (30) days prior written notice thereof.

V. No Creatien of a Joint Venture

By execution of this agreement, KPMG and Quadra agree that they are not engaged
in any actual or implied form of joint venture.

Please indicate your agreement to the foregoing by signing the enclosed copy of this
letter and retumning it to us.

Very truly yours,

KPMG PEAT MARWICK LLP

Jeffrey A. Eischeid
Partner

JAE:tst
JABALTADOC
ACCEPTED:

Quadra Advisors, LLC

Name: Date
Title:

Proprietary Material
Confidentiality Requested

KPMG 0026498
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new

From: Lany Delap

Sent: Tuesday, September 15, 1998 1:26 PM.

Ta: Teacie K Hendgrson

Ce: Peder R Jotmsor; Jetirey A, Esscherd: Wilham E. Atbay Dov K. Ammermar

Subject: Re: OPIS uan: Douglas "
Tracie -

rules and the higher b

Because of the tougher tax shelter mstmnal uoderstatemsnc penaley
purpose <
should not be marketing CPIS to ¢ corporationa.

2008, we

Larry

Reply

Subject: OPIS
Author: 7Tracie X Henderson at KPMG_US
Date: 4715/98 T:09 M

Larzy -

I have an OPIS prospect vho would like o do a $20 million OPIS inside a
clogely-held (family owned) © corp. #e do not audit. Can we do {t?

Thanks,
Tracia

Proprietary Material
Confidentiality Requested . KPMG 0035902

Permanent Subcominittee on Investigations

EXHIBIT #94hh
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@

Union Bank of Switzerland

Global Equity Derivatives

A. Cayman Island Investment Fund Transactions

{. Purchase of UBS Bearer shares on a forward basis

buyer: Cayman Island Investment Fund of Client A-F
§e|ler: UBS London Branch

underlying: UBS Bearer Shares

maturity: 50 days forward

currency: CHF

notional amount: as out!in;d above ’

IL. Purchase of Puts

buyer: Cayman Island Investment Fund of Client A-F
seller: uBS Ldndon Branch A ’
underlying: UBS Bearer Shares

maturity: 50 days

currency: CHF

strike: 80%

notional amount:

1. Sale of Barrier Calls

as outlined above

selier: Cayman Island Investment Fund of Client A-F

buyer: UBS-London Branch

underlying: UBS Bearer Shares

maturity: 50 days

currency: CHF

strike: 95% wiich is reduced to 80% once the stock reaches

notional amount:

95% until maturity

as outlined above

Permanent Subcommittee on Investigations

EXHIBIT #94ii

UBS000215
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Union Bank of Switzerland

Global Equity Denivatives
Result
net Credit of transaction 1 « Il + Ik 6.25% of notional amount
cash deposit by client minimum 3.75% of notional amount
maximurn counterparty risk: 10% of notional amount (= difference between strikes).

The client will deposit 10% in cash with UBS London as
coliateral of the transaction

B. Client Account Transaction

1. Purchase of UBS Bearer shares on a forward basis

buyer: Client A-F . )
seller: UBS (acts as broker)

underlying: UBS Bearer SSares

currency: CHF ’

settlement: 2 days value, shares hold with UBS London as custodian
notional amount: 10% of notional amounts outlined above

‘The following transactions for the Client Account are OPTIONAL and will be decided when
due:

Day t: Sale of 31 days 95% Calls (no barrier) on 10% of notional

amounts outlined above,
Purchase of 31 days 90% Puts on 10% of notional amounts
outlined above.

Day 32: . ‘ Sale of 60 days Calls (no barrier) on 10% of notional arnounts

outlined above; strike as stock price at that time,
Purchase of 60 days Puts on 10% of notional amounts outlined
above; strike as stock price at that time. .

Day 51: Purchase 45 days 110% Calis {no barrier) on 90% of notional
amounts outlined above

Day 96: Position unwind

UBS000216



P

1051

oR/25/88 22:%. FAL 208 £43°s283 Wi ADRA CAPITAL we= UBS DONEGAN

< ! QUADRA CAPITAL MANAGEMENT, L.P,

969 Third Avenus, Suite 4150 [ Seattie, WA 98104 | (206} 442-9292 | Fax (206} 442.9291

FAX COVER SHEET

DATE: September 25,1996 TIME  ILM4PM

TO: Dr. Chris Donegan PHONE: (44-171) 901-4589
UBS International ) FAX: (4+171) 956-9215

FROM: Jeff Greenstein © PAGES: 4

Chris,

Wolfgang suggested that] provide you some counterparty and account information
regarding the proposed securites and optons trarsactions in UBS shares. As Wolfgang
may have mentioned the initial interest level in this transaction has been somewhat
overwhelming.

As you might recall each transaction will invotve basically two sets of securities and option -
transactions whereby Quadra Capitl Manag will have in t discretion over -
the accounts. In sach case we will be able to provide you with a copy of the Investment
Advisory agreements enabling Quadsra to exiter the trades on behalf of the particular client.

The first set of transactions will involve the U.S. Client ("Client”) directly purchasing shares
and options in UBS stock. While the exact nature of this set of wansactions may vary
sl.ightly:mau:}.imtbyc:l.izmbasis,x:\m».sev\rinI imarily be long purch of stock along
with potentially a long call option and long put option. The size of these transactions
should be approximately 510% in dollar value relative t the mansactions done in the
account of the Investment Fand. My guess is that these stock purchases can be done
through a standard brokerage account. We wouid like to set up these accounts and
purchase the stock prior to October 15 1 have provided helow a list of the clients that we
wonld like to initiate this process for.

The Second set of transactions will sceur in a Cayman Island based Investment Company
whereby Quadra has been hired by the company’s board to act as investnent advisor.
Almost all of the assets in the company will be generated as a result of the company selling
a warrant to the same U.S. Client described above to acquire atleast 80% of the value of the
offshore company. The actual shareholders until the warmant has been exercised will be
various non-U.S. investors and companies. As in the case of most offshore investment
funds, their interest in the offshore company will be mirfmal compared to the overall

The in thos L 3l ge is privileged and L It is ntended only for the ase of the

i samed above (o7 the employee or sgent responsible to deliver it the inwnded recipient). If vou received
this in errer, you arc hereby notified that any ‘disseination, distribuon, or copying of this communicaten is
stricdy prohibited. I you have recevad this mestage in erzar please notify us by telephone immedsately, snd rewm
the original mestage w us 8t she above address vis postal service. We will reimburse vou for such costs. Thank vou.

UBS000217

Z001/004
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08/25/88  22:2: .ral 206 4¢n wurl ~GAURA CAPITAL <= DRS DONEGAN Qoczro
g 04

assets. We are currently in the process of setting these accounts up with our attomeys and
hiring BankAmerica Cayman to act as the Administrator. ] should be able o provide you .
with complete details and documentation in the next several days. Provided we comply
with the purchase of shares described in the client accotmt, we should be able to affect the
m stock and option transactiens in this account several days following the first of

For those Clients where we have Srm orders we have established their names and our n
the process of incorporating them. The other clients would like to purchase shares but have
notyet committed to purchasing the warrants on the offshore company. In the event they
elect to use the offshore Investment Company it should be relatively easy to set-up since we
will have the process down from the other clients. We have several additiomal clients that
should be able tb confirm early Thursday. Ihave listed the proposed amounts, but axe
reluctant to disclose their names mntil I have received a firm order. Suffice it to say, I am
highly confident these will become firm orders by the close of business today.

Client

US. Client: Stock Purchase: $25mil |
Offshore Co: . Investment Co. Purchase: $25mil
See attached KPMG description

Client2 .
USs. Clent Stock Purchase: $1mi
Offshore Co: Investment Co. Purchase: $ 15 mil
Client 3 {will provide details in moming) -

US. Clientz . Stock Purchase: $3mil
Offshore Con Investmnent Co. Purchase: S uncertain
Client 4 (tent waiting for firm order Thursday}

US. Client Stock Purchase: : $11 mil
Offshore Co: Investment Co. Purchase: $ 110 mil
The inf i this i e 13 privileged and confidenmal. ltis d only for the wic of the

recipient named abave (or the smplovee or agent rexponaible to delrver it to the
this m error, you are hereby notihed thet any duseounation, distribution. or copying of this e

d.

a

¥ you

P
ommunicsnon is -

swrictly prohibited. If you have recesved this message in wrror please noufy us by wlephone immediarely, and return
the original message w us at the above address via pestal service. We will reimourse vou Jor such coses. Thank you

THIS PAGE CONTAINS REDACTED MATERIAL

UBS000218
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Client 5 {tent. will know Thursdav afternoon)

US. Qient Stock Purchase: $25mil

Offshare Co: Investment Co. Purchase: $ 25 il

Chris, the contemplated option and stock transactions should be relatively straightforward.
In the event you have any questions with the information provided by KPMG/Peat
Marwick, they are willing to provide you with whatever information is necessary to getvou
comfertable Also, we will provide you with all the information necessary to get :
comfortable as it pertains to these clients of Quadra’s.

I am excited about the business opportunities involving these accounts and additional

clients that are contemplating similar trades. Additionally, ] am hopefu] that we will have

a fair number of transactions utilizing the swap structure that we putin place this summer.
In fact we better because the legal bills are starting to come in! 1 will give you a call when 1 -
arcive in the morning and look forward to answering any questions you might have, It

may be a little later than normal since almost midnight. . -

The il in this £ s ge 1 provileged ond 1 dtis ded only for the use of the
resipient named above (or the smployee or agent responsible 1o deliver it to the ied reeip Hyou

thiz in error, you are hervby notificd that any dissesunation, diszibuson or copying of thus communicaton s
strietly prohibited. I you have recerved this message in wrror please notify ws by telephone irmmediataly. and resarn
the original message 10 us at the ebove address via postel zervice. We will remburse vou for such easts, Thank vou.

4

- UBS000219
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% Peat Marwick LLp

50 Wast San Femenas Sreet Tosohons 408 279 2000 " Tosotax 408 287 5054

SenJose, CASRNITD . Teiex TP415 PMMSIC UD
Sepiember 25, 1996

Mr, Jeffrey L. Greenstein
UBS Securities -

999 Third Avenne, Suite 4150
Scattle, Washington 98104

Dewr Mr. Greenstein:

bas been a client of KPMG for ruany years. .

If we noed 1o provide any other informatian with respect ¢ please Iet me know
and we will be pleased to do so. o .

Sincerely,
KPMG Pear M e

L. g
Parmer )
BT EN

THIS PAGE CONTAINS REDACTED MATERIAL

UBS000220
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09,257 11103 Fal 208 4439291 QUaunt CAPITAL
L. P LR L - - b ipak - UBs STOLZ @::za/:os
)

Peat Marwick LLp
348 Park Avenue Taienhons 212 755 STOX Toietax 212 758 9819
New Yorr, NY 10154 Teiex 478028

Seplember 25, 1996

JefTrey 1 Greenstein

Quadra Capital Management L.P.

994 Third Avenue

Suite 4150 :

Scattle, Washington 98104

Dear feft

Attached is a copy of the facts and summzi-y sections of the KPMG opinion.

Please call me with any questions.

Sincerely yours,

David Lippman-Smith

UBS000221
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FACTS:
us w %olTs

Target is 2 corporation which will be organized under the {aws of the Cayman {slands,
B.W.1. and wholly-owned by Forcign Person. a resident of [Country 2}, USCO will
purchase from Target 2 warrant estitling USCO to acquire 2 specified number nf newly-
issucd shares of Target. Upen c:«:‘rcise of the warrant, USCO would own: 80% of
Target's only class of stock then outstanding.

Target purchases shares of Foreipn Benk .

Target will purchase shares of Foreign Bank at fair market value directly from Forcipgn
Bank and/or its executives. Target will borrow up 1o 100% of the purchase price for the
sharcs. Neither Target nor Foreign Person own or plan to own any other Foreign Bunk
shares. Target will bold the shares for a minimum period of 46 days.

in order to protect itself from a signifizant drop in the ptice of shares of Forcign Bank. it
is contemplated that Terget will hedge its risk as follows:

1. Target will write qualified covered call Qt;libns on Fareign Bank shares,

2. Turget will purchase put options on- Foreign Bank shares at a price that is
significantly out-of-the-monsy.

1t is anticipated that Foreign Bank will he the counterparty 1o the above option contracts,
A s rei res and options
On the same day Target purchases Forcign Bank shares, USCO will purchase 10% of the

amaount of shares purchased by Target. USCO will hold its Foreign Bank shares for 12
weeks or Jonger,

“Yarget will offer its Foreign Bank shares for redemption by Foreign Bank at fair market
value. Such redemption may take place through the exercise of the put optiors held by
Target or the call options held by Foreign Bank (both described above). Based un

Rooissoes
PAGE =2

NS
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KPMG Peat Marwick wr

US Entity Corporation
September 3. 1996
Page ]

" SUMMARY

Based on the hypothetical facts assurmed above, and the discussion and anulysis
helow, we sre of the opinion that under current ULS, Federal income tax law, it is more
likely than nat that US Entity will be allowed to add Target's basis in its redeemed
Foreign flunk stock to US Entity’s basis in its Foreign Bank stock in the following
manner. Forcign Bank's redemption of Target's Foreign Bank stock should be treated as
a distribution qualifying as a dividend under Sections 301 and 3186 of the Internal
Revenue Code of 1986, as amended (the “Code™) provided that Foreign Bank has
sufficient U.S. type eamings and profits for the year of the rsdemprion. This redeny
shoutd not qualify as an exchange for purposes of Code Section 302(a) (and henee will
not be reporiable as a salz or exchange under Code Scction 1001) because US Entity's
ownership of Foreign Bank stock and options will be awributed 1o Target underthe
ownership atribution rules of Code Section 31X and none of the four tests in Code
Section 302(b) will be met. Because Target no longer will own directly any Foreign
13ank sharcs afier the deemed distribution, its basis in such shares will be aflocated to US
Entity's Forvign Bank stock p o Regulation Section 1.302-2(c) and possibly 10
its oplions under Regulation Section 1.61-6.

In arriving at our conclusion we have considered centain potential issues which
might aftect the wx results described hersin, Howeves, zs discussed below, it does not
appear that the step transaction doctrince, the agency doctrins, the sham transaction
doctrine, Code Sections 269, 1059, and 1091, the provisions governing controlled
furcign eorporations, foteign p ! holding companics, nor pending legistation will
apply 1o these transactions. Further. we helieve the loss US Entity might recognize upon
its witimute disposition of Foreign Bank s:ock would oormally be expected to have a
targety U8, source,

UBS000223
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From: Chris Donegan <don>

Date: Thu, 26 Sep 96 14:21:02 +0100
To: Quadra

Subject: QUADRA TRADE

Woligang,

as | understand the deal it has 2 parts.

1. UBS trades with an ONSHORE US client - a Quadra LP account This trade is th h
stock and optional purchase of a call and put. © purchase of UBS

2. UBS trades with an OFFSHORE CAYMAN TRUST which is adminsiterad OUADRA Th ‘
a 50 day forward on UBS stock, a put option and sells a calt to UBS. by e trust buys

.+ The credit risk on the call is collaterised by cash collateral from the TRUST.

40 not yet understand the tax rationale for the trade. 1 will speak to JeH/KPMG. Legal a i ’
issyes will be addressed today with Staddon and Adam. - Legaland operational

Don : -

UBS000224
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new
From: Randalt S Bickham at KPMG_Silicon_Valley2
Sent: Wednesday, September 30, 1998 6:42 AM
To: Eischeid, Jefirey A; Henderson, Tracie K; Taylor, Theresa S
Subject; Documents
Importance: High
Forvard tnt Opux €211 Option.dor Opua b9, Dpnt SPVLP Mvisory Opus Swbscription Svap Contirm.dor
Mgreement . doc ement. .. Agreement 8o .
Swap Scwed. doc ) 052 Mvisory RITEZY measige

Aorwemsnt .do¢ Benders.tat The key changes made to finalize the
documents are:
~the 7% relates to the following, Swap-6.45%, GP Option-.25%, Quadra
fee-.30%. The reason for breaking out the .30% was to make the
numbexrs work as to allocating Cayman profits between the option and
the swap. Also it makes sense that the Investor is paying Quadra
. directly in light of the investment advice given to the Investor.
~the GP/LP split is 15/85, again to make the numbers work with respect
to the call relative to the option. Value is skewed toward the call,
which is good in that it gives more economic substance to the call in
which attribution is based.
-the profit allocations are 95/5 and 5/95 again to make the respective
allocations work,
«~the exercise price for the call is .51%
~the language as to the floating payment within the swap is extremely
ing but is y to capture all potential eventualities.

Randy

Forward Header

Subject: Documents
Author: Norm Bontje <NoxmBsgcm.com> at INTERNET
Date: 9/28/98 B:46 AM

Randy, attached please find operaéive documents. Investment description to
follow.

<<Opug Call Option.doc>> <<Opus L.P. Agreement.doc>> <<Opus SPVLP
Advisory Agreement.doc>> <<Qpus Subscription Agrgement . doc>> <<Swap
Confirm.docs>> <«<Swap Sched.doc>> <<USI Advisery Agreement.docs>

Proprietary Material
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Permanent Subcommittee on Investigations

EXHIBIT #%u




1060

- Forwarded with Change€s -verm-reomce e mmc e ccnwew
Fro Noxm Bontje <NormB@qcem.com> at INTERNET

Date: 3/28/98 8:46AM

To: Randall S Bickham at KPMG_Silicon_Valley2

sec: Jeff Greenstein <jeffgegeom.com> at Internet

Subject: Documents

Proprietary Material
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250 Shares of Common Stock
of
«SPVINC_Name»
an exempted company formed under the laws of
the Cayman Islands, B.W.L

October ___,1998
CALL OPTION

This certifies that for value received from «US_Investor» (the *Buyer®) in the amount of
$«Call_Option_Premium=the Buyer of this option contract and the opfion 1o purchase
shares hereunder (the "Oplion®) may cali upon, «SPVLP_Namex the party required to
perform the obligations of this Option (the "Writer”), 1o either, at the sole discretion of the
Buyer, i) sell to the Buyer 50 percent of the issued and outstanding shares of the
Common Stock (the "Shares”) of «SPVINC_Name» (the "Corporation®) owned by the
Writer at the price per share, of U.S.$«Call_Option_Strike= (the *Strike Price®), or (i) 1o
pay to the Buyer a cash settiement price (the *Cash Settiement Price®) of 50% (Fifty per
cent) of the adjusted Net Asset Value of the Corporation {as defined in Section 7 below).
The Strike Price is subject to adjusiment in accordance with the provisions of Section 6
below.

1. Exercise. The Buyer may exercise its rights under this Option beginning 60
(SIXTY) days after the date first stated above.

2. Expiration. The Option expires on January 31, 1999 5:00 p.m. Pacific Daylight
Time (the "Expiration Date").

3. Presentment. In order to exercise this Option, the Buyer must defiver to the
Writer, before the Expiration Date, the following:

()  This Option,

()  An Election to Call in the form appended hereto, duly signed by the Buyer
{or a duly authorized representative thereof),

(iif) Payment of the Strike Price, in accordance with the requirements stated
herein.

Upon presentation of this Option to the Writer, together with the duly executed Election
to Call and payment of the Strike Price, the Writer agrees to accept notice of the Buyer's
exercise of the Option, by stamping or signing where indicated on the Election to Call,
and such acknowledgment will constitute a contract and will be controlling with respect
1o the acceptance and delivery of all certificates representing ownership of the Shares
and settlement of the sale of the Shares contemplated herein. This Option cannot be
exercised orally.

Proprietary Mater;. .
Confidentiality Requeaeg KPMG 0010460
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4. Payment. The Buyer will pay the Strike Price 1o the Writer by wire transfer 1o the
account specified by the Whiter, at the same time that the Buyer delivers this Option and
the Election to Call.

5. Commitment. The Writer agrees to carry out and pedform all of its obligations
under this Option, in accordance with the provisions hereof.

6. Adjustments. Before the expiration of this Option:

{a) The Strike Price will be reduced by the value of any cash dividend
on the day that the stock issued by the Corporation of the class
specified on the face of this Option (the *Underlying Security”) goes
ex-dividend;

{b) if the Buyer exercises all or any portion of the Option after any stock
dividend, stock spiit, reverse stock spiit, recapitalization,
combination or exchange of shares, merger or consolidation of the
Corporation, acquisition.of properly or stock by the Corporation,
reorganization or other similar change or transaction by the
Corporation affecting the class of shares of the Corporation's
capital stock of which the Shares are a part, this Option will become
an option for the equivalent number and class of new shares the
Buyer would have had on the date of exercise had the new shares
been purchased for the same Strike Price.

{c) Stock dividends or the equivalent due-bills will be attached to the
Underlying Security when and if this Option is exercised, and the
total Strike Price will not be reduced.

7. Definition of Net Asset Value.
*Net Asset Value® means: 50% (Fitty per cent) of the Corporation’s fair market

value as of the close of business on the day the Buyer presents the option to the
Writer for cash setilement, taking into account all of the assets of the
Corporation, less the liabiiities of the Corporation, less the strike price per share
of U.8.$«Call_Option_Strike» multiplied by 50% of the issued and outstanding
shares of the Corporation. The Net Asset Value of the Corporation will be

jculated by the v jate Bank & Trust Company, Lid as ini of the
Corporation. For purposes of the Net Asset Value Computation, the assels of the
Corporation will be deemed 1o include:

{i} alf cash on hand, on loan or on deposit, or on call including any interest
accrued thereon;

(i) alt bills, demand notes, promissory notes and accounts receivable;

Proprietary Material
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(i) all bonds, time notes, shares, stock, corr{modilies, metals, debentures,
debenture stock, subscription rights, ts, options, fi ial futures, and
investments and securities owned or contracted for by the Corporation,

(iv) all shares, stock and cash dividends and cash distributions to be
received by the Corporation and not yet received by it but declared payable
1o shareholders of record on a date before the day as of which the assels are
being valued; :

(v) all interest accrued on any interest bearing securities owned by or
credited to the Corporation;

(vi) all other securities of the Corporation; and

{vil) all other assets, including assets which are intangible in nature or
represent prepaid expenses.

In determining the fair market value of the assets of the Corporation, the
following guidelines will be used:

{a) The value of any cash on hand or on deposit, bills, demand notes and
accounts receivable, cash distributions or dividends declared fo holders of
record on a date on or before the calculation of the Net Asset Value but not
yet received, and interest accrued and not yet received, will be deemed to be
the full amount thereof, unless the Directors of the Corporation (the
*"Directors”) have detemmined that any such deposit, bill, demand note or
account receivable, distribution or dividend, or interest accrued is not worth
the full amount thereof, in which event the value thereof will be such value as
the Directors determine to be the fair value thereof,

(b} The value of any security listed or dealt in on a regutar listed or OTC
exchange will be determined by taking the last sale price (or, lacking any
sales, a price not higher than the closing asked price and not lower than the
closing bid price therefor as the Directors may from time to fime determine)
on the latest available quotation;

{c) if a security is listed or dealt in on more than one stock exchange, the
Directors will determine the stock exchange whose quotations will be used in
the determination of the value of such security;

{d) i no price quotations, as provided above, are available for a security, the
value thereof will be determined in such manner as the Directors will from
fime to time determine; '

{e) Short-term investments will be valued at cost plus accrued interest and

Proprietary Material
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plus or minus any unamoitized discount or premium;

{f) Assets which are quoted in a foreign cummency will be valued by translating
the quoted value into dollars at the exchange rate quoted by Bloomberg, L.P.
prevailing at the close of business on the day the Net Asset Value is
calculated;

{g) Any assets not described in (a) through {f} above will be valued at the
amount at which such asset could be converted to cash within 30 (THIRTY)
days.

The liabilities of the Corporation will be deemed to include:

(i) all bills and notes payable and accounts payabie;

(i) ali administrati p payable or i, of both;

(i} all conts } obligations for the payment of money or property; and

{iv) all other fiabilities of the Corporation of any kind, including loans from
shareholders but excluding liabilities represented by the share capital or
share premium paid on the Ordinary Shares.

8. Assignment. This option contract and the Option it provides inure to the benefit
of and is binding upon the successors and assigns of the Buyer. This option contract
and the Option may not be assigned by the Buyer.

9. Amendment: No oral modification or Waiver. No provisions of this option contract
may be changed or waived without a writing signed by the parties.

10.  Severability. If any of the provisions hereof are held to be invalid, void or
unenforceabie, the remaining provisions will remain in effect and will not be affected,
impaired or invalidated.

11.  Merger of Agreements. This option contract is intended to express the entire
- - agreement between the parties conceming the subject matter hereof, and it supersedes
all other earfier and contemporanaous agl s and expr betv them.

12.  Headings. The section héadings appear only for convenience and may not be
used to affect the construction of this option contract.

13.  Goveming Law. This option contract is 1o be govemed by and construed in
accordance with the laws of the Cayman Islands, without reference to the conflicts of
faws principles thereof.

14.  Professional Advisement. The Buyer

P thatithasc lted its
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professional advisers on and informed itse)f as to matters referred to in this document
and in the Company’s Memorandum and Articles of Association, including: (a) the legal
requirements within the country of its nationality, residence or domicile that may apply to
the acquisition of the Option and the Shares; (b} any foreign exchange restrictions or
exchange control requirements which it might encounter on acquisition or disposal of
the Option; (c) the income tax and any other tax consequences which might be relevant
1o the acquisition, holding or disposal of the Option; and (d) the significant risks involved
in the investment program to be foliowed by the Corporation, which could entail the risk
of losing all investment principal.

IN MAKING A DECISION TO INVEST IN THIS OPTION, THE BUYER MUST RELY ON
ITS OWN EXAMINATION OF THE ENTITY CREATING THE SECURITIES AND THE
TERMS OF THE SECURITIES, INCLUDING THE MERITS AND RISKS INVOLVED,
THE OPTION OFFERED HEREBY HAS NOT BEEN RECOMMENDED BY ANY
FEDERAL OR STATE SECURITIES COMMISSION OR REGULATORY AUTHORITY
OF THE UNITED STATES OF AMERICA, AND ANY REPRESENTATION TO THE
CONTRARY IS A CRIMINAL OFFENSE. THE OPTION OFFERED HEREIN HAS NOT
BEEN AND WILL NOT BE REGISTERED UNDER THE UNITED STATES
SECURITIES ACT OF 1933, AS AMENDED (THE "ACT"), NOR HAS THE
CORPORATION BEEN REGISTERED AS AN INVESTMENT COMPANY UNDER THE
UNITED STATES INVESTMENT COMPANY ACT OF 1940 (AS AMENDED). .

THIS OPTION IS SUITABLE ONLY FOR SOPHISTICATED INVESTORS WHO DO
NOT REQUIRE IMMEDIATE LIQUIDITY FOR THEIR INVESTMENT, FOR WHOM AN
INVESTMENT IN THE CORPORATION DOES NOT CONSTITUTE A COMPLETE
INVESTMENT PROGRAM, AND WHO FULLY UNDERSTAND AND ARE WILLING TO
ASSUME THE RISKS INVOLVED IN THE INVESTMENT PROGRAM OF THE
CORPORATION, WHICH PROGRAM MAY RESULT IN A COMPLETE LOSS OF
THEIR INVESTMENT.

NO TRANSFER OF ALL OR A PORTION OF THE OPTION OR UNDERLYING
SECURITIES SHALL BE MADE AT ANY TIME UNLESS THE CORPORATION SHALL
HAVE BEEN SUPPLIED WITH EVIDENCE REASONABLY SATISFACTORY TOIT
THAT SUCH TRANSFER IS NOT IN VIOLATION OF THE ACT, SUBJECT TOTHE
SATISFACTION OF THE AFORESAID CONDITION AND UPON SURRENDER OF
THIS OPTION OR CERTIFICATES FOR ANY UNDERLYING SECURITIES AT THE
OFFICE OF THE CORPORATION, THE CORPORATION WiLL DELIVER A NEW
OPTION OR NEW CERTIFICATE OR CERTIFICATES FOR UNDERLYING
SECURITIES TO AND IN THE NAME OF THE ASSIGNEE OR ASSIGNEES NAMED
THEREIN. THE RIGHTS TO THE SHARES WHICH THE BUYER MAY OBTAIN UPON
THE EXERCISE OF THIS OPTION ARE SUBJECT TO ANY LIMITATIONS IMPOSED
BY THE ARTICLES OF ASSOCIATION OF THE CORPORATION.

NO PERSON, FIRM OR CORPORATION, OTHER THAN THE BOARD OF
DIRECTORS OR THE ADMINISTRATOR OF THE CORPORATION, HAS BEEN
AUTHORIZED TO GIVE ANY INFORMATION OR MAKE ANY REPRESENTATION

jal
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OTHER THAN TO DELIVER THE CORPORATION'S MEMORANDUM OF
ASSOCIATION AND ARTICLES OF ASSOCIATION. IF MADE BY OTHER THAN
SUCH AUTHORIZED PERSONS, ANY SUCH REPRESENTATION SHOULD NOT BE
RELIED UPON.

THIS OPTION MAY NOT BE OFFERED DIRECTLY OR INDIRECTLY TO A MEMBER
OF THE PUBLIC IN THE CAYMAN ISLANDS.

Jcontinues on next page]

ary Material
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IN WITNESS WHEREOF, the Writer has caused this Option to be executed as of the date first
written above.

- Weier: «SPVLP_Name~ Buyer: «US_Investors
By. By '
Name: Nome:
Title: . Title:
-7
Proprietary Material
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To: «SPVLP_Name=»

ELECTION TO CALL

The undersigned hereby irrevocably elects fo exercise the right fo purchase represented
by the within Option for, and to purchase thereunder, 250 (TWO HUNDRED FIFTY)
shares of «SPVINGC_Namen», an exempted company formed under the laws of the
Cayman Islands, provided for therein, and requests that the certificate(s) for such
shares be tendered to it together with all ather deliveries required 1o effect the transfer
under the Opfion.

Dated:
«US_Investor»

By
Name:
Title:

To: «SPVLP_Name»

ELECTION FOR CASH SETTLEMENT

The undersigned hereby irrevocably relinquishes its right to purchase represented by
the within Option for, and to purchase thereunder, 250 (TWO HUNDRED FIFTY) shares
of «SPVINC_Name», an exempted company formed under the laws of the Cayman
Islands, provided for therein, in consideration for the payment of the Cash Settlement
Price in full by the Writer o the undersigned.

Dated:
«US_investor»

By:
Name:
Titte:

Proprietary Materiai .
fidentiality Requeste
Confide S



1069

AMENDED AND RESTATED
LIMITED PARTNERSHIP AGREEMENT OF
«SPVLP_Name»

AGREEMENT, made «SPVLPAgreement_date», by and among «SPVINC_Name», an
exempted company organized and existing under the laws of the Cayman Islands, «NRA», a
company organized and existing under the laws of the Isle of Mann.

WITNESSETH:

WHEREAS, the parties hereto have joined together in a imited partnership for the
purposes set forth in Section 5 hereof; and

WHEREAS, the partics desire to set forth the terms and conditions of their partnership
agreement referred to above.

NOW, THEREFORE, in consideration of the foregoing, of the mutual promises of the
parties hereto, and of other good and valuable consideration, the receipt and sufficiency of which
is hereby acknowledged, the parties hereto, intending legally to be bound, hereby agree as
follows:

1 Formation.

The parties hereby form a limited p hip p 10 the Exempted Limited
Partnership Law (1997 Revision) of the Cayman Islands (the "Law").

2. Name.

“The name of the partnership is «<SPVLP_Name».

3. Definitions.

3.1 Agreement: means this Agr of Limited P: hip, as ded
modified or supplemented from time to time. :

. 32 Capital Account: means, as to any Partner on any given date, the cash
contributed by the Partner to the capital of the Partnership, properly adjusted to reflect (a) such
Partner’s distributive share of Profits and Losses of the Partnership and (b} distributions by the
Partnership to such Partner.

33 CapualCnnm.hamnn means the amount of cash contributed to the capital
of the Partnership. .

Proprietary Material
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34 Capital Receipts: means the proceeds from financing or refinancing of any
loans secured by mortgages or deeds of trust on Partnership property, partial or total
condemnation of Pantnership property, casualty insurance, sale or other disposition of all or any
part of the Partnership property, or other extraordinary receipts or proceeds.

3.5  CashBow: means the gross cash ipts g d by the
business of the Partnership from all sources, Jess op 2 paid, pay made to
discharge Partnership debts, amounts set aside as reserves, and capital expenditares.

36  Geperal Partoer: means «SPVINC_Names, an exempted company of the
Cayman Islands having its registered office at «SPVINC_Address_1»«SPVINC_Address_2».

3.7 Limited Pantner: means «NRA», an kle of Mann company, whose
principal business address is <NRA_Address_}», «NRA_Address_2» together with any
SUCCessors or assigns, in the manner permitted herein.

3.8 Parner means either the General Partner or the Limited Partner, and
Bartners: means the General Pariner and the Limited Partner together.

3.9  Panscship: means «SPVLP_Narme», a Cayman Islands exempted limited
partnership formed under the Law in accordance with the terms of this Agreement, with its
principal place of business as hereinafter set forth.

3.10  Pannership Interest: as to any Partner, means a Partner’s Capital Account,
Percentage of Partnership Interest, the right of such Partner to distributions under Section 13
hereof, and any other rights such Partner has in the Par hip; any such Par hip Interest
shall be governed by Asticle 8 of the Uniform Commercial Code, as in effect in the State of New
York, US.A.

3.11 Percentage of P, hip Interest: as to any Partner, means the percentage
in the Partnership shown opposite the name of such Partner in Section 9.1 hereof.

312 Profit or Loss: means profit or Joss determined by the certified public
accountant employed at the close of the taxable year of the Panncrshxp to prepare the partnership
information remrn for Federal income tax purposes.

3.13  Substituted Limited Partner: means that person or party admitied to the
Partnership as a Limited Partner, in accordance with the provisions of Section 14 hereof.

4, Registered Office.

The registered office of the Partnership is located at:

e

Proprietary Matenal‘ "
Confidentiality Reques KPMG 0010469



1071

Myers & Alberga
PO Box 472GT
One Regis Place
Fort Street, Grand Cayman
Cayman Islands, B.W.1
or at such other location in the Cayman Islands as the General Partner may from time to time
hereafter determine.
5. Purpose.
The purpose of the Partnership is:

to engage in hedge and/or option transactions and all matters ancillary thereto or related
thereto, incurring indebtedness in connection therewith, and the pledging or charging of
the assets of the Partnership in connection with any of the foregoing, and to issue
guarantees, hold, improve, maintain, operate, lease, sell and undertake financing
arrangements and invest in securities as the General Partner on behalf of the Partnership
may select, and to engage in any and all lawful general business activities related or
incidental thereto, and 1o engage in any other lawful activities as the General Partner on
behalf of the Partnership may from time 10 time determine appropriate in connection with
the foregoing.

6. JTerm.

The term of the Parmership commenced on «SPVLPAgreement_date» and will
continue until March 31, 2028, or, if the sooner, the dissolution of the Partnership and its
business is completed and wound up following a cause of dissolution, as provided in Section 16.1
hereof. .

7. Capital Contribntions. Within fifteen (15) business days of the date hereof:

7.1 Capital Contribution of General Pariner. The General Partner agrees and
covenants to make a contribution of «General_ParmerContribution» to the capital of the

Partnership.

7.2 Capital Contributions of the Limited Partner. The Limited Partner agrees
and covenants to make an initial contribution of «LimitedPartner_Contribution» to be contributed
by the Limited Partner.

3
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7.3 Time for Payment. The contributions to the capital of the Partnership shall
be made as required in Sections 7.1 and 7.2 above.

7.4 Additional Capital Contributions. The Limited Pastner is not required to
contribute to the capital of the Partnership any amount beyond that sum required under Section
7.2 hereof, nor call for any increase in the capital of the Parinership for any purpose. I the
General Partner deems that the Partership needs additional Capital Contributions and gives
written notice of a call for such additional Capital Contributions to the Limited Partner, but the
Limited Partner does not wish to participate therein, then the Limited Partner will notify the
General Partner thereof within twenty (20) business days of the date of the General Partner's
rotice. if the Limited Partner does not give such notice, the Limited Partner will be'deemed to
have agreed to such additional Capital Contribution. Upon thé payment of such additional
Capital Contribution, the Pariners agree to amend this Agreement in writing to reflect the same.

I the Limited Partner so agrees, or is deemed to have so agreed, further Capatal Contributions to

 the Partnership will be made in proportion to the P ge of P; b in effect
imimediately before such call. Payment of such further Capital Contributions will be made as and
when called for in writing by the Genera} Partner. Any Limited Pariner who does not agree to
such additional Capital Contribution will be d d to bave d to a proporti dilution
of its Percentage of Partnership Interest.

7.5  Interest. The Limited Partner has no right to receive interest on its Capita)
Contribution or its Capital Account.

1.6 R:mm.oLCnpxmLCDnmhuLmns Except as specifically provided in this
Agreement, the Limited Partner has no right to withdraw or reduce its Capital Contribution to the
capital of the Partnership.

7.7 Eoomof Cedificates for Partnership Interest. A Partner is entitled to have
acentificate signed in the name of the Partnership by the General Partner, centifying the
Partnership Interest owned thereby. The signature(s) on the certificate may be facsimile. Any
such certificate will state conspicuously on its face, to the extent applicable, that the Par hi

Interest represented thereby is subject to restrictions limiting transfer.

7.8  Transfer of Partnership Interest. Before any transfer of a Partnership
interest is entered upon the books of the Partnership, or before any new certificate is issued
therefor, the old certificate properly endorsed shall be dered and canceled, unless the
certificate has been lost or destroyed.

7.9  Last Stolen or Destrayed Cenificates. The Partaership will issue a new
Partnership interest centificate in the place of any certificate previously issued by it that is alleged
to have been lost, stolen, or destroyed: however, before issuing such new certificate the General
Partner may require the owner of the certificate (or the owner's legal representative) to give a
bond or other adeguate security sufficient to indemnify the Partnership against any claim that may
be made against it (including but not limited to any expense or Hability) on account of the alleged
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loss, theft or destruction of any such certificate or the issuance of such new centificate.

8. Lishility.of Limited P .

The Yiability of the Limited Partner for the losses, dcbts, expenses, obligations or
liabilities of the P hip or brances against the Par property is limited, subject
10 the Law, to the aggrcgatc amount of the Limited Partaer’s Capnal Contribution as set forth in
Section 7.2 hereof. Without limiting the generality of the preceding sentence, the liability of the
Limited Partner may not be so limited, however: (i) if the Limited Partner takes part in the
conduct of the business of the Partnership; or (31) with respect to any retum on contributions
received by a Limited Partner within a six month period from the insolvency of the P hi
in which event the Limited Partner may be liable to return such payments reserved together wnh
interest thereon, all in accordance with Section 14 of the Law.

9. Alincation of Profits and 1 osses.
9.1 Percentages. The Profits of the Partnership will be shared, and the Losses
of the Partnership will be bome by the Partners in proportion to their respective Percentages of
Partnership Interest, as set forth below:

9.1.1  General Business Operations. With respec:.lo the general business
operations of the Pannership, profits and Josses will be allocated as follows:

General Partner 5%
Limited Partner 5%

9.1.2  Special Allocation. Gains and losses from the disposition of investments
in UBS AG common stock not subject to a call option will be allocated as follows:

General Partner 95%
Limited Partner 5%
92  Changesin Perc The P in Section 9.1 will be deemed
proportionately changed in the case of any increase of Parnership capital by fewer than all

Partners or in not corresponding to their P: in either case under Section 7.4
hereof. .

9.3 Allocations. All Partnership items of income, gain, loss, deduction, credit
or allowance for any taxable year or other period will be allocated among the Partners in
proportion to the P ge of P: hip 1 sctfonthecuon9labove

P
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10, Legal Title to Partnership Property.

Legal tile to all Pannémhip property will be held in the name of «<SPVLP_Name»
or in such other manner as the General Pastner determines to be in the best interests of the

Partnership.
11, Management.
11.}  Powerand Authority of General Partner. The General Partner has
4 hority and responsibility for the 2 of the P: hip busi and affairs.

Except as otherwise provided in this Agreement, the General Partner has all the rights and
powers of a general partner as provided under the Law and other applicable laws of the Cayman
Islands, and any action taken by the General Partner will constitute the act of the Partnership.
Without limiting the generality of the above, the General Parmer, by any duly elected officer, has
the right, power and autherity, in furtherance of the purpose of the purpose of the Partnership as
set forth in Section 5 hereof, to do the following:

(a) Incur all reasonable expenditures;

(b) Employ and dismiss from employment any and all employees, agents,
independent contractors, attorneys and accountants;

{¢) Purchase and otherwise acquire property of all kinds, real and personal,
in accordance with Section 10 hereof:

{d) Enter into in’ advisory ag with such in
advisors(s) as it deems appropriate;

{e) Sell or exchange, or grant an option for the sale or exchange of, all or
any portion of the real and personal property of the Partnership, subject to the limitations
of Section 12.2 of this Agreement;

{f) Lease all or any portion of any property for any purpose and without
1imit as to the term of condition thereof;

{g) Borrow money and as security therefor 1o mortgage and grant security
interests in or otherwise encumber all or any part of any property, or to b
in Jike manner;

S

{(b) Place record tile to any property in its name or in the name of a
nominee or a trustee;
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(i) To adjust, compromise, settle or refer 1o arbitration any claim against or
in favor of the Partnership or any nominee thereof, and to institute, prosecute and/or

defend any Jegal p ding relating to the busi or property of the Partnership; and
(3) Execute, prepare, file, record or otherwise deal with any documents,
whether of a private or gover 1 nature, relating to the business or property of the

Partership.
" 132 Duties of General Pariner.

The General Partner is not required to devote full time to the affairs of the

Pannership, but shall devole 1o the of the P; hip so much of its time as it, in its
sole di jon, deems bly y to efficient operation.
113 Management and Other Sexvices.

The General Pastner may manage the Partnership property or may contract
with any person, firm or corporation for the performance of any and all services (including,
without limitati ac ing, in advisory and legal services) that may at
any tire be necessary, proper, convenient or advisable to carry on the business of the Partnership
or 1o hold, manage, supervise or otherwise deal with the Partnership propenty. .

114 Reimbursement of Expenses.

: The Par hip will fully reimb the General Partner for the expenses
the General Partner incurs in ion with the and supervision of the Partnership

business, if the General Partner presents the Partnership with such invoices and receipts as are
y to sub such

P

12, Awhority of Limited Panner.

12.1  No Authority. The Limited Partner has no right to participate in the
management or conduct of the Partnership business nor has it any power or authority to act for or
on behalf of the Partnership.

12.2  Approval of Limited Partoer.

Despite the provisions of Section 12.1, it is understood and agreed that the
Limited Partnier may approve the following:

{a) A ds of this Agr of Limited Partnership;

-
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(b) Voting as a limited partner on the sale or disposition of all or
substantially all of the property of the Partnership;

{c) Voting as a limited partner on the dissolution and termination of
the Partnership other than under the terms of this Agreement;

(d) Voting as a limited partner on the removal of the General
Parmer and clection of a r 1 partner.

123 G ipn; Drawing Account

Unless the General Partner specifically employs the services of the Limited
Partner, the Limited Partner will not receive any salary or other compcnsauon for services froth
the Partnership, nor will the Limited Partner have a drawing in the P: hi

'

13, Diswibution of Cash Flaw and Capital Receipts.

13.1 " Distibution of Cash Flow. The Cash Flow of the Partnership may, in the
- discretion of the General Partner, be dxstnbutcd among the Partners in proportion to their

respective P ges of P; ) in dance with the provisions of Sections 9.1.1
and 9.1.2, above, to the extent that funds are available.

13.2 . Distribution of Capital Receipts. Capital Receipts will be allocated among
the Partners in propostion te their respective Perc ges of P: hip Interest in d
with the provisions of Sections 9.1.1 and 9.1.2, above.

14, Assigoment of Inserests.

14.)  General Partner. The General Partner has no right to assign its Partnership
Interest, or any part thereof.

142 Limited Partner. Provided that the prior written consent thereto of the
General Partner shall have been obtained, which consent may be withheld in its sole and absolute
discretion, the Limited Partner may assign its Partnership Interest, or any part thereof, to a person
who is not a Partner in the Partnership and may confer upon such assignee all the atiributes of its
interest in the organization and the assignee may b a Substituted Limited Partner, but only
if the following conditions are also complied with: .

. (a) The assigning Limited Partner so provides in the instrument of
assignment;

(b) The assignee agrees in writing to be bound by the provisions of this

8-
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Agreement;
{c) The instrument of assignment is in form and substance reasonable;

{d) The assignor and assignee execute such other instruments as the
General Pariner may reasonably require to effectuate such substitution, including an
assumption by the assignee of the liabilities of the assignor, without relieving the assi
from liability to the Partnership, if any;

{¢) The assignee pays, or oblig;'nes itself to pay, as the General Partner may
determine, all ble expenses d with such substitution; and

{f) The assigning Limited Partner surrenders its certificate or centificates
evidencing ownership of its entire Partnership Interest, duly endorsed in blank for transfer
thereof, or delivers to the General Partner an affidavit of loss, theft or destruction with
respect to such certificate or certificates and complies with the requi of Section
7.9 of this Agreement.

In no event may a minor or incompetent person become a Substituted Limited
Partner.

15. Death Leeall Liguidation. Dissaluti fasal £ 2 Limited
Pagner.

The death or legal incompetency of a Limited Partner that is a natural person, or
the liquidation, dissolution or insolvency of a Limited Partner that is an entity, will not dissolve
the Partnership, In such event, the personal representative of the deceased or incompetent
Limited Partner, or a duly authorized officer of the liquidating, dissolving or insolvent Limited
Partner, will have, t‘or purposes of settling the estate of the deceased Limited Partner or

and inistration of the affairs of the incompetent Limited Partner or liquidating,
d:ssolvmg or insolvent Limited Partner, all of zhc rights of the Limited Partner, including the

same right the d d, i Liquidating, dissolving, or insolvent Limited Partner would
have had under this Agreemem to assxgn its Panncxshlp Interest and te constitute the assignee a
Substituted Limited Partner.

16.  Dissolution: Continuation: | iquidatinn: and Terminati

16.1  Canse of Dissolution. The Parinership will be dissolved upon the
agreement in writing of the General Partner and the Limited Partner to dissolve the Partnership.

162 Continnation of Partmership. The Partnership will dissolve upon the
withdrawal, liquidatios, dissolution, death, adjudication of bankruptcy o adjudication of .

-9-
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incompetency of the General Partner, or upon the sale by the General Partner of all of its
Partnership Interest, except that if within 90 days of such date of dissolution, there are at least 2
Limited Partners and they unanimously elect one or more General Partners, the business of the
Partnership is not hereby required to be wound up. Upon such withdrawal, liquidation,
dissolution, death, adjudication or sale, if there are at Jeast 2 Limited Partners, one may be the
successor General Partner of the Partnership.

16.3  Liguidation. If the Limited Partner(s) does not agree to continue the
Partnership, the General Partner will wind up the P: hip, liquidate the Par hip's assets
and distribute the proceeds thereof in the following order:

(a) The debts and Labilities of the Partnership- will be paid or otherwise

adequately provided for; and
(b) The ining p ds will be distributed among the Partners in
proportion to their respective Percentages of P; hip Interest. -
16,4 Tepnination. The P hip will be terminated upon completion of the
dissolution, liquidation and distribution of the liquidati ds, and any d of like

effect necessary thereto will be executed and delxvered or f led with the appropriate persons by
the General Partner or Limited Partners, as the case may be.

17.  Booksof Acconnt; Financial Reports: Tax Returns; Taxahle. Year; Accounting

17.}  Books of Account. The Partnership will maintain, at its principal place of
business or at such other place as the General Partner may determine, books of account, which
will reflect fully and by all P hi in d with g Iy d
accounting principles applied on a consistent basns Each Partner will have access lhcrelo at all
reasonable times.

17.2  Financial Repost. Not later than ninety (90) days after the close of the
taxable year of the Partnership, the General Partner will furnish or cause to be furnished to each
Limited Partner a report of the business and operations of the Partnership, prepared by an
independent certified public accountant. Said report will contain a copy of the annual financial

of the P: hip, showing the Partnership’s profit or loss for the year and its
allocation among the Partners.

-10-
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17.3  Bank Account. All funds of the Partnership will be deposited in the name
of the Partnership in one or more deposit or brokerage accounts or both and will be withdrawn on
the authorized signature of an officer of the General Partner or a signatory duly authorized by the
General Partner.

18.  Powerof Atorney,

18.1 ToGenerl Partoer. By signing this Agreement, the Limited Partner
constitutes and appoints the General Partner the attorney-in-fact for the Limited Partner, with
power and authority 1o act in its name and on its behalf in the execution, acknowledgment and
filing of documnents, including but not imited 10 the following:

(a)  The Statement filed pursuant to Section 9 of the Law or any
amendments thereto; .

(b}  Any other instrument required to be filed by the Partnership by faw,
or by any govemmental agency, or which the General Partner deems it advisable to file;
and

©) Any documents required to effect the continuation of the
Partnership, the admission of a Substituted Limited Partner, or the dissolution and

of the P hip; provided, ho 7, such continnation or
dissolution and ination are in d: with the specific terms and conditions of
this Agreement.

18.2  Specifications of Pawer. The Power of Attomey hereby granted by the
Limited Partner to the General Partner:

(a)  may be exercised by the General Partner for the Limited Partner by
a facsimile signature of one of the officers of the General Partner; and

. (b)  will survive the delivery of an assignment by the Limited Partner of
the whole or any portion of its Partnership Interest, except that where the assignee thereof
becomes a Substituted Limited Partner, the Power of Attorney will survive the delivery of
such assignment for the sole purpose of enabling the General Partner to execute,
acknowledge and file any instrument necessary to effect such substitution.

-1}
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19.  Exculpation.

No Partner is liable 1o the Partnership or to any other Partner by reason of its
actions in connection with the Partnership, except in the case of actual fraud or dishonest
conduct.

20, Ancillary Provisions.

20,8 Meetings of Parmership. Meetings of the Partnership may be called by the
General Partner or by writien request of a majority of the Limited Partners, stating the purpose or
purposes of such meeting. Within ten (10) days after receipt of such a written request by the
Limited Partner, the General Partner will provide the Limited Partner with written notice of a
meeting 1o be held, which notice will specify the time and place of such meeting and the purpose
or purposes thereof.

20.2  Successors. The terms and conditions of this Agreement are binding upon,
and inure to the benefit of the parties and their heirs, dmini! p ! and legal
representatives, successors and assigns.

203 Entim Ag This A consti the entire agreement
among the parties and supersedes all other prior and contemporaneous oral and written
gr and und dings with respect to the subject matter hereof.

20.4 Exaher Action. The panties each hereby agree to execute and deliver such
Jditional i and d and to take such additional action as may be required from
time to time in order to effectuate the provisions and purposes of this Agreement.

20.5 Waivers and Amendments. No waiver, modification or amendment of this
Agreement or any provision hereof will be considered valid unless in writing and signed by all of
the parties. No such waiver will be deemed a waiver of any other provision or any subsequent
breach or default of a similar nature.

20.6 Severahility. If any provision of this Agreement is held to be invalid or
forceable, the inder of this Ag will not be affected thereby but will be enforced
to the greatest extent permitted by law.

20.7 Counterparts. This Agreement may be executed in one or more
counterparts, each of which will be deemed an original, and all of which taken together shall
constituie but one and the same instrument.

20.8 Headings. Headings of the sections and subsections of this Ag: are
solely for the convenience of the parties, are not a part of this Agreement, and are not to be used

-12-
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for the interpretation or determination of the validity of this Agreement or any provision hereof.

209 Nofices. Any notice or other ication permitted or required to be
given hereunder must be in writing, and will be deemed to have been given when deposited in the
United States mail, certified or registered mail (and air mail if overseas), retum rcce\pt requested
and with proper postage prepaid, addressed to the parties as follows:

«SPVLP_Name», To the General Partner: «SPVINC_Name», Ta the Limited Partner: «NRA»

20.10 Governing ¥ aw, This Agreement and the rights of the partners will be
governed by and construed in accordance with the laws of the Cayman Islands.

{Agreement continues on next page]
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IN WITNESS WHEREOF, the parties hereto have executed this Agreement as a Deed on
this day of . 1998,

GENERAL PARTNER

«SPVINC_Name»

By:
Name:
Title:

By:
Name:
Title:

WITNESS:

By:

«NRA» -

By:

WITNESS:

By: .
Name:

~14-

Pmpﬁetar}’ Materia)

Confidentiality Requesteq KPMG 0010481



1083

QA INVESTMENTS, LLC
INVESTMENT ADVISORY AGREEMENT

This & t Advisory Agr tis d into onthe __ day of
«Agreement_Month», «Agreement_Year» by and between «SPVLP_Name», a Cayman
Islands exempted limited partnership (the “Client”), and QA Investments, LLC, a
Delaware limited liability company (the “Investment Advisor”).

WHEREAS, the Client wishes to purchase certain securities and may wish to
utilize various hedging strategies to minimize differing risks related to these securities
and the portfolio as described in the attached Exhibit A; and

WHEREAS, the Client wishes to appoint the Investment Advisor to facilitate the
purchase and hedging transactions described above;

NOW, THEREFORE, the parties hereby represent and agree as follows:

1 Appointment of Investment Advisor. The Client hereby appoints the
Investment Advisor as the investment manager with respect to the amount of Client
Funds set forth in Exhibit A under the heading Account Value {the “Account”). The
Investment Advisor may, in its discretion, delegate all or a portion of its responsibilities
and duties hereunder to one or more sub-investment advisors. At no time shall the
Investment Advisor have actual possession of any property in the Account.

2. Discretionary Authority.  The Investment Advisor shall have full power
and discretion to open accounts in the Clients name, to transfer funds into such
accounts, and in relation to the invi t and rei t of assets in the Account,
without prior consultation with or the approval of the Client, subject to the investment
objectives as set forth in Exhibit A. This authority shall include the power to: {a) buy,
sell, exchange, convert, borrow, and otherwise trade in any and all publicly and
privately traded stocks, bonds, derivative instruments, and other securities as the
Investment Advisor may deem advisable and in the best interests of the Client in light of
such investment objectives; (b) pledge as collateral or otherwise encumber the assets in
the Account to support the trading activities described in (a) above; and (c) place orders
for the execution of such securities transactions through such brokers or dealers as the
Investment Advisor may select.

3. Procedures with Respect to Securities.  All transactions, purchases and
sales of securities by the Investment Advisor with respect to the Account shall be
consummated by payment to or delivery of the cash or securities or other property due
to or from the Client. Instructions which materially change the investment objectives set
forth in Exhibit A shall be made to the Investment Advisor in writing (induding
facsimil ission) or orally and confirmed in writing (including facsimile
transmission) as soon as practicable thereaiter. The Investment Advisor shall instruct
all brokers executing orders with respect to the Account to forward to the Client or its
administrator, Queensgate Bank and Trust Company, Ltd. {the “Administrator”), copies
of brokerage confirmations promptly after execution of all such transactions.

Advisory Agre QA Investments, LLC
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4. Fees. The comp ion of the & tment Advisor for its services
rendered hereunder shall be calculated and paid in accordance with Exhibit B.

5. Dividends and Account Reports.  Dividends and other income or
distributions on or with respect to any of the assets of the Account shall be credited to
the Account and reinvested by the Investment Advisor in accordance with this
Agreement. The Investment Advisor in conjunction with the Administrator shall
maintain complete records of income and principal of the Account and shall fumish the
Client, within ninety days after the last day of each calendar quarter, with quarterly
written statements of the Account and valuations of the assets of the Account as of the
last day of each quarter, and such other reports as the Client shall reasonably request.
The Investment Advisor in conjunction with the Admini will make available all
books and records related to the Account at the request of theClient.

6. Services to Other Clients.  The Client understands and agrees that the
Investment Advisor and its affiliates perform investment advisory and investment
management services for various clients other than the Client. The Client agrees that
-the Investment Advisor and its respective affiliates may give advice and take action in
the performance of its duties with respect to any of its other clients which may differ or
be the same as advice given, or the iming or nature of action taken, with respect to the
Account. Nothing in this Agreement shall be deemed to impose upon the Investment
Advisor any obligation to purchase or sell or to recommend for purchase or sale for the
Account any security or other property which the Investment Advisor or its respective
affiliates may purchase or sell for its own account or for the account of any other client,
if in its sole discretion the Investment Advisor, for any reason, considers it undesirable
or impractical to take such action or make such recommendation for the Account.

7. Liability. Neither the Investment Advisor nor any of its officers,
directors, employees, or agents shall be liable for any actions performed or omitfed, or
for any loss, resulting from the exercise of its professional judgment in carrying out its

- obligation under this Agreement provided that the Investment Advisor shall remain
responsible for its gross negligence, willful malf e, or violation of applicable law.

The Client shall indemnify the Investment Advisor and its partners, affiliates,
employees, and agents {each an “Indemnified Person”) against any and all losses,
claims, damages or Habilities, joint or several, including, without limitation, bl
attorney’s fees and disbursements, resulting in any way y from the performance or non-
performance of the Investment Advisor’s duties hereunder, except those resulting from
gross negli willful maif e or violation of applicable law in the perf: e
of the Investment Advisor's obligations and duties, and, in the case of criminal
proceedings, unless such Indemnified Person had reasonable cause to believe its actions
unlawful.

8. Voting. The Investment Advisor shall have the power to vote, either in
person or by proxy, tender and take all actions incident to the ownership of all securities
in which assets of the Account may be invested from time to time.

9. Duration and Termination.  This Agreement shall become effective on
the date first set forth above. This Agreement shall continue for a one-year period and

Advisory Ag 2 QA Investments, LLC
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shall thereafter renew for successive one-year periods upon approval of the Client. This
Agreement may be terminated by ninety days’ written notice by the party requesting
such termination.

10.  Qutside Services. The Investment Advisor has the authority to seek
advice, as well as employ services from third parties on behalf of the Investment
Advisor or the Client or any beneficial owner of the Client to the extent such advice is in
direct relationship to the Client's beneficial interest. Such services are described in
Exhibit B.

11, Representations by the Client and the Investment Advisor.  The Client
and Investment Advisor each represents that the terms hereof do not violate any
obligation by which it is bound, whether arising by contract, operation of law, or
otherwise. The Client and Investment Advisor each represents that it is duly organized,
validly existing and in good standing under the laws of its State or jurisdiction of
organization and has full power and authority to execute and deliver this Agreement
and carry out its obligations hereunder; the execution and delivery of the Agreement
has been duly authorized by all necessary action on its behalf; the execution, delivery
and performance of this Agreement does not violate any agreement or arrangement to
which it is a party or by which it is bound, or any order or decree to which it is subject;
and this Agreement constitutes a valid and binding agreement in accordance with its

" terms.

12.  Confidential Relationship. The parties agree that all information and
advice provided by either party to the other or the Administrator hereunder shall be
treated as confidential and shall not be disclosed to third parties except as required by
law or as necessary in connection with regular portfolio transactions for the Account.

13.  Amendmentand Assignment.  This Agreement may not be amended
without the prior written consent of both parties, and may not be assigned by either
party without the prior written consent of the other.

14.  Waivers. A waiver by either party of a breach of any provision of this
Agreement shall not constitute a waiver of any subsequent breach of such provision or
of any other provision hereof. Failure of either party to enforce at any time or from time
to time any provision of this Agreement shall not be construed as a waiver thereof.

15.  AMorneys’ Fees. The prevailing party in any action brought by either
"party hereto to enforce its rights under this Agreement shall be entitled to recover all
costs and expenses (including reasonable attorneys’ fees) incurred in prosecuting or
defending such action.

16.  GoverningLaw. This Agreement shall be governed by and construed
in accordance with the laws of the Cayman Islands.

17.  Compliance. The Client and Investment Advisor shall comply in all

material respects with all material Jaws, regulations and rules applicable to itinits
performance of its duties and obligations under this Ag In pexfi e of its
duties under this Agreement, the Investment Advisor shall at times conform to, and act
) Advisory Agr 3 QA Investments, LLC
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in accordance with, any requirements imposed by the provisions of the Client's
Memorandum and Articles of Association, as amended from time to time.

18. Aggregation. The Client und ds that the Ir Advisor may
open “average price” accounts in which purchase and sale orders placed during a
trading day on behalf of the Account and other clients or affiliates of the Investment
Advisor and its affiliates are combined, and securities bought and sold pursuant to such
.orders are allocated among such accounts on an average price basis.

Advisory Agr 1 QA Investments, LLC
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The parties hereto have hereunto caused this Agreement to be duly executed the day
and year first hereinbefore written.

Investment Advisor
QA Investments, LLC

By

Title:

Address: 999 Third Avenue Suite 4150
Seattle, WA 98104
Client
«SPVLP_Name»

By:

Title:

Address; «SPVLP_Address_1»
«SPVLP_Address_2»

Investment Advisory Agreement 5 QA Investments, LLC
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EXHIBIT A
INVESTMENT OBJECTIVES

The Client seeks capital apprediation through an investment strategy involving the
common stock and related derivative securities of UBS AG. This investment strategy is
based on the fundamental outlook, which may or may not be correct, that UBS AG
offers:

» modest appreciation potential over the next twelve months

» such apprediation potential may be gradual; however, there exists a
possibility for a sharp rallies in the intervening periods

Based on this fund 1 outiook, the I t Advisor will have discretionary
authority, as provided herein, to implement an investment strategy which seeks to offer
any or all of the following:

» capital appreciation over a twelve month period

o the potential for substantial capital appreciation over shorter time periods

» rmitigation of the risk of loss inherent in the relationship between the Account
Value and the Notional Account Value ’

Account Value:  The Account Value shall initially be equal to $«Account_value», The
Account Value may change as gains or losses are incurred in the Account, or
contributions or withdrawals are made from the Account, by the Client in writing to the
Investment Advisor. Any contributions or withdrawals made by the Client shall only
occur only on each six month anniversary from the initial date of this Agreement.

Notional Account Value: $«Notionals. The investment strategy shall be initiated
through the purchase of UBS AG securities with a market value of $«Notional». The
Investment Advisor, on behalf of the Client, shall endeavor to secure financing, or
leverage through a variety of means including, but not limited to, borrowings, margin,
derivative securities, and other investment techniques, in order to cause the Account to
implement the investment objectives based on the Notional Account Value. The
Notional Account Value will change as gains or losses are incurred by the Account, or
as requested by the Client in writing to the Investment Advisor.

Acceptable Hedging Techniques:  The Investment Advisor shall use its discretion to
hedge the Notional Account Value with regards to the equity market risk associated
with the Account’s inv t position in stocks and related derivatives;
exposure to fluctuation in foreign currencies for which the various securities and
derivative instr ts may be denomi 4; and any interest rate risks which might be
associated with any leverage or financing.

Hedging of foreign currency and interest rate risk may be accomplished through listed,
and non-listed, options, futures, forwards, and any other derivative contracts.

Advisory A 3 QA Investments, LLC
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Hedging of the market risk associated must be accomplished only through the following
strategies:

1. Writing of ir-the-money covered call options. These calls may be written on
all or a portion of the portfolio, and may be implemented as deemed appropriate by the
Investment Advisor. Any outstanding call options in the portfolio may be adjusted
from time to time as market conditions warrant, and the Investment Advisor deems
appropriate, in order to comply with the Investment Objectives. These options may be
exchange traded or over-the-counter.

2. Purchase long significantly out-of-the-money put options. Acceptable put
options can be exchange traded or over-the-counter, and may be purchased to hedge all
or a portion of the underlying stock position, and adjusted from time to time as market
conditions warrant.

Amendments to this Exhibit:  The Client may advise the Investment Advisor to

add, or change, the underlying stock(s) described in the first paragraph of this exhibit,
provided it gives the Investment Advisor no less than 90 days’ prior notice, or the
Investment Advisor may recommend to the Client the use of additional stocks provided
it notifies the Client no less than 30 days prior to proposed purchase date.

Advisory A 7 QA Investments, LLC

Proprietary Material
Confidentiality Requested

KPMG 0010488



1090

EXHIBITB
FEES & EXPENSES

On-Going Fixed Investment Advisory Fees:

In consideration of the Advisor’s on-going services pursuant to this
Agreernent, the Client will pay the Investment Advisor a fee equal to 1.75%, on an
annualized basis, of the Notional Account Value,

On-going fees shall be calculated and paid within 10 days after each calendar quarter
(December 31, March 31, June 30, and September 30) at a rate equal to 4375% per
quarter (1.75% annually) of the Notional Account Value existing at the inception of this
Agr t. 1f this Agr is terminated by the Client before the one year
anniversary of this Ag t, and the k t Advisor has completed its
responsibilities under Exhibit B hereof, then the Investment Advisor shall be entitled to
any unpaid portion of the 1.75% annual fees for which it has not been compensated. I
its responsibilities under Exhibit B hereof have not been completed, a pro-rata portion of
the Onr-going fees shall be due and payable. ’

Expenses:

In addition to Investment Advisory Fees, the Investment Advisor shall have the
authority to incur expenses of the Limited Partnership equal to 50% of the Notional
Account Value on an annual basis. These expenses may relate to investment consulting,
legal fees, introduction fees, business consulting fees, tax advice, and any other fees
deemed appropriate by the Investment Advisor. This .50% amount shall not be reduced
by expenses directly related to trading, including but not limited to costs of safekeeping,
transport, acquisition, and disposition, such as brokerage and other execution costs,

custody fees an margin costs.
P Advisory Ag 8 QA Investments, LLC
i terial \
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SUBSCRIPTION AGREEMENT

«SPVINC_Name» {the “Company™)
Gentieman,

The investor named below {the “Investor™) hereby irrevocably subscribes for 498 Ordinary
Shares of «SPVINC_Name» for the value of the amount indicated below, subject 10 the
provisions of the M dum and Anticles of Association of the Company. This subseription
will only be valid and binding on the Company when accepted by the Company in the Cayman
Islands, and cleared funds have been received.

Subscription Information:

Name of Investor: «NRA»

Address: «NRA_Address_i»
«NRA_Address_»

Telephone Number

Facsimile Number

Subscription Amount $«Subscription_Amount»

Subscription &
Payment Date A Year»

Subscription Agreement | i

Proprietary Materiat
Confidentiality Requested

KPMG 0010490



1092

Subscriber Representations

The Investor hereby represents and warrants to the Company that:

ta) it:

(i isnotaUS Person”s

(i) is not purchasing the Ordinary Shares on behalf of or for the account of any
other; nor with a view to the offer, sale, delivery. directly or indirectly, of the
Ordinary Shares in the United States, its territories, possessions and other areas
subject to its jurisdiction:

{1} is acquiring the Ordinary Shares with'its own funds and not with funds that

itute assets of any 1 Comp gi d under the US
Investment Company Act of 1940, as ded {the "t Ce
Act”), or assets of any employee benefit plan, within the meaning of the
Employee Retirement Income Security Act of 1974, as amended (“ERISA™);

{iv)  is purchasing the Ordinary Shares for invesunent and not with a view to resale or
distribution;

v) will not transfer or deliver direcily or indirectly any of the Ordinary Shares or
any interest therein to a US Person or any person unless such person has duly

d a written agr ining each of the rep ions made by the
Investor herein in identical form;

(vi)  was not solicited 1o purchase and did not acquire any of the Ordinary. Shares
while the Investor was present in the United States:

(vit)  will not redeem any of the Ordinary Shares while any warrant or other equity
option issued by the Company has not yet expired, aor when the Investor is
present in the United States:

{viii)  will not exercise its rights as shareholder of the Company in any manner
contrary to the terms of any warrant or other equity option that the Company
may issue and will take all reasonable steps as shareholder to ensure the
compliance of the Company with such terms.

{b) it has received. read and understands the Memorandum and Articles of Association of
the Company, and the I Advisory Agr entered into by the Company
with QA Investments, LLC (the "Investment Advisor”), and has relied solely on these
documents in detcrmining 10 invest in the Ordinary Shares, and it has such knowledge
and i in busi and fi I matters as to be capable of evaluating the
merits and risks of investing in the Ordinary Shares and is able to bear the economic risk
of that investment.

{c) the Investor is not a bank, broker or other pany puschasing shares fm clients.

none of the Investor or any ber of its i diate family (inchudi parents,
spouses, siblings, children and grandchildren) owns either dmclly or mduet:v.ly any
interest in the commion stock, shares, options, warrants, stock rights, or any other

‘AUSPmonlscnﬂux(x)anannalpusmwho\sacmmc(etmtdcmmdzt}nucdsmcs:(u)a

ip oF or incorp d under the laws of the United States; (iiiya trust of
whthanylmsleesaUSPctson {iv) an agency or branch of a foreign eatity Jocated in the United States:
{v) a non-discretionary account or similar account {other than an estate or trust) held by a dealer or other
fiduciary for the benefit or account of 3 US Person; :msaummyaccounlornmhnccwm(o«huthnnm
mmm)hﬂdby:dca!uawuﬁdunary i P d, or (if an indivi resident in the
United States; or {vil} a p if: d or i under the laws of any forcign
jurisdiction: mdfomtdhymunmoflbenbov:mdlumemnmnmnﬂpummmmmme
United States principally for the purpose of investing in securities,

Subscription Agrecment 2
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derivative security of UBS. AG. and the Investor will not purchase, or otherwise acquire
or have an interest in, directly o indircctly, common stock, shares, options, warrants,
stock rights, or any other derivative security of UBS AG, for as long as the Investor
owns the Ordinary Shares. -

Company Representations and Covenants

‘The Company hereby represents and warrants to the Investor that:

(a) no Ordinary Shares of the Company have been issued to any other investor, except for
' two subscriber shares issued to the two initial subscribers of the Company to facilitate

the incorporation of the Company: and such subscriber’s shares will be purchased by the
Investor in addition to the shares plated by this A

(b)  the authorized share capital of the Company is $«capitalization» comprised of Ordinary
Shares, $1.00 par value each.

Govemning Law

This Subscription Agr shall be g d by the laws of the Cayman Islands.
Subscription Agreement 3
Proprietary Material
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In witness whereof the pasties hereto have executed this Agreement this

day of
» «Agreement_Year,

Accepted by:

by Queensgate Bank & Trust Coﬁpwy Ld.
as Administrator for «SPVINC_Name»

Ugland House, South Church Street
Goergetown, Grand Cayman
Cayman Islands, B.W.1.

(809) 949-7888 Telephone

(809) 949-7883 Telefacsimile

Signed for on behalf of «NRA»

* Signature

Title
Address Information:

«NRA_Address_I»
«NRA_Address_2»

Subscription Agreement 4
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DRAFT
«Swap_Wire_Date»

«NRA»
«NRA_Address]»
«NRAAddress2»

with copy to:

QA Investments, LLC

999 Third Ave., Suite 4150
Seattle, WA 98104

Re:  Rate Swap Transaction

Ladies and Gentlemen:

The purpose of this letter agreement (this “Confirmation™) is to confirm the terms and conditions of
the Swap Transaction entered into between «US_Investor» ("Party A} and us ("Party B”) on the
Trade Date specified below (the "Tr: ion"). This i a "Confirmation” as referred to in
the Master Agreement specified below.

‘The definitions and provisions contained in the 1991 ISDA Definitions (the "Definitions™) and !he
1996 Equity Derivative Definitions (the “Equity Definitions”) as published by the Inter

Swaps and Derivatives Association, Inc. ("ISDA™) are mcotpm’aled into this Confirmation. In the
event of any inconsistency between the Definitions, the Equity Definitions and this Confirmation,
this Confirmation will govern.

This Confirmation evidences a complete and binding agreement between Party A and Party Basto .
the terms of the Swap Transaction to which lhxs Confirmation relates. In addition you and we agree
to use ali ble efforts to promptly negi and deliver an agreement in the form of
the ISDA Master Agreement (thc ISDA Form), with such modifications as you and we will in good
faith agree. Upon the execution of by you and us of such an agreement, lhxs Conﬁnmuon will

supplemcnt, form a part of and be subject o that ag All p i d or
d by ref in that upon its ion will govern th!s Confirmation cxcep(
as expnssly modified below. Umxl we execute and deliver that ag this Confi

together with all other documents referring 10 the ISDA Form (each a “Confirmation™), shall
supplement, form a part of, and be subject to an agreement in the form of the ISDA Form as if we
had executed an agreement in such form (but without any schedule) on the Trade Date of the first
such transaction between us. In the event of any inconsistency between the provisions of that

L and this Confirmation, this Confirmation will prevail for the purpose of this Transaction.

Each party hereby agrees to make each payment specified in this Confirmation as being payable by it,
not later than the due date in place of the account specified below (or as specified in writing to the
other party at the address specified below), in freely transferable funds and in the manner customary
for payments in the applicable currency.

-1
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DRAFT

Parties to the Transaction:

«US_Investor
Party A

«NRA»
Party B

Trade Date:

«Swap_Wire_Date»

Effective Date:

«SPVLP_Trade_Date»

Termination Date:

«SPVLP_Settlement_Date»

Fixed Amounts - Party A:

Notional Amount: USD «Notional»

Fixed Rate Payer: Party A

Fixed Rate Payer The Trade Date and the 50 day following the

Payment Dates: Effective Date, subject to adjustment in
accordance with the Following Business Day
Convention.

Fixed Rate Payments: {1} On the Trade Date — an amount in USD
equal to «Standard_Payment_Amount» of the
Notional Amount (First Fixed Rate Payment).
(2) On the 50™ day following the Effective
Date — an amount in USD equal to
«Standard_Payment_Amount» (the “Second
Fixed Rate Payment”).
(1) If Party A, in the exercise of its sole

Prepayment Option:

discretion, elects to prepay both Fixed Rate
Payments on the Trade Date, then the Second
Fixed Rate Payment will be reduced to
«Discounted_Payment_Amount».

Floating Amounts - Party B:

The CHF equivalent of USD «Notional» on

Notional Amount: the Effective Date
2.
. Mateﬁﬂ‘
Proprietaty i equested
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DRAFT
Floating Rate Payer: Party B

Floating Rate Payer Ten Exch Busi Days f ing the
Payment Date: Termination Date, subject to adjustment in
accordance with the Following Business Day
Convention.

Floating Rate Payment:
(1) An amount in Swiss Francs equal to
5.25% of the Notional Amount multiplied by
any positive difference (if any) between the
price per share of UBS AG on the Start Date
{"Starting Price™) and the Closing Price on the
End Date. The Starting Price shall be CHF
«UBS_AGSpotPrice». The Closing Price
shall be the closing price per share of UBS AG
as published by the Swiss Stock Exchange (the
“Exchange™).

{2) An Amount in Swiss Francs equal to an
amount as determined in accordance with the
formula: i

«RECAP_Payment_per_day» * Notional
Amount * {(a+bic+d) where

*a” means the total pumber of Exchange
Business Days during the period from and
including Date 1 to and including Date 2 on
which the Closing Price is greater than 105%
of the Starting Price.

b means the total number of Exchange
Business Days during the period from and
including Date 3 10 and including Date 4 on
which the Closing Price is greater than 110%
of the Starting Price.

¢ means the total number of Exchange
Business Days during the period from and
including Date 5 to and including Date 6 on
which the Closing Price is greater than 115%
of the Starting Price.

“d” means the total number of Exchange

.3
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DRAFT

Business Days during the period from and
including Date 7 to and including Date 8 on
which the Closing Price is greater than 120%
of the Starting Price.

If at any time between the Starting Date and the
Ending Date the Closing Price is less than or
equal to 95% of the Starting Price no further
payments under (2) shall be payable provided
ho that all Jculated as payabl
prior to such event shall remain payable and

‘multiplied by 102.5%. - .

(3) An Amount in USD of

At FieldywAutoM; Fiald
4 '/ leld

_..times the Notional Amount if the Closing
Price on the Ending Date exceeds Starting
Price, otherwise 1.55% of the Notional
Amount.

(4). An Amount in Swiss Francs equal t0:

If the Closing Price on the Ending Date is
greater than or equal to 96% and less than $7%
of the Starting Price .10% of the Notional
Amount; if the Closing Price on the Ending
Date is greater than or equal o 97% and less
than 98% of the Siarting Price .20% of the
Notional Amount; if the Closing Price on the
Ending Date is greater than or equal 10 98%
and less than 99% of the Starting Price .30%
of the Notional Amount; if the Closing Price
on the Ending Date is greater than or equal to
99% and less than 100% of the Starting Price
40% of the Notional Amount; and if the
Closing Price on the Ending Date is greater
than or equal to 100% of the Starting Price,
.50% of the Notional Amount; plus,

If at any time between the Starting Date and
the Ending Date the Closing Price is less than
or equal to 95% of the Starting Price;

If the Closing Price on the Ending Date is
greater than or equal to 91% and less than 92%

-4-
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DRAFT

T of the Starting Price -10% of the Notional
Amount; if the Closing Price on the Ending
Date is greater than or equal 10 92% and less
than 93% of the Starting Price .20% of the
Notional Amount; if the Closing Price on the
Ending Date is greater than or equal to 93%
and less than 94% of the Starting Price 30%
of the Notional Amount; if the Closing Price
on the Ending Date is greater than or equal to
94% and less than 95% of the Starting Price
.40% of the Notional Amount; and if the
Closing Price on the Ending Date is greater
than or equal 1o 95% of the Starting Price,
50% of the Notional Amount;

Starting Date:

«SPVLP_Trade_Date»

Ending Date:

«SPVLP_Settlement_Date»

Business Days:

Switzerland

Exchange Business Days:

Days the Swiss Stock Exchange is open for
trading.

Account Details:
Account Details for Party A:

«US_Investors
Bank Name:
Bank ABA:
Account No.:
Reference:
Attention:

Account Details for Party B:
Account No.

Reference:
Attention:

Proprietary Material
Confidentiality Requested
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DRAFT
Offices:
The Office of Party A for the Swap Transaction is:
«US_Investor»

«US_investor_Addressl»
«USInvestorAddress2»

The Office of Party B for the Swap Transaction is the address specified on the first page of this
Confismation:

«NRA»
«NRA_Address!»
«NRAAddress2»

Calculation Agent:

The Calculation Agentis QA | LLC, unless specified in this Confirmation in relation
1o the relevant transaction. ’ ’

Please confirm that the foregoing correctly sets forth the terms of our agreement by having an
authorized officer (if applicable) sign and return a copy of this document to the address set forth
below:

«US_Investons
«US_lInvestor,_Addressi»
«USInvestorAddress2»

Proprietary h‘&{aterialt 4
jali nestes
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DRAFT

Upon receipt of your confirmation, we will then forward two copies of this Confirmation to you for
signature,

Yours sincerely,

«US_Investor

By:
Name:
Thie:

Confirmed as of the Date First Written:

«NRA»

By:
Name:
Title:

Proprietary Materiat
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SCHEDULE
TO THE ISDA MASTER AGREEMENT
Dated as of «Swap_Wire_Datex»

Between «US_Investor» i‘Party A"} and «NRA» ("Parly B“). (Except where
otherwise indicated herein, capitalized terms used herein shall have the respective
meanings set forth in paragraph (j) of Pant 4 of this Schedule.)

Part 1. Termination Provisions.

(a) “Specified Entity* means:

in relation to Parly A for the purpose of:

Section S{a){v): inapplicable

Section 5(a){vi):  Inapplicable

Section 5(a){vii):  Any partner, at the time of reference thereto, in Party A

Section 5(b){ii): inapplicable

And in relation to Panty B for the purpose of:

Section S(a){v): Inapplicable

Section S{a){(vi): inapplicable

Section 5(a)(vii): = Any member, at the time of reference thereto, in Party B

Section 5(b){ii):  Inapplicable

{b) “Specified Transaction™ will have the meaning specified in Section 14 of

this Agreement, except that (i) ciause (a) of Section 14 is amended by adding in

the eighth line thereof, after the words “cumrency option”, the words *, any
transaction that is a ‘swap agreement,’ ‘commodity contract,' 'securities contract,’

or forward contract’ under the Banicuptcy Code™;

{¢}  The "Cross Default® provisions of Section 5(a){vi} will not apply to Party
A, but will apply to Party B.

*Threshold Amount” is not applicable 1o Parly A and means, with respect to
Party B, $100,000.

{d)  The "Credit Event Upon Merger" provisions of Section 5(b){ii) will not
apply to Party A or to Parly B.

Proprietary Material
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(e}  The "Bankruptey” provisions of Section 5{a}{vii} are amended as follows:
(i) clause (4) thereof is amended by inserting a semicolon after the word
“liquidation” in the seventh line of Section 5{a)(vil) and deleting the balance of
clause (4); and (i) clause {7) thereof is amended by inserting a semicolon after
the word “assets® in the seventeenth line of the Section 5(a)({vii) (before giving
effect to the foregoing amendment) and deleting the balance of clause (7).

{f)  The "Automatic Early Termination” provisions of Section 6(a) will apply

to Party A and to Party B.
(9) Pay ts on Early Terminati For the purpose of Section 6(e) of this
Agreement: ’

0] Loss will apply; and

{ii) the Second Method will apply.

(h)  Additional Termination Events. In addition to the Termination Events
specified in Section 5(b), the occurrence of any of the following:

(0] any Operative Document of Party A (A) is terminated or ceases to
be in full force and effect or (B) is amended or modified and such
amendment or modification could have a material adverse effect
on the rights of Party B under this Agreement, or any
Transaction;

(i) any Operative Document of Party B (A} is terminated or ceases to
be in full force and effect or (B) is amended or modified and such
amendment or modification could have a material adverse effect
on the rights of Party A under this Agreement, any Transaction.

For the purpose of the foregoing Termination Events, with respect to the Termination
Events specified in clauses (i) above, Party B shall be deemed to be the Affected Party”
and Parly A shali not be an Affected Party; and with respect to the Termination Event
specified in clause (ii) above, Party A shall be deemed to be the Affected Party and
Party B shall not be an Affected Party.

Proprietary Material
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Part 3. Miscellaneous.

{2) Addresses for Notices. For the purpose of Section 10{a) of this
Agreement: .

Add

for notices or ications to Party A:

«US_Investor»
«US_Investor_Addresst»

«USinvestorAddress2»

Addi for notices or ications to Party B:
<NRA»

«NRA_Addressi»

«NRAAddress2»

With a copy to:

QA investments, LLC
999 Third Ave, Suite 4150
Seattle, WA 98104

(b)  Calculation Agent. The Calculation Agent is QA Investments, LLC,
unless otherwise specified in Confirmation in relation to the relevant Transaction.

{c) Governing law. This Agreement shall be govemed by, and construed
and enforced in accordance with, the laws of the State of New York {without
reference to its choice of law doctrine).

{d) Jurisdiction. Section 13(b) is hereby amended by (i) deleting the word
*non-" in the second line of subparagraph (i) of Section 13(b) and (ii) deleting the
final paragraph of Section 13(b). X :

{e)  Netting of Payments. Subparagraph (i) of Section 2{c) of this
Agreement will apply to all Transactions.

) *Affiliate* will have the meaning specified in Section 14 of this
Agreement, |

Part4. Other Provisions.

{a) Single Agreement. Section 1{c) of this Ag tis hereby ded by
adding in the second tine thereof after the word "Agreement”.

(b} Condition Precedent. The condition precedent in Section 2(a)(iii}{1) of
this Agreement does not apply to a payment or detivery owing by a party if, at the

-3-
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time of reference thereto, the other party shall have satisfied in full all its payment
and delivery obligations under Section 2(a)(i) of this Agreement and shall have
no future payment or delivery obligations, whether absolute or contingent, under
Section 2{a)(i).

(c) Change of Account. Section 2{(b} of this Agreement is hereby amended
by adding in the first line thereof after the word “delivery” the words "another
account in the same jegal and tax jurisdiction as the original account”.

{d)  Accuracy of Specified Information. Section 3(d) of this Agreement is
hereby amended by adding in the third line thereof after the word “respect” and
betore the period the words “or, in the case of financial statements, a tair
presentation of the financial information purported to be shown with respect to
the relevant person”,

{e) Representations. Section 3 of this Agreement is hereby further amended
by adding the following Sections 3(h), i}, (i} (k} and {}) at the end thereof:

{e) Capacity. Party A and Party B each represents o the other
{which rep ions will be d d to be repeated by such Party on
each date on which a Transaction is entered into) that (i} it is entering into
this Ag it and each Ti tion as principat {and not as agentorin °
any other capacity, fiduciary or otherwise) and (ii} the persons executing
this Agreement on its behalf have been authorized to do so.

No Reliance. Paity A and Party B each represents to the other
on and as of the date hereof and on each date on which a Transaction is
entered into between them that, in cor ion with the negotiation of, the
entering into, and the confirming of the execution of this Agreement to
which it is a parly, each Transaction, and any other documentation relating
to this Agreement to which it is a party or that it is required by this
Agreement to deliver that:

(i) itis not relying {for purposes of making any investment
decision or otherwise) upon any advice, counsel or
representations {whether written or oral) of any other party to
this Agreement, such Transaction or such other
documentation other than the representations expressly set
forth in this Ag: t, and any Confi o, )

(ii) It bas consulted with its own legal, regulatory, tax, business,
investent, financial and accounting advisors to the extent it
has deemed necessary, and it bas made its own investment,
hedging and trading decisions {including decisi gardi
the suitability of any Transaction) based upon its own
judgment and upon such advice from such advisors as it has
deemed necessary and not upon any view expressed by any
other party 1o this Ag t, any such T jon or such

g

-4
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other documentation;

(iii} 1t directly {or through its pariners or members, as applicabie)
is a sophisticated and informed person that has a full
understanding of all the terms, conditions and risks
{economic and otherwise) of this Agreement, such
transaction and such other documentation and is capabie of
assuming and willing to assume {financiaily and otherwise)
those risks;

{iv) Each other party to this Ag t, such Ti tion and
such other documentation (1) is not acting as a fiduciary or
financial, investment or commodily trading advisor for it; (2)
has not given to it {directly or indirectly through any other
person) any advice, counsel, assurance, guaranty or
representation whatsoever as to the expected or projected
success, profitability, retum, savings, performance, result,
effect, consequence, beneﬁ!s or mernits (enher legal,

latory, tax, b H fi i, accounting or
otherwise) of this Agreemem such Transaction or such other
documentation; and {3} has not committed to unwind any
Transaction; and

{v) Mis aware that each other parly to this Agreement, such
Transaction and such other documentation, or the Affiliates
of any such party, may from time 1o time {1) take positions in
instruments that are identical or econormcal!y refated lo a
T ion or {2} have ips with the
issuer of an instrument underlying a Transaction.

{g) Swap Exemption. Party A and Party B each represents to the
other on and as of the date hereof and on each date on which a
Transaction is entered into between them that, in connection with
the negotiation of, the entering into, and the confirming of the

tion of this Ag t, each Ti tion, and any other
de ion relating to this Agl to which it is a party or
that it is required by this Agreement to deliver that:

(i) This Agreement and each Transaction is intended to
constitute a *swap agreement” within the meaning of
Commodity Futures Trading Commission ("CFTC")
Regulation Section 35.1(b)(1}, Section 101(53)(B) of the
Bankmptcy Code and the CFTC Policy Statement

g Swap Ti ions, 54 Fed. Reg. 30694 (July
21, 1989);

(ii} Itis an “eligible swap participant® within the meaning of
CFTC Regutation Section 35.1(b){2);

-5-.
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{iii) Neither this Agreement nor any Transaction is one of a
fungible class of agreements that are standardized as 1o
their material economic terms, within the meaning of
CFTC Regulation Section 35.2(b); and

(iv} The creditworthiness of the other party was or will be a
material consideration in entering into or determining the
terms of this Ag t and each Ti ion, including
pricing, cost or credit enhancement terms of the Agreement
or Transaction, within the meaning of CFTC Regulation
Section 35.2(c).

{h) ERISA. Parly A and Party B each represents to the other on and
as of the date hereof and on each date on which a Transaction is entered
into between them that, with respect to each source of funds to be used by
it to enter into Transactions {each such source being referred o herein as
a "Source”), the Source is not the assets of any “plan” (as such term is
defined in Section 4975 of the Code) subject 1o Section 4975 of the Code
or any “employee benefit plan® (as such term is defined in Section 3(3) of
ERISA) subject to title | of ERISA, or otherwise any “plan assets* within
the meaning of United States Dep of Labor Regulation Section
2510.3-101, 28CFR § 2510-3-101.:

i) Securities Act Representations. Party A and Party B each
represents to the other on and as of the date hereof and on each date on
which a Transaction is entered into between them that, in connection with
the negotiation of, the entering into, and the confirming of the execution of
this Agreement, to which it is a party, each Transaction, and any other

de ion relating to this Ag! to which itis a party or that it is
required by this Agreement to deliver that:

() itis an *accredited inveslor® as defined in Rule 501 under the
U.8. Securities Act of 1933 (the "Securities Act™); and

(it} it acknowledges that certain Transactions under this
Agreement may be deemed to involve the purchase or sale
of "securities” as defined in the Securities Act; and it
understands that any such securities will not be registered
under the Securities Act and may not be reoffered, resoid or
otherwise transterred except {x) p nt to an effects
registration siatement under the Securities Act or pursuant to
an exemption from the registration requirements of the
Securities Act, and (y) in accordance with any applicable
securities laws of any state of the United States.

()  Additional Agreements. Section 4 is hereby amended by adding the
following subsections (d), {e) and {f) at the end thereof:

-6-
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(d) Acti Affecting Repr t Party A and Party B each
agrees not to take any action during the term of this Agreement or any
transaction hereunder that renders or could render any of the
representations and warranties in this Agreement untrue, incorrect, or
incomplete in any material respect, and if any event or condition occurs
that renders or could render any such representation untrue, incorrect, or
incomplete in any material respect, such Party will immediately give
written notice thereof to the other Party.

{e) Notice of Certain Events. Parly A and Party B each agrees
that, promptly upon becoming aware of the same, it will give the
other Party at the address specified in Part 3(a) hereof, written
notice of {a) any proposed action, change, or modification to any
Operative Document or any action that causes or could cause a
Termination Event or Event of Default, or any event or circumstance
that might reasonably be expected to directly or indirectly lead to a
Termination Event or Event of Default, (B) any potential Event of

. Default, Event of Default or Termination Event, or event or condition

" that, with the giving of notice or the passage of time or both, could

constitute a Termination Event with respect to the Parly giving
notice, {C) any pending or threatened litigation, action, claim,
proceeding, or investigation which could matenally adversely affect
the ability of the Party giving notice to perform its obligations under
this Agreement, or any Transaction, and (D) any other facts or
developments which could adversely affect the status of the party
giving notice with respect fo this Agreement, or any Transaction.

f)  Permitted Activities. Party B agrees that, until the
temmination of this Agreement, Party B will be bound by the
provisions set forth in this Section 4{f).

(i} Party B will not (x) wind up, liquidate or dissolve any of its
affairs or enter into any transaction of merger or
consolidation or otherwise convey, sell, lease or otherwise
dispose of all or any substantial pant of its properly or assets.

(g)  Fully-Paid Transactions. Notwithstanding the terms of Sections 5 and 6
of this Agreement, if at any time one of the parties to this Agreement (“X7) shall
have satisfied in full ali of its payment and delivery obligations under Section
2(a)(i) of this Agreement and shall have no future payment or delivery
obligations, whether absolute or contingent, under such Section, then unless the
other parly (“Y"} is required pursuant to appropriate proceedings to retum to X or
otherwise retums to X upon demand of X any portion of any payment or delivery -
theretofore made by or on behalf of X to Y, (i} the occurrence of an event

" described in Section 5(a) of this Agreement with respect 1o X or any Specified
Entity of X shall not constitute an Event of Defauit or a Potential Event of Default
with respect to X as the Defaulting Party and (i) Y shall be entitled to designate

-7-
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an Early Termination Date pursuant to Section 6 of this Agreement only as a
result of (i) a Termination Event set forth in either Section 5{b){i) or 5{b){ii} of this
Agreement with respect to Y as the Affected Party or (i) an Additional
Termination Event set forth in Part 1(h) of this Schedule.

{n)  Set-Off. Section & of this Agreement is hereby amended by adding the
following Sections 6(f) and (g) at the end thereof:

H Conditions to Certain Payments. Notwithstanding the provisions
of Sections 6{e){i}(3) and (4} and 6{e}{ii){1), as applicable, it in connection
with an Early Termination Date resulting from an Event of Default, {x) the
amount calculated therein is a positive number, the Defaulting Party or
Affected Party shall pay such amount to the Non-defaulting Party or non-
Affected Party, and {y) the amount calculated therein is a negative
number, the Non-defaulting Party or Non-affected Party shall have no
obligation o pay any amount thereunder to the Defaulting Party or
Affected Party unless and untif the Non-defaulting Party or Non-affected
Party shall have received confirmation satisfaciory fo it in iis sole
discretion (which may inciude an unqualified opinion of its counset) that (i)
no further payments or deliveries under Section 2(a)(i) or 2(e) in respect of
Temninated Transactions will be required to be made in accordance with
Section 8{c)(ii), (i) all other obligations due and payable by the Defautlting
Party or Affected Party under each such Terminated Transaction have
been fully and finally performed, (iii} al other obligations of any kind
whatsoever (whether pursuant to Specified Indebtedness or otherwise and
whether i, absolute, contingent, or otherwise) of the
Defaulting Party or Affected Party to make any payments or deliveries to
the Non-defaulting or Non-affected Party which are due and payable have
been fully and finally performed and (iv) each Specified Transaction
between the Defaulting Party or Affected party and the Non-defaulting
Party or Non-affected Parly shafl have been terminated pursuantio its
specified termination date or through the exercise by a party of a right to
terminate, at which time there shall arise an obligation of the Non-
defautting Party to pay to the Defaulting Party an amount equal fo the
absolute value of such negative number less any and alt amounts which
the Defauiting Party may be obligated to pay under Section 9.

{g9) Rightto Terminate Specified T tion. Notwithstanding any
provision to the contrary in this Agreement or in any Specified Transaction
entered into between the Defaulting Party or Affected Party {on the one
hand) and the Non-detaulting Party or Non-affected Party (on the other
hand), the Non-defaulting Party or Non-alected Party will have the right,
but not the obligation, at its option and in its sole discretion, 1o designate
an Early Termination Date in respect of Terminated Transactions resulting
from the occurrence of an Event of Default, or as a result of the early
termination, liquidation, acceleration, or maturity date for any other
Specified Transaction between the Defaulting Party or Atfected Party and
the Non-defaulting or Non-affected Party. Such designation with respect

g
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to any such other Specified Transaction will be made by nolice to the
Detaulting party or Affected Party. The amount owed to or by the Non-
defaulting Party or Non-affected Pady in respect of the early termination of
any such other Specified Transaction wili be determined by such party, to
the extent practicable, in substantially the same manner as contemplated
in this Agreement, such amount will be deemed due and payabie as of the
Early Termination Date in respect of the Terminated Transactions. Any
Specified Transaction, as to which early temmination is not so designated
as provided herein will remain in full force and effect without regard to the
provisions of this Section 6{(g).

{i  Confirmations. Each parly shall respond promptly io a Confirmation sent
by the other party as provided herein, indicating whether the Confirmation
contains any error and, if so, how the error should be corrected so that the
Conﬁmlauon correctly reflects the parties’ agreement with respect to the

Ti ferred to in the Confil ion. A party's failure fo respond promptly
to a Confirmation sent to it as provided in Section 10 of this Agreement that has
become effective as provided therein shall, absent manifest error, constitute its
acknowledgment that the Confi jon correctly reflects the parties' agreement
on the terms of the Transaction referred to therein. The requirement of Section
8{e)(ii} and elsewhere in this Agreement that the parties exchange Confirmations
shall for all purposes be deemed satisfied by a Confirnation sent and an
acknowledgment deemed given as provided herein.

Notwithstanding anything contained in this Agreement to the contrary, if the
parties enter into any Specified Transaction with each other, such specified
Transaction shail be subject to, govemed by and construed in accordance with
the termns of this Agreement unless the Confirmation relating thereto shall
specifically state to the contrary. Each such Specified Transaction shall be a
Transaction for purposes of this Agreement.

Where a Transaction is confirmed by means of exchange of electronic messages
on an electronic massaging system or other d t or cther confirming
evidence exchanged between the parties confirming such transaction, such
messages, document or evidence will constitute a Confirmation for the purposes
of this Agreement even where not so specified therein.

1] Waiver of Right to Trial by Jury. Each of the parties hereby irrevocably
waives any and all right to a trial by jury with respect to any legal proceeding
arising out of or relating 1o this Agl t or any T

{k}  Definitions.

{H Reference is made to the 1991 ISDA Definitions (the “1991
Definitions”) as published by the lhtemational Swaps and
Derivatives Association, inc., which are hereby incorporated by
reference. Unless otherwise specified in a Confirmation, any
terms used and not otherwise defined herein that are contained in

.5
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the 1991 Definitions shall have the meanings set forth in such
Definitions {without regard to any amendments thereto
subsequent to the date hereof). For these purposes, all
references in the 1991 Definitions to a “Swap Transaction™ shall
be deemed to include Transactions under this Agreement. In the
event of any inconsistency between the provisions of this
Agreement and the 1991 Definitions, the provisions of this
Agreement shall prevail. Any definitions included or incorporated
by reference in a Confi ion shall prevail over the provisions of
this Agreement and the 1991 Definitions.

*Bankrupicy Code” means the United State Bankruptey Code,
Title 11 of the United States Code, as from time to time in effect
{or any successor law).

"ERISA" means the Employee Retirement lncorﬁe Security Act of
1974, as amended.

"Operative Documents” means the memorandum and articles of
association, parinership agreement, or other simitar documents,
instruments or other constituent documents of Party A or Party B,
as applicable, and the power of attorney or trading authorization of
Party A or Parly B, as applicable.

U] SeveraBility. ¥ any term, provision, covenant, or condition of this

Agreement, or the application thereof to any parly or circumstance, is held to be

unenforceable,invalid, or illegal (in whole or in pan) for any reason, the remaining
terms, provisions, covenants, and conditions hereof will continue in full force and
effect as if this Agreement had been executed with the unenforceabile, invalid, or
illegal portion eliminated, and such unenforceability, invalidity, or illegality will not

otherwise affect the enforceability, validity, or legaiity of the remaining temms,
provisions, covenants, and conditions hereof, so long as this Agreement as so
modified continues to express, without material change, the original intentions of
the parties as to the subject matter hereof and the deletion of such portion of this
A

Ag t will not sub ially impair the respective benefits or expeciations of
the parties hereto.

«US_lnvestors «NRA=

By By:

Name: Name:

Title: Title:

-10-
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QA INVESTMENTS, LLC
INVESTMENT ADVISORY AGREEMENT

This Investrnent Advisory Agreement is entered into on this day of
199___, by and between «US_Investor» {the “Client”), and QA Investments,
1LC, a Delaware limited linbility company (the “Investment Advisor”).

WHEREAS, the Client wishes to obtain exposure to certain ities and may
wish to utilize various hodging strategies to minimize differing risks related to these
securities as described in the attached Exhibit A; and

WHEREAS, the Client wishes to appoint the Investment Advisor to facilitate the
purchase and hedgging transactions described in Exhibit A in their designated brokerage
accounts which is initially contemplated to be established at Kelcop Financial, Inc. in
New York; or if in relation to over-the-counter contracts no brokerage accounts would
be utilized.

" NOW, THEREFORE, the parties hereby represent and agree as follows:

- L Appointment of Investment Advisor. The Client hereby appoints the

it Advisoras with respect to such portion of the funds of
the Client as may be designated by the Client from time to time (the “Accounts”). Atno
time shall the Investment Advisor have actual possession of any property in the
Accounts.

The scope of the forgoing appointment shall not in any circumstance be deemed to
include the provision by the Investment Advisor to the Client of any federal, state or
1ocal tax advice and the Client hereby confirms they are not relying upon the Investment
Advisor to provide such advice with respect to any transaction or investment
undertaken pussuant to this agreement.

2. Dm‘ehomg Authongg The Investment Advisor shall have full power
and di i of assets of the Accounts, without
prior consulbmcn orapproval, sub,ed to the investment objectives as set forth in Exhibit
A. This authority shall include the power to: (a) buy, sell, exchange, convert, and
otherwxse trade inany and all pubhcly and privately traded stocks, bonds, derivative

and other as the Advisor may deem advisable and in

the best interests of the Client in light of such investment objectives; and (b) place orders
for the execution of such securities transactions through such brokers or dealers as the
Investment Advisor may select. In selecting a broker or dealer the Investment Advisor
will comply with its fiduciary duty to obtain the best net price and the best execution

" and with the provisions of Section 28(e) of the Securities Exchange Act of 1934, which
will take into account such relevant factors as (a} price, (b) the broker's or dealer’s
facilities, reliability, and financial responsibility, (c) the ability of the broker or dealer to
effect securities transactions, particularly with regard to such aspects as hmmg, order

size, andexmmmolordexs,and {d) the h and brokerage services p
Investment Advisory Agreement QA Investments, LLC
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such broker or dealer to the Investment Advisor, notwithstanding that the Accounts
may not be the direct or exclusive beneficiary of such services.

3. Procedures with Respect to Securities. All ransactions, purchases and
sales of securities by the Investment Advisor with respect to the Accounts shall be
consummated by payment to or delivery of the cash or securities or other property due
to or from the Client. Instructions which materially change the investment objectives set
forth in Exhibit A shall be made to the Investment Advisor in writing (including
facsimile transmission) or orally and confirmed in writing (indluding facsimile
transmission} as soon as practicable thereafter. The Investment Advisor shall instruct
all brokers executing orders with respect to the Accounts to forward to the Client copies
of brokerage confirmations promptly after execution of all such transactions.

4 Fees. The comp ion of the 1 t Advisor for its services
rendered hereunder shall be calculated and paid in accordance with Exhibit B.

All expenses of any sort or kind related to the Accounts including, but not limited to,
any costs of safekeeping, transport, acquisition and disposition, such as brokerage and
other execution costs, custody fees and margin costs, shall be paid by the Client.

5. Dividends and Accounts Reports. Dividends and other income or
distributions on or with respect to any of the assets of the Accounts shall be credited to
the Accounts and rei dby the & o Advisor in accordance with this
Agreement. As confirmations of transactions in the Accounts will be sent directly from
the brokers executing orders, the Investment Advisor shall not provide any report of the
Accounts.

6. Services to Other Clients. The Client understands and agrees that the
Investment Advisor and its affiliates perform investment advisory and investment
management services for various clients other than the Client. The Client agrees that
the Investment Advisor and its respective affiliates may give advice and take action in
the performance of its duties with respect to any of its other clients which may differ or
be the same as advice given, or the timing or nature of action taken, with respect to the
Accounts. Nothing in this Agreement shall be deemed to impose upon the Investment
Advisor any obligation to purchase or sell or to recommend for purchase or sale for the
Accounts any security or other property which the Investment Advisor or its respective
affiliates may purchase or sell for its own accounts or for the accounts of any other
clients, if in its sole discretion the Investment Advisor, for any reason, considers it
undesirable or impractical to take such action or make such recommendation for the
Accounts.

7. Conlits of Interest. THE CLIENT HEREBY ACKNOWLEDGES THAT
THE INVESTMENT ADVISOR OR ITS AFFILIATES MAY HOLD POSITIONS IN
SECURITIES CONTEMPLATED IN EXHIBIT A. THE INVESTMENT ADVISOR OR ITS
AFFILIATES MAY BENEFIT FROM ANY POSITIVE MARKET IMPACT GENERATED
BY THE CLIENTS TRANSACTIONS (IF ANY).

i Advisory Ag 2 QA Investments, LLC
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THE INVESTMENT ADVISOR OR AN AFFILIATE MAY PROVIDE INVESTMENT
ADVICE AND OTHER SERVICES DIRECTLY OR INDIRECTLY TO THE
COUNTERPARTY OF THE EQUITY SWAP DESCRIBED IN EXHIBIT A. BY
EXECUTING THIS AGREEMENT THE CLIENT CONSENTS TO THIS
RELATIONSHIP.

THE INVESTMENT ADVISOR OR AN AFFILIATE MAY HOLD A BENEFICIAL
INTEREST IN KELCOP FINANCIAL,INC.

THE INVESTMENT ADVISOR AND ITS AFFILIATES MAY HAVE EXISTING OR
FUTURE BUSINESS RELATIONSHIPS WITH UBS AG (INCLUDING BUT NOT
LIMITED TO LENDING, DEPOSITORY, RISK MANAGEMENT, ADVISORY,
DISTRIBUTION AND BANKING RELATIONSHIPS) AND WILL PURSUE ACTIONS
AND TAKE STEPS THAT THEY DEEM OR IT DEEMS NECESSARY OR
APPROPRIATE TO PROTECT THEIR OR ITS INTERESTS ARISING THEREFROM
WITHOUT REGARD TO THE CONSEQUENCES FOR THE CLIENT.

8. Liability. Neither the Investment Advisor nor any of its officers,
directors, employees, or agents shall be liable for any actions performed or omitted, or
for any loss, resulting from the exercise of its professional judgment in carrying out its

bligation under this Ag) provided that the Investment Advisor shall remain
responsible for its gross negligence, willful malfeasance, or violation of applicable law.

The Chient shall indemnify the Investment Advisor and ils pariners, affiliates,
employees, and agents (each an “Indemnified Person™) against any and all losses,
claims, damages or liabilities, joint or several, including, without limitation, reasonable
attormey’s fees and disbursements, resulting in any way from the performance or nore
performance of the Investment Advisor’s dutiesh der, except those Jting from
glig willful malfe or violation of applicable law in the perfc
of the t Advisor’s obligations and duties, and, in the case of criminal
proceedings, unless such Indemnified Person had reasonable cause to believe its actions
unfawful.

9. Voting. The Investment Advisor shall have the power to vote, either in
person or by proxy, tender and take all actions incident to the hip of all i
in which assets of the Accounts may be invested from time to time.

10.-  Termination. This Agreement shall be for a period of one year, but may
be terminated by either the Client or the Investment Advisor by giving the other party
written notice of at Jeast 90 days. The Investment Advisor shall notify the Client of any

ial change in its hip. Upon such notification, the Client may terminate this
Agreement immediately with written notice to the Investment Advisor.

11.  Representations by the Client and the Investment Advisor. The Client
and Investment Advisor each represents that the terms hereof do not violate any
obligation by which it is bound, whether arising by contract, operation of law, or
otherwise. The Client (if applicable) and Investment Advisor each represents that it is

- Investment Advisory Agreement 3 QA Investments, LLC
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duly organized, validly existing and in good standing under the laws of its State of
organization and has full power and authority to execute and deliver this Agreement
and carry out its obligations hereunder, the execution and delivery of the Agreement
has been duly authorized by all necessary action on its behalf; the execution, delivery,
and performance of this Agreement does not viclate any agreement or arrangement to
which it is a party or by which it is bound, or any order or decree to which it is subject;
and this Agreement constitutes the valid and binding agreement.

12.  Confidential Relationship. The parties agree that all information and
advice provided by either party to the other or the Client shall be treated as confidential
and shall not be disclosed to third parties except as required by law or as necessary in
connection with regular portfolio transactions for the Accounts.

13.  Amendment and Assignment. This Agreement may not be amended
without the prior written consent of the parties, and may not be assigned without the
prior written consent of the other party.

14.  Waivers. A waiver by any party of a breach of any provision of this
Agr t shall not constitute a waiver of any subsequent breach of such provision or
of any other provision hereof. Failure of a party to enforce at any time or from time to
time any provision of this Agreement shall not be construed as a waiver thereof.

15.  Attorneys’ Fees. The prevailing party in any action brought by either
party hereto to enforce its rights under this Agreement shall be entitled to recover all
costs and expenses (including reasonable attomeys’ fees) incurred in prosecuting or
defending such action.

.16, Goveming Law. This Agreement shall be construed in accordance with
the laws of the State of Delaware (without regard to principles of conflicts of law) to the
extent not preempted by applicable Federal law.

17.  Compliance. The Client and Investment Advisor shall comply in all
material respects with all material laws, regulations, and rules applicable to it in its
performance of its duties and obligations under this Agreement including, without
limitation, (i) the federal securities laws and all regulations and interp jons of the
Securities and Exchange Commission, (i) the US. Commodity Exchange Act, and all

lations and interp jons of the Commodity Futures Trading Commission and the
Nahonal Futures Assooahcm, (iii) all applicable mles of any relevant U.S, and non-U.S.
commodity exchanges, (iv) any applicable money laundering laws or regulations, and
(v) all applicable tax laws and regulations.

18.  Aggregation. The Client understands that the I t Advisor may
open “average price” accounts in which purchase and sale orders placed during a
trading day on behalf of the Accounts and other clients or affiliates of the Investment
Advisor and its affiliates are combined, and securities bought and sold pursuant to such
orders are allocated among such accounts on an average price basis.

Advisory Agr 1 QA Investments, LLC
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the parties hereto have h caused this Ag t to be duly executed the day and
year first hereinbefore written.
Investment Advisor
QA Investments, LLC
By:
Title:
Address: 999 Third Avenue Suite 4150
Seattle, WA 98104
Client
By:
Investment Advisory Agreement 5 QA Investments, LLC
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EXHIBIT A
INVESTMENT OBJECTIVE

The Client in seeking capital appreciation, wishes to acquire approximately

$ of the common stock of UBS AG. The may from time to time instruct the
Investment Advisor in writing to increase or decrease its position either directly or
indirectly through the purchase and sale of put and <ail options to the common stock.
Any such options or similar derivative financial instruments may be traded ona
regulated securities exchange or privately negotiated in the over-the-counter markets.

In addition, the client wishes to enter into a privately negotiated ISDA Master
Agreement with 2 counterparty that is willing to provide a leveraged structured
transaction, the underlying reference of which is UBS AG (the “Swap”)to enhance the
return on the aforementioned common stock. The Investment Advisor shall assist the
Client with matters relating to the injtial structuring, execution and subsequent
valuation of the Swap. )

The client wishes to obtain further exp to UBS AG through the purchase of a
privately negotiated call option, the profitability of which is dependent on the stock
price movement of UBS AG. The Investment Advisor shall assist the Client with matters

relating to the initial structuring, fon and ‘| ‘aluation of the call option.
Investment Advisory Agreement 6 QA Investments, LLC
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EXHIBIT B
FEES

In connection with the investment objectives (as set forth in Exhibit A) the Investment
Advisor shail be compensated in the amount of § . Such amount shall
be paid within 30 days of the execution of this agreement. As the Investment Advisor
has performed a large portion of its services in development and analysis efforts prior to
the execution of this Agr any ination of this Agr by the Client shall
NOT result in a pro-rata refund of the aforementioned fees.

If the Investment Advisor receives further instructions from the Client which materially
change the investment objectives, the Client and the Investment Advisor shall mutually
agree on a written compensation schedule, which may or may not include flat rate fees,
asset based fees, or performance based fees.

Investment Advisory Agreement 7 QA Investments, LLC
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Received: from kpmg.com {[130.100.150.27]) by mailgatel.kpmg.com with SMTP
{IMA Internet Exchange 3.01 Enterprisg:) id 000459AD; Mon, 28 Sep 98 12:04:50

-0400

Received: from p0015c01.kpmg.com by kpmg.com{B.8.8/8.8.8) with ESMTP id LAR14331

for <rbickham@kpmg.com>; Mon, 28 Sep 1998 11:59:54 -0400 (EDT}

Received: by p0015¢0l.kpmg.com; id LAA0S481; Mon, 28 Sep 1358 11:59:52 -0400

{EDT}

Received: from mail.gem.com{206.191.152.42) by p0015cOl.kpmg.com via smap (3.2)
id xma002352; Mon, 28 Sep 98 11:52:52 -0400

Received: by QUADRADELL with Internet Mail Sexrvice {5.0.1460.8)
id <STJIDMRX>; Mon, 28 Sep 1998 08:46:14 -0700

Message-ID: <30E0Q03FCESADI1186C50060976CE313118665@QUADRADELL>

From: Norm Bontje <NormBeqom.coms

To: *'Randy Bickham®® <rbickhamékpmg.com>

Ce: Jeff Greenstein <jeffgeqgem.com>

Subject: Documents

Date: Mon, 28 Sep 1998 08:46:11 -0700 -

MIME-Version: 1.0

X-Mailex: Intermet Mail Service {5.0.1460.8)

Content-Type: multipart/mixed;
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new

From: Stainaker, Carolyn A

Sent: Monday, September 28, 1998 1:03 PM

To: Baumann, Dale R; Carbo, Deke G; Eischeid, Jefirey A; Henderson, Tracie K; Jordan, Robert
M; Liston, Shannon L; Pedersen, Robert A; Stattery, Daniel M; Watson, Mark T; Wissel, Kyle;
Zaudike, David P; Ziegelheim, Carol; Haivey L. Amstrong at KPMG_Siticon_Valley; Randalt
S Bickham at KPMG_Silicon_Valley2; Bloom, Richard J; Fergus, Terrence P; Gardner, John
H; Hasting, Carl D; Nuckolls, Johsy M; Paule, Robin M; Ritchie, Gregg W, Rivkin, David;
Speiss, Timothy P, Stalnaker, Carolyn A; Tendler, Neil J; Watking, B M; Zysk, Jeffrey C

Subject: Quadra Checklist

Forvard, kXt gk . doc N
From Randy Bickham.
1
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---------------------------- Forwarded with CRanges ---reccomvmoncmmrmencoooonn
From: Randall S Bickham at XPMG_Silicon_Valley2

priority: Urgent

Date: 9/2B/%8 2:26%PM

To: Carolyn A. Stalnaker at KPMG_Warnexr Center

Subject: Quadra Checklist
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INVESTMENT COUNTERPARTY DETAILS

PROJECTED NOTIONAL VALUE

US PERSON/ENTITY SWAP COUNTERPARTY

AUTHORIZED SIGNATORY

ADDRESS

ADDRESS

ADDRESS

PHONE

FACSIMLE

WIRE INSTRUCTIONS

FEDERAL TAXID/SSN

US PERSON STOCK PURCHASOR

AUTHORIZED SIGNATORY

ADDRESS

ADDRESS

ADDRESS

PHONE

FACSIMLE

WIRE INSTRUCTIONS

FEDERAL TAX ID/SSN

Page 1 of 2

Proprietary Material

Confidentiality Requested KPMG 0010521



1123

PROFESSIONAL REFERENCE LETTER* TO:

MYERS & ALBERGA

Ome Regis Place, Fort Street
Grand Cayman, Cayman Islands
Facsimile (315) 949-8171

QA INVESTMENTS, LLC
999 Third Avenue Suite 4150
Seattle, WA 98104
Facsimile {206) 4129291

*Please describe relationship and source of client funds
BANK REFERENCE AND COPY OF PASSPORT/DRIVERS LICENSE TO

QA INVESTMENTS, LLC
999 Third Avenue Suite 4150
Seattle, WA 98104

Facsimile (206} 442-9291

INCLUDE:

a) Collateral material related to US investor
available}

b) Evidence of signatory authority {portion of Trust deed, LLC agreement, etc)

¢} Does Jong position purchasor need sep brokerage account established?

paper/. ine/public d if

WILL RECEIVE:

a) Brokerage (Kelcop) account opening forms (if needed)
b) b advisory agr from QA 1 uc
€} Wire instructions for swap/option counterparty
d) Draft swap agreement from counterparty
€} Option contract from counterparty R
1 analysis prepared by QA I LiC
8) QA Investments, LLC Form ADV

Page2of2
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new
From: Henderson, Tracie K
Sent: Monday, September 28, 1998 10:58 AM
To: Eischeid, Jefirey A
Subject: FW: Documents
tyi
—-Original Message—-—
From: Randali S Bickham al KPMG_Silicon_Vatiey2
Sent: Monday, September 28, 1998 3:45 AM
To: Henderson, Tracie K
Subject: Documents
Tracie
Quadra checilist
Forward Header
Subject: Documents

Author: Norm Bontje <NomB@gcem.com> at Intemet
Date: 9/28/98 8:48 AM

One morg ﬁmgcheckﬁsk.doc»>

Forwazd. ext kpmacheck i st . doc IFCIAT message
headers .t
H
Proprietary Material
Confidentiality Requested

KPMG 0010523



1125

~ Porwaxded with Changes -
From: Norm Bontje «NormB@qecm.com> at Internet

Date: 9/28/98 8:48AM

To: Randall S Bickham at KPMG_Silicon Valley2
Subject: Documents

Propn'eraryM ters.
Confiden tiality R:q‘::::tled ‘
KPMG 0010524
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INVESTMENT COUNTERPARTY DETAILS

PROJECTED NOTIONAL VALUE

US PERSON/ENTITY SWAP COUNTERPARTY

AUTHORIZED SIGNATORY

ADDRESS

- ADDRESS

ADDRESS

PHONE

FACSIMLE

WIRE INSTRUCTIONS

FEDERAL TAXID/SSN

US PERSON STOCK PURCHASOR

AUTHORIZED SIGNATORY

ADDRESS

ADDRESS

ADDRESS

PHONE

FACSIMLE

‘WIRE INSTRUCTIONS

FEDERAL TAXID/SSN

Proprietary Material
Confidentiality Requested KPMG 0010525
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PROFESSIONAL REFERENCE LETTER® TO:

MYERS & ALBERGA

One Regis Place, Fort Street
Grand Cayman, Cayman Islands
Facsimile {345) 949-8171

QA INVESTMENTS, LLC -
999 Third Avenue Suite 4150
Seattle, WA 98104

Facsimile (206) $42-9291

*Please describe relationship and source of client funds
BANK REFERENCE AND COPY OF PASSPORT/DRIVERS LICENSE TO

QA INVESTMENTS, LLC
999 Third Avenue Suite 4150
Seattle, WA 98104

Facsimile (206) 442-9291

INCLUDE:

a) Collateral material refated to US investor {newspaper/magazine/ public documents if
available)

b) Evidence of signatory authority (portion of Trust deed, LLC agreement, etc)

¢} Does long position purch need brok account tished?

P 8

'WILL RECEIVE:

a) Brokerage (Kelcop) account opening forms (if needed)
b) 1 advisory agr from QA & LLC
¢} Wire instructions for swap /option courniterparty
d) Draftswap agreement from counterparty
€) Option contract from counterparty
I analysis prepared by QAL LLC
£) QA Investments, LLC Form ADV

Proprietary Material

Confidentiality Requested KPMG 0010526
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Received: from kpmg.com {{130.100.150.27}) by mailgated .kpmg.com with SMTP
{IMA Internet Exchange 3.01 Enterprise) id O0OAD9B3; Mon, 28 Sep 98 12:14:34
-04680
Received: from pa00iécl.kpmg.com by kpmg.com{8.8.8/8.8.8) with ESMTP id LAA12410
for <rbickham@kpmg.com>; Mon, 28 Sep 1998 11:56:24 -0400 (EDT)
Received: by pa00lécl.kpmg.com; id LAAR29526; Mon, 28 Sep 1598 11:56:20 -0400
{EDT}
Received: from mail.qem.com{206.191.152.42) by pad0lécl.kpmg.com via smap (3.2)
id xma029117; Mon, 28 Sep 98 11:55:10 -0400
Received: by QUADRADELL with Intermet Mail Service {5.0.1460.8}
id <STJIIDMRE>; Mon, 28 Sep 1998 08:48:34 -06700
ge-ID: < ESADLI186C50060976CK313118667@QUADRADELL>
From: Norm Bontje <NoxrmBégcm.com:>
To: *‘Randy Bickham'®* <rbickham@kpmg.com>
Subject: Documents
Date: Mon, 28 Sep 1998 08:49:32 -0700
MIME-Version: 1.0 -
X-Mailexr: Internet Mail Service (5.0.1460.8)
Content-Type: multipart/mixed;

Proprietary Material
Confidentiality Requested
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new
From: Stalnaker, Carolyn A
Sent: Thursday, September 10, 1998 1:47 PM
To: Baumann, Dale R; Eischeid, Jeffrey A; Henderson, Tracie K; Pedersen, Robert A, Watson,
R Mark T, Wissel, Kyle; Ziegelheim, Carol; Harvey L. Armslrong at KPMG_Siticon_Valley;
Randall S Bickham at KPMG_Silicon_Valley2; Bloom, Rchard J; Carbo, Deke G; Fergus,
Terrence P; Gardner, John H; Hasting, Gad 0; Jordan, Fobert M; Shannon L Liston at
KPMG_New_Orieans; Nuckolls, John M; Paule, Robin M; Ritchie, Gregg W; Rivkin, David |
Stattery, Daniel M; Speiss, Timothy P; Stalnaker, Carolyn A; Tendler, Neil J; Walkins, BM;
Zaudtke, David P; Zysik, Jeffrey C
Subject: REPS
fmportance: High
Forvazs.exe ceps.doc
This version should work.
Caroclyn
1
Proprietary Mater,
Con ary Material

dentil peer ot KPMG 0010528
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---------------------------- Forwarded with Changes -------rrmecmoccssomenonnyun
From: Randall S Bickham at KPMG_Silicon_Valley2

priority: Urgent - -

Date: 9/10/98 4:04PM

To: Carolyn A. Stalnakexr at KPMG_Warner Center

Subject: REPS - -

Proprietary Material
Confidentiality Requested KEMG 0010529
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In ¢ ion with the in 3 ions undertaken, Investor has represented 1o
KPMG Peat Marwick LLP (“KPMG") the following:
*  There was no legally binding written or otherwise, that pelled any of the
parties 10 complete these ions in the way described.
*  Investor ind denth iewed the i derlying the i strategy and
believed ithad a ’ ity 1oeam a je pre-tax profit from each of the

PP
transactions described, in excess of all associated fees and costs and notincluding any tax
benefits that may occur.

*  Prior to entering the current investment strategy. Investor owned no other shares of Foreign
Bank stock.

*  Based upon its review of publicly available financial information and 1o the best of Investor's
knowledge, Foseign Bank is highly profitable on a werldwide basis.

*  Foreign LP, Investor, Limited Partner, General Partner. Investment Advisor and Foreign Bank
each acted independently and at arm’s Jength with respect 10 the transactions undertaken.

* There were no written agency agreements (apart from a standard investment advisory
agreement) consummated with respect to the transactions and none of the parties involved
held itself out to a third party as an agent of any of the others with respect to these
wansactions. )

«  Investor did not have the ability to control. directly of indirectly, the actions of Foreign LP.
o Investor has provided us with all facts and circumstances that it knows, or has reason to know,

are pentinent 1o this opinion Jetter and believes that all assumptions or representations on
which this opinion relies are reasonable.

Propriey
Configa, . 0¥ Mater;,
identialiy, Reqi‘;‘::ed KPMG 0010530



1132

new

From: Stalnaker, Carolyn A

Sent: Wednesday, September 09, 1998 2:22 PM

To: Baurnann, Dale R; Eischeid, Jeffrey A; I , Tracie K; Ped: Robert A; Walson,
Mark T; Wissel, Kyle; Ziegelhelm, Carol; Harvey L. Amnstrong at KPMG_Silicon_Valley,
Randall S Bickharn at KPMG_Siticon_Valley2; Bloom, Richard J; Carbo, Deke G; Fergus,
Terrence P; Gardner, John H; Hasting, Carl D; Jordan, Robert M; Shannon L Liston at
KPMG_New_Orieans; Nuckolis, John M; Paule, Robin M; Ritchie, Gregg W; Rivkin, David ;
Slattery, Daniet M; Speiss, Timothy P; Stainaker, Carolyn A; Tendler, Neil J; Watkins, BM;
Zaudtke, David P; Zysik, Jeffrey C

Subject: Presidio Checklist & Timeline; Reps.

importance: High

Forvard.Txt timelne. xls checkist .zls reps . doc

From Randy Bickham.

Attached is a checklist of information reguired by Presidio and the
accompanying timeline to execute the Cayman trades. Also attached is
the reps from our cpinion letter.

Proprietary Material

. Confidentiality Requested

KPMG 0010531
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Forwarded with Changes --wwsevvemreoreermerceacuun
From: Randall § Bickham at KPMG_Silicon Valley2

Priority: Urgent

.Date: 9/9/38 5:05PM

To: Carolyn A. Stalnaker at KPMG Warmer_ Center

Subject: Presidio Checklist & Timeline: Reps.

Proprie eta)
Ty M.
Coafi denbabty ::x’::t'ed

KPMG 0010532
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OPIS Timeline
Action Items and Timeline for Investment Transactions

Defipitions
Deutsche Bank Securities, Inc. “DBS”
Estimated
Action [tem Responsibiljty Date
Provide Kerry Moskalik with information for DBS accounts KPMG/Investor Day 1
{sce the artached schedule)
Prepare DBS account opening dacuments and fax to Investor Presidio Advisors Day t
Fax the professional reference 1o Rick Stockton at DBS KPMG Day2
Fax to {212) 469-8304
Fax & FedEx the folfowing information to Rick Stockton at DBS: KPMG/Investor Day2
Executed account opening documents
Copy of passport os drivers license for cach signer
Bmk £ fornd:' dividual/ .,
Entity Formadon Documents
Investor DBS accounts are opened DBS Day 4
Wire transfer instructions are prepared and senr to Investor Presidio Advisors Day 4
Investor wires funds for long position, swap & call oprion Investor Day5
Investor purchases Deutsche Bank shares DBS Day 6
L.P, draws down DB loan and purchases DB shares - DBS Day3
LP. purchases/sells DB options DBS Day 8
Send the following documents for signature by Investor (by FedEx): Presidio Advisors Day 11
Pledge Agmt.
Account Control Document
ISDA Master Agreement
Swap Confirmation
Swap Schedule
Call Option
Investment Advisory Agreement
Investor wires funds for purchase of OTC call options Tavestor Approx. 35 days afrer LP crades
L.P. disposcs of DB shares DBS 46 days after LP urades
Investor purchase OTC call options DBS Same day as LP redemprion

i terial
Proprietary Ma
Confidentiality Requested

29i02
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{) ion to be fi ] k esl i - Fax (415) 284-7284

The following information is necessary for cach entiry/individual involved in the transaction:

1 Name:
2 Addres:
3 FEINorS$s#:
4 Authorized Signer for the entity:
Name: -
Tidle:
SSN:
5 Authorized Signer's Phone Fax

nts to be

Dentsche Bank - Fax (212) 4696503
3 Execused account opening documents (these are prepared by Presidio after we receive the above info.)
2 Copy of Passport or Driver's License for each authorized signer

3 Bank Reference for gach individual and entiry

4 Professional Reference (KPMG can provide this reference)

5  Entity Formation Documents:
(1} LLC- Centificate of Formation & Operating Agreement
{2} Trust- Trust Agreement
(3) Corporation - Certificate of Incorporation & Articles of Incorporation

Deutsche Bank Address:

Rick Stockton

Deutsche Bank Private Banking
31 West 52nd Street

New York, NY 10019

Phone: (212) 469-7295

I you have any questions, please call Kerry Moskalik at (415) 284-7282
Proprietary Material

Confidentiality Requested KPMG 0010534
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In connection with the investment transactions underiaken, Investor has represented to
KPMG Peal Marwick LLP {"KPMG") the following: -

» There was no legally binding agreement, written or otherwise, that compelled
any of the parties to complete these transactions in the way described.

» Investor independently reviewed the economics underlying the investment
strategy and believed it had a reasonable opportunity to earn a reasonable pre-
tax profit from each of the transactions described, in excess of alt associated
fees and costs and not including any tax benefits that may occur.

» Prior 1o entering the current investment strategy, Investor owned no other
shares of Foreign Bank stock.

* Based upon its review of publicly available financial information and to the
best of Investor’s knowledge, Foreign Bank is highly profitable on a
worldwide basis. '

+ Foreign LP, Investor, Limited Partner, General Partner, Investment Advisor
and Foreign Bank each acted independently and at arm's length with respect
to the transactions undertaken.

» There were no writien agency agreements (apart from a standard investment
advisory agreement) consummated with respect to the transactions and none
of the parties involved held itself out to a third party as an agent of any of the
others with respect to these transactions.

* Investor did not have the ability 1o control, directly or indirectly, the actions of
Foreign LP.

¢ Investor has provided us with all facts and circumstances that it knows, or has
reason 1o know, are pentinent to this opinion letter and believes that all
assumptions or representations on which this opinion relies ase reasonable.

Proprietary Material
Confidentiality Requested

KPMG 0010535
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new

From: Naper. Angie

Sent: Frday. December 18, 1998 11:23 AM

To: Bickham. Randall §

Ce: Eischend. Jettrey A

Subject: John Larson Called abaut 1091 wash sale rules
mportance: High

Randy,

John Larsoo catled ave regarding an ssue that came up aboul the wash sale rules. Deke Carbo calied Jobn Larson

regarding whether ihe wash sale nides are a protiem # you sale the OTC call options and the nvestor's long posdion
within 30 days of each other.

In my opinion £ dous NGt 2ppear 16 ba 3 probiem (o seli these within 30 days of sach other. Under the wash saie nies,
1091 is viokated € you Sek stock/securitins and then cquins sulsstantislly simitar $tock of secumties within he 61 day
periodt. R seems that as long 3 you wail 30 days after buying the OTC calls {which is 30 Gays alter the redemgiion date}
that you can sefl bath the OTC cafl and the investoc's long without violating 1091,

What are your houghts? John saed e ieft you a voice mail reganding this issus as well.

Also, how have yous been counting this 30 day window? On ha later Quada tranche. redemption day i 11730, Can
investors selt on 12130 or 127317

Tranks for your hetp, -
Angie

Proprietary Material ‘
Confidentiality Requested - KPMG 0035941
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From /O=KPMG/OU=US/CN=RECIPIENTS/CN=17627
From: /O=KPMG/OU=US/CN=RECIPIENTS/CN=17627
To: /O=KPMG/QU=US/CN=RECIPIENTS/CN=20499
Subject: OPIS Revenue

Sent: 199B-12-23 13:44:56.615

Date: 1998-12-23 13:44:58.448

X-Folder: Revenue Reports

Deke:

Please accept my thanks and congratulations as wéll - keep up the good work.

John

————— Original Message-----

From: Ammerman, Douglas K

Sent: Tuesday, December 22, 1998 1:00 PM

To: Carbo, Deke G

Ce: Lanning, John T; Goldberg, William J; Eischeid, Jeffrey A; Beakley,
William D; Perez, Robert L

Subject: RE: OPIS Revenue

Deke,

1 wanted to drop a brief note and compliment you on your outstanding efforts
over the last few months in adding six additional OPIS transactions.

I look forward to seeing you in Florida. Keep up the great effort.

Doug Bmmerman

KPMG LLP

Orange County Office
{714) 850-4455

From: Carbo, Deke G

Sent: Sunday, December 20, 1998 1:19 PM

To: Ammerman, Douglas K; Eischeid, Jeffrey A

Cec: Goldberg, William J

Subject: OPIS Revenue

Importance: High

I estimate we will recognize additional gross revenue {over what we have
recognized to date) from the six OPIS transactions I am involved in of $2.0
million. In arriving at this number, I eliminated $350,000 from the schedule
you sent because it includes gross revenue from San Antonio which was reversed
by manual adjustment on the period six area P&l. Thus, your schedule includes
gross revenue not yet included in our area finacials.

I estimate cash collections of approximately $1.3 million in the next two to
four weeks.

I estimate additional cash collections of $950,000 in the next four to eight

weeks.
Deke
Proprietary Material , KEMG I
Confidentiality Requested
Permanent Subcommittee on Investigations
I EXHIBIT #9411 I




1139

0%

[

08

[3]

0%

ETFoNed 21 PoURd LU FoWed 01 BOed & Foped

paisanboy Aepuapyuo)
errgey Arejaridolg

[
i
o
=l
o
(4
4
o8 o8 o8 00'268 956551 OIS 0SS BZVLYE . GOV OSTICS 11O e
o
[} o of [ €r5554'28 [T GOOseLTS IsopmiBE |
51280 66, Supag[B7 |
siesq 88, el 12
6y5'956'28 L5Y'8E2'Z8 000'g8L'%$ siesg 6. e[ 5 |
[ o & [ €25918'L8 S68'60'18 205316728 sepmyinos Cr |
§vi 2628 SSEBIS 005741€8 (%06) sieaq 66, Busds o2 |
2v'99% gr'syis 002'2428 : $1780 95, s E7 |
S2865Y'Es 7847568 20426628 5180 86, 1¥3{ 22 |
o 3 0% [ GIe'ESLES CZ5YEIVe B6CREL 4T ssezanos[ 7]
GEVEELTS O GZVEEL 1S (%06} steeq 86, Buuds 57|
sieeq 86, Jomm[ 61
S6L06028 | €25'E0S /250248 51290 6. 424 61 |
[ [} [ 3 6971228 POS'ELS A 18e3y0N 7] ]
sieeq g6, Buucg Gy
s1eag 96, e G1 |
989'4428 ¥99'08 0521568 sieeg 96, (¥4 yi |
[ 3 [ TGEST88 03¢ LLG 48 0317558 02589028 eempi [T
(2355 o (7T {%08) sieaq) 86, Buuds{Zi |
. 1200 86, 0MMm [ 11|
000’6288 Ov3'650'18 0917858 00E1L19'08 s1eeq g6, 4¢3 [0} |
o8 (3 0% [ €95°0228 FEDEEH EserLes apusiivein (s |
51e0Q 66, buuds| g
. s1e3Q 85, 0w L |
£95'0228 196'925'28 0e5'BrL28 51280 96, 112 S _|
g
{BRJODY  SRUGASY SR04 ANUSASY $50.)0 8984 §id0 ¥
§pojing 140 2 popsg Anzedxg e |
porjuBodsiun A 8664 ‘g3 Arrnigey H
SUSIOM UOIUBOOOY SNUMNY 81O T
T W1 [3) ) a2 _lal 1 v

s|

10N

EXHIBIT #94mm

Permanent Subcommittee on Investigat




1140

From /O=KPMG/OU=US/CN=RECIPIENTS/CN=20092
From: /O=KPMG/OU=US/CN=RECIPIENTS/CN=20092
To: /O=KPMG/OU=US/CN=RECIPIENTS/CN=20499
Subject: PAT Update

Sent: 18999-02-19 16:27:11.746

Date: 19%9-02-19 16:27:11.918

X-Folder: Ins. Product

Kevin,

Just an update - UBS is currently working on the structure of the insurance
policy. They will then send it to a NY law firm that Quadra is working with for
the legal opinion on the insurance. Once the Law firm looks at the policy and
agrees that it is a good insurance policy, they will send us a copy of their
analysis so that we can start looking at the insurance issues and incorporating
it into our analysis. Quadra thinks it will still be a week or two before we
will get anything back from the law firm. I will let you know as soon as we get
any info so we can get started on the process again as soon as we get info on
the insurance structure.

Dale
Proprietary Material y
Confidentiality Requested Permanent Subcommittee on Investigations I{PMG 0024483
EXHIBIT #94nn
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Culley, Nancy K

Froe: Jaftray C. ZyskimeomercQT {Jol [

Postad AL Wecnasdsy, Marcn 24,1999 7 1 Pra? C D) ety _C _Zysh@rowomexcary
Conversation: ORI5 Update

Posted Ta: PFP CaTS

Subject: Re: OPIS Update

Gregg W. Rilchie writes:

>Thank you for your participation in today's call. I will post a

>message to this conference on Monday outlining our discussion and
>giving you the feedback on my conference canvnm Deutche Bank/OPP
>Assurance/Presidio.

>Jefl Z. please post Larry DeLap's message regardmg connngam feesto .
>this conference so evaryone has access 1o

Subject OPIS

Author: Lamy DeLap a3t KPMG_Siicon_ValleyZ Date:  717/98 7:07 AM
Further to yesterday's telephone call:

1. OPIS has NOT been form No shoukd have

been mads to cients 1o deliver the product. Gregg Ritchie has ¥
mpeatedlyassumdmwmsuchmmmhavebsmm

2 As Y OPIS, if would be
to what toa fee

audit clients and persons in positions of significant mﬂuence over

audit clients should not be targets for the product.

3 mtmmasnmdwnswwwmmmmod_
be marketed o

transactions review board on the basis that
INDIVIDUALS. ARl the material we by
individuals, as we understood Gregg Ritchie to represent that was the
targﬂpopmahm I!mmabmbm,w .
need 1o P purpose™ The

ofa profitt appied in
evaluating OPIS from an individual lmmr shndpm! is not
fora

4. The standard for a corporation avoiding a substantial understatement
penalty is much higher than the standard for an individual. Under Reg.

section 1. 66644(0)(3), @ substantial understatement penalty may be

in a tax shelter (which OPIS clearly

u).um‘rmmwmnmmnkm

than not ds treatment of the shelter was the proper ireatment, f:

a The :ofpmn! participation in the tax sheiter lacked SIGNIFICANT
business purpose,

b. The corporation claimed tax benefils that are unreasanabie n
comparison o s investment in the tax shelter, OR

<. The corporation agreed with the organizer or promoter of the tax
she|wf that the taxpaysr would protect the confidentiality of the tax
aspects of the structurs of the tax shelter.

ifthe IRS the fons 1o a
participant in an OIS, msmuwy it also Could sustainthe

: N Permanent Subcommittee on Investipations KpP
Proprietary Material MG 0036209
Confidentiality Requested EXHIBIT #9400
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substantial understatement penally. AS such a corporate invesior would
then be much worse off that if it had not dorie the transaction, | think
1tis imprudent to market the product (even it had been approved and
even if the contingent fee issus could be overcome) to an audit chent,
particularly a pubfic audit client. {For reasons we can discuss

privately if you wish, | do not have tha same concem for tax products
that can be shown to meet the business purpose test, such as Joel
Resnick's i itity™ ion and the affirmative use of
section 357(c}n ion with acquisition of business assets).

Proprietary Material KPMG 0036210
Confidentiality Requested
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From: Kimbery M. Devine

Sent: Tuesday, March 30, 1099 3:21 PM
To: © ‘tanapler@kpmg.com’

Subject: Investment Advisor Letier Requested Changes
Angie:

Let me know if this works,

Regards,

Kim

e Originat

From: Norm Bordje

Sent: Tumny,mao,mesum

Toi Kirberty M. Devine

Subject: sew i the 'ohwlna witl work for lpmg.

The following are representations which will be relied upon, in part, by KPMG, LLP in connection with their
issuance of an opinion regarding the direct and indirect investment strategy utilizing UBS AG ¢omumon stock,
undertaken by the [ } pursuant to a direct and indirect advisory relationship with QA Investments, LLC'
(“QA"). .

In connection with the aforementioned investment strategy, QA represents to KPMG, LLP the following;

s To the best of its knowledge and belief, there was no legally binding agreement, written or otherwise, that
compelled the parties known to QA which were involved in the implementation of the investment
objectives detailed in the related investment advisory agreements to which QA was a party, to complete
the investment strategy transactions involving UBS AG,

s To the best of its knowledge and belief, the margin terms afforded|{ ] through its indirect investment,
could not have been made through a direct investment in UBS AG common stock in a traditional United
States domiciled securities account. Further, the indirect investmentafforded { ] exposureto a
structured derivative on UBS AG common. We do not believe this structured derivative was made
available and utilized by anyone other than QA clients,

o Based upon our review of publicly available financial information, UBS AG reported after-tax profits of
CHF3,030 million for the year ended December 31, 1998.

QLS004860:

I Permanent Subcommittee on lnvestigationsl
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From: Warley, Carol G [cwarley@kpmg.com]
Sent: Wednesday, October 06, 1999 12:08 AM
To: Kim Devine (E-mail)
Subject: FW: Opis99.ppt

Opis99.ppt

Kim, attached is a draft of the presentation for tomorrow. I will review it
again first thing in the a.m. to see if anything should change. Please

provide me with your comments asap. thanks

b Original Message-----—

> From: Warley, Carol G

> Sent: Tuesday, October 03, 1999 7:59 PM

> To: Warley, Carol G

> Subject: Opis9d9.ppt

>

>  <<0plis83.ppt>>

* ke ok e e ek ek ke ek dekdkdkdk e ke ok ke

The information in this email is confidential and may be legally privileged.
It is intended solely for the addressee., Access to this email by anyone else
is unauthorized.

If you are not the intended recipient, any disclosure, copying, distribution
or any action taken or omitted to be taken in reliance on it, is prohibited
and may be unlawful. When addressed to our clients any opinions or advice
contained in this email are subject to the terms and conditions expressed in
the governing KPMG client engagement letter.

ok kkkkd ok bk kb kb kb Ak h ek kb h A bk bk dehhh kb bbb dkd Ak kdh d ok ko e sk o e ke e ek ek e b

Permanent Subcommittce on Investigations

EXHIBIT #94qq
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From /O=KPMG/OU=US/CN=RECIPIENTS/CN=41900
From: /O=KPMG/OU=US/CN=RECIPIENTS/CN=41900
To: /O=KPMG/OU=US/CN=RECIPIENTS/CN=20499
Subject: OTC calls

Sent: 1999-11-30 14:19:01.641

Date: 1999-11-30 14:19:01.766

X-Folder: OPIS

Kim,

It is my understanding that the investors must hold their options for 5 days.
So they will not be able to sell until Monday, 12/6/99.

Angie
————— Original Message-~—--

From: Kimberly M. Devine [SMTP:kimd@qcm.com]
Sent: Monday, November 29, 1999 7:35 PM

To: 'Napier, Angie’
Subject: RE: OTC calls
Angie: .

Just want to clarify: Can they sell ON the fifth holding day. Example:
bought opticns on Friday, November 26th. 1Is the first day they can sell
12/3 or 12/6?

————— Original Message--—--

From: Napier, Angie {mailto:tanapier@kpmg.com}
Sent: Friday, November 12, 1999 7:30 aM

To: Kim Devine {(E~mail)

Subject: OTC calls

Kim,

I spoke to Jeff and the holding periods have not changed. Investors must
hold their OTC call options for at least 5 days.

Angie

L s R R N R s R i R R R T g e e S
*

The information in this email is confidential and may be legally privileged.
It is intended solely for the addressee. Access to this email by anyone else
is unauthorized.

If you are not the intended recipient, any disclosure, copying, distribution
or any action taken or omitted to be taken in reliance on it, is prohibited
and may be unlawful. When addressed to our clients any opinions or advice
contained in this email are subject to the terms and conditions expressed in
the governing KPMG client engagement letter.
Fhkkhhkkkhkkhdhkkkhhhhhhhkhkohkdbhdkhdhdhk bk kdt kb ok rh kv bbbk dhdh ko bk hk ok kkbhhh bk hrhdkdd
*

Proprietary Material Permanent Subcommittee on Investigations KPMG 0024447
Confidentiality Requested EXHIBIT #94rr




Watson, Mark T _
From: Brockway, Bavid H

Sant: Friday, January 21, 2000 12:28 PM

To: Bg.’h Richard W, Watson, Mark T

e R

{understand the stap-down lssue in genersl; Imushlwkatlmaldnselybmhsuremalherelsmmu:we

argumert that the would 11 be hit by the r ammmn«dhwmmm proposed
were out prior 1o the sale of OPIS last year. by the reg . rege.

Dawid H, Brockway

Partnerin-Charge

Washington Mational Tax

dbvuckway Gkpmg.com

Mw:mdmm’houlhm(mnmn»

mm«mﬂz
From: SaBioe, Richard W
Sent: Feiday, Jaraary 21, 2000 7:18 A
Toz Brockway, David 1; Watson, Mark T
G+ Seringer, Mark A
Sudfect:  OPIS

wmmamhmm‘mummi et voicemali tafing him that in
view, Iis NOT a viable s anymore. | had bean v CPIS striclly from an g
substanca poist-of-view and prcumdb mlsuuhywrﬁm 3
tha death knell for OPIS is tha §nal “Fs @uhﬁom ago and effective for tax
v;gmwwmumn Ipnoroms mwbjedh
umummgsmd:kwpaymwihmmwmmgamnmus)wmm
corporation with respect 10 the mmmdthe not merely a retum
The OPIS transaction will be siructured o that msthaugnsanksmandmm
m;ymdm;mmwm:gmmmw dhss%abemmg
reason of a specific statement that m nstuatk:ns
class shd:umw mamdhmuﬁs:mbe

wmmmmggmm redenmua. mm(whusmasewm\OMS).

the clear under
maseregslbeﬂevo meths mhhinﬁmh'bmﬂedm‘ melymoumd?m
Bank owned mlnvuhr(h.h i OPIS brying to get the redemption amount
mmmwﬂ Parianhip & rehareclori o s Soiaca s e semor GV ha 16 Crnary

require the paying currm.LehuFomuB 10 withhald tax on the dividend and penalties can be
bmndoso.mn. mm:wga%ﬂammwm bank,
)mmybeavuym!mdsewuw * of such bank as It wit be governed by these
Pleass call & discuss If you have uestions abave, especially in concert with exsting concems
mﬁacmlln:dmwm Mggm OPs. tyin wn e

§§

Proprietary Material
Confidentiality Requested

Permanent Subcommittee on Investigations I{PMG 0036869
EXHIBIT #94ss
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new

From: Baline, Richard W

Sent: Wednesday, March 15, 2000 10:53 AM

To: Eischeid, Jeftrey A: McGeath, Kevin J

cx Brockway, David H: Smah, Richard H (WNT); Madden, David P
Subject: OPIS and Fast Pay Regs

Wmmnﬁwmwmzm\qmwwabw:vhemﬁudFastPay
Stock Regs “mors Bely than not® (MLTN) do net apply 1o OPIS, This memo i well wntlen, welt ot and qule
creative, Uniortunately, | dn not Sink & will enaha the Fim 10 mariet hturs OPIS ansacsibne
ﬁumemonhn:mngmnnwppmmmmxuummm&ﬂhyswmgsmnnl:apnb
oPIS: mmp.smgmumwmmsw:w'-m 7eqs doex nat apply. () the OPIS

“sama economic and tax effect” as a Fast Pay Stock
Arrangerment, and, () the tegs txceed the scope of auttiorty grantod 16 IRS by sachon 7704,

umwammmoimwnammmuamm sobre our problem. Stock can
cerinly be Fast Pay Stock even I hese preaumplions are ums«uhmanummm

mtmmbamm mwmmnﬂsowmcm one-Clear reason for us ks that
wha

thesw Boal regs swiely do Seent lo snpicate the Publc

Sysieq, potantially aven K he Suprerma.
wmnmmmmummnmmmmmwm You must pedtion hem and .
Ihey Mwwmmlmmmhhwm e TreasunyiiiS also have no

mmmdmmmawnhamnnmmuwmmwrm

Pamershe produce the tax eftect a3 Fast Pay Stock and 1 50 what doea this mean. The mamo toes
-wmwuwmmmtnmummmmmwummw 3

mmdmwmwﬁm merely rocarire two

.mmummmwammwfuww s Tax a
transaction that is kaxed a3 a dividend, thea mwmmdr&mwwmmhm
NMbyTumF&PayShckmmﬂn mmmmmmwm.mm
mwumummsw prosent, Thus, st ugtmmsmhnsqocfmmau

i mmmmham nd fwhich fotax 4
s a8 hat Is required 10 invole thesa regs. . . .

msmaNMn&nummm mmhmannmaﬂmn
Commissicrst must datenmine That & principle purpesa of fie Fast Pay Stock Arangenant is e svoldancs of

Fedvral income tax, Mhmnmummmu-mmummuh
benstied sharshoklers resulis. shares.

mmumsumnyummmhmw«wmmmwmmm
creating I However, R appaars hat the battor view I that e express lemns ol Thess final regs are st odds with the

contal 10 sustain OPIS 25 a viable business sohation on a go forwand basis, We we sill svaluating the .
mater and we Jook forwand with interest 1o reviewing e thoughts of Brown and Wied on s topic, Tranks agan fora -
'well tioee and creative argument. Ctviously, you wit be kept informed of our progress. .

Proprietary Material "
Coﬁﬁdmﬁa;gy Requested Permanent Subcommittee on Investigations
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kpmg

To Jeff Eischeid Date August 31, 2000
From Joe DePew Ref PFPMEMO.doc
Sheldon Kay

Over the past several months the Tax Controversy Services group (“TCS”), working with
the Atlanta PFP group, conducted a thorough file review of over fifty OPIS investros from
1998 located in the Atlanta office. These files contained ous items including, but not
limited to: Engagement Letter; Representation Letters; Final Opinion Letter;
Correspondence; Investment Advisory Agreement; ISDA Master Agreement; Swap
Schedule; Swap Confirmation; Call Option; Election for Cash Settlement ;Pledge and
Security Agreement; Account Control Agreement; Long Position Confirmations
{Bought/Sold); LP Share Option Put/Call; LP Position Confirmations (Bought/Sold);
Limited Partnership Agreement; Individual over-the-counter Call Options (Bought/Sold);
DBK price table; Basis Calculations; Membership Certificate; Register of Members of LLC;
Form 8832; Brown & Wood, LLP Opinion Letter; Trust Amendment; Subscriber
Representation; Deposit Agreement; Limited partnership agreement; and Structure
Documents.

In an effort to completely review the OPIS files the TCS group reviewed samples of the
1998 files that kept by both Quadra Investment Advisors, LLC and Presidio Investment
Advisors. The review of the KPMG, Quadra and Presidio files resulted in the TCS Group
identifying a number of items that will be useful should an IRS or state exam be initiated.
Some of the helpful items included:

®  Letters confirming the Swap.

= Letters confirming the Election for Cash Settlement was received.

Proprietary Material Permanent Subcommitiee on Investigations KPMG 0027984
ry Materia
Confidentiality Requested EXHIBIT #94uu
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kpmg

November 8, 2600

w  Letters from the investment advisor to the investor informing investor of sale
confirmations for Long positions.

= Sale confirmations from the investment advisor to the investor for over-the-counter Call

Options.

»  Dean Witter investment summary of why investment in UBS barnk stock was a good
investment based upon the market conditions present at the ime of investment..

m Investment updates from investment advisor to investor related to the value of the
investment with advice as to best course of action.

‘The correspondence section of the files reviewed differed significantly. Some of the files

contained over twenty items of correspondence, while others contained as few as one item.

The Atlanta office files where the most comprehensive, including all correspondence and

administrative items. It is assumed that local offices have kept their own correspondence

files for these transactions and these files may have items that are not in the Atlanta office
- files that may be helpful if needed in the future.

The review is intended to identify information relevant to establishing the economic
substance of the transaction. The review helps the firm identify what issues may arise and
what evidence will be available. As well as the preservation of all documents related to the
transactions.

The TCS group is available to review these files. The cost of this review will be based upon
time spent and will normally be between $2,000 and $5,000 per file. For further questions
related to this memo, the file review or to set up a review of your local office files please
contact one of the following individuals:

Jeff Bischeid 404-222-3180
Sheldon Kay " 404-614-8620
Joe DePew 404-614-8757
AngieNapier ~ 404-614-8602
1Ldoc 2
Proprietary Material KPMG 0027985
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R 1 Form:

| Dear Jerry:

This letter responds to the two questions you e-mailed to me on July 29, 2002 about the
transaction we are working on. I am glad to see you have come so far along in such a short
period of time, and our Coalition is happy to respond to these or any other questions that you
might have. Each of your questions is restated bere and is followed by our response.

L The Foreign Corporation’s Ownership of the Foreign Bank Stock

In your first bullet point in your fax to me dated July 24, 2002, you provide that the

Government argues that the foreign corporation entered into a forward contract that

tained a simult purchase and sale and, therefore, never owned the foreign bank
stock, You argue that the underlying facts and existing documentation make it clear that
there was a purchase and sale of stock and not a forward contract. X do not have an
administrative ease file. Could you provide the underlying facts and existing
documentation to show that there was a purchase and sale of the foreign bank stock by the
foreign corporation?

In the typical foreign leveraged inv it ("FLIP") tr tion, Foreign Corporation
agreed to buy and Foreign Bank agreed to sell a specified number of Foreign Bank's shares for
an agreed price. The purchase was closed (“the Closing Date”), with payment, a cash settlement,
to take place in the future (typically 50 days after the Closing Date). The price charged for the
shares was the price of the stock on the closing date, and there would be an interest charge for
the delayed payment. Often the interest charge was rolled into the price of the shares._{I'm not
sure that 1) this is accurate or 2) helpful) Pursnant to an agreement executed contemporaneously
with the purchase, Foreign Corporation deposited approximately 10% of the cost of the shares
with Foreign Bank to secure its payment, and the stock was left with Foreign Bank as further
collateral. A sample document issued by Foreign Bank to Foreign Corporation confirming
Foreign Corporation’s purchase of Foreign Bank stock and a sample Foreign Corporation bank
statement showing funds being deposited with Foreign Bank are attached.

Foreign Bank purchased from Foreign Corporation a call on the Foreign Bank shares that

. were acquired by Foreign Corporation. The call options contained the digital return that resulted
in a number of Investors earning an overall profit (discussed below) through their warrant
interests in various Foreign Corporations. To limit its risk, Foreign Corporation purchased a put
from Foreign Bank. The presence of a put and call arrangement is not unusual, and courts have
recognized that taxpayers may still own property despite their efforts to reduce their risk with
respect to such property. See, e.g., IES Industries, Inc. v. United States, 253 F.3d 350 8" Cir.
2001); Highland Farms, Inc. v. Commissioner, 106 T.C. 237 (1996). What would be highly
unusual would be such a put and call arrangement for shares that were not purchased, but were to
be purchased in the future (a forward contract).

Thus there was an agreement for the purchase and sale of the Foreign Bank's shares and
an actual purchase and sale of those shares. There was no executory agreement to transfer shares
in the future as there would have been had this been a forward contract. The Foreign
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Corporation intended to make a present purchase of the shares and the relevant documentation
evidences that there was such a purchase.

1. Investor Profits

On page 6 of your letter to Jim Lanning dated March 14, 2002, you state that
taxpayers could make an overall profit on the investments at issue ...... Is what you
describe as an "overall profit,” the total profit including the basis shifting loss plus any
gains or losses from the digital RECAP option feature orx the gains and losses from the
digital RECAP option feature excluding any basis shifting loss?

The FLIP transaction provided investors with the opportunity for substantial pre-tax
profits. Investors could profit on their direct holdings in Foreign Bank stock, their options to
acquire Foreign Bank stock, and/or their warrants to acquire stock in Foreign Corporation.

By “profit,” we mean a cash-on-cash profit. That is, if we state that an investor made a
profit on a particular leg of the transaction, we mean that the cash return to the investor on that
leg of the transaction exceeded the cash cost, including associated transactional expenses, of that
leg of the transaction. Many investors profited on one or more legs of the transaction. An
investor’s failure to profit on a particular leg was due solely to the timing of the investment in
relation to market swings in the price of Foreign Bank stock. We are not taking any “tax
savings” into account when we refer to a profit.

By “overall profit,” we mean that the total cash return to the investor on all legs of the
transaction exceeded all of the costs of the transaction. An overall profit, as we use that term,
would not necessarily require the investor to profit on the warrant, as an investor could obtain
enough profit on the other two legs of the transaction to offset a smaller cash loss on the warrant.
However, in the actual transaction we used to illustrate the transaction in the March 14, 2002
letter to Jim Lanning, the investor did profit on the warrant due to substantial gains on the digital
RECAP option feature. The profit shown in that letter, as well as the overall profit of other
investors represented by the Coalition, excludes any “basis shifting loss.”
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