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The Honorable Wiliam McDonough
Chairman
Public Company Accounting Oversight Board
1666 K Street, N.W.
Washington, D.C. 20006-2803 Filed electronica11y at comments(fpcaobus.org

RE: Comment on PCAOB Rulemaking Docket Matter No. 017,
Proposed Rules to Strengthen Auditor Independence and
Limit Inappropriate Tax Services

Dear Mr. Chairman and Members ofthe Board:

This letter is written in strong support of proposed mles issued by the Public Company
Accounting Oversight Board (PCAOB) to strengthen auditor independence and place appropriate
limits on the tax services that a registered public accounting firm may provide to an audit client
that is a publicly traded corporation.

Auditor independence is essential to public confidence in audited financial statements,
but has long suffered from confusion over the requirements for independence and from
indifferent enforcement. The proposed rules would revitalize this area by, first, codifying in
plain language the fundamental principle that an auditor must maintain independence from an
audit c1ient throughout the audit period and related engagement. The proposed nnles would also
bar a registered public accounting finn from entering into a contingent fee arrangement with an
audit client, from providing tax services to certain executives of the audit client, and from
planning or opining on certain aggressive tax positions involving the audit client. They would
also help clarify and enforce the statutory requirement in the Sarbanes-Oxley Act that registered
public accounting firms obtain prior approval from the audit committee of a corporation's Board
of Directors before perfom1ing any tax service for that corporation.

Together, the proposed mles provide a set of minimum standards that would help restore
auditor independence, increase investor confidence in corporate financial statements, and rein in
abusive practices within the U.S. tax shelter industry. In fact, the proposed rules would benefit
from additional, strengthening provisions, as suggested below.
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Evidence of Abusive Practices

The U.S. Senate Permanent Subcommittee on Investigations, on which I serve as Ranking
Minority Member, has conducted investigations into a variety of issues related to tax shelters and
offshore tax havens. One key Subcommittee inquiry over the past two years has examined the
role played by professional firms, such as accounting fim1s, in the development, marketing, and
implementation of potentially abusive and illegal tax shelters. As recognized in the PCAOB
materials accompanying the proposed mles, the Subcommittee's investigation culminated in
hearings on November 18 and 20, 2003, and a report issued by my staff detailing four case
studies of abusive tax shelters known as the Bond Linked Investment Premium Structure
(BLIPS), Offshore Portfolio Investment Strategy (OPIS), Foreign Leveraged hwestment Program
(FLIP), and S-Corporation Charitable Contribution Strategy (SC2), which had been developed
and promoted by KPMG.! Since then, the full Subcommittee has issued a bipartisan report
providing not only additional detail about the KPMG tax shelters, but also infonnation about
potentially abusive or ilegal tax shelters known as the Contingent Deferred Swap (CDS) and the
Bond and Options Sales Strategy (BOSS), which were promoted by Emst & Young (E&Y) or
PricewaterhouseCoopers (PWC).2

The full Subcommittee report found that all three of 
the accounting firms it examined,

KPMG, E&Y, and PwC, had been major participants in the U.S. tax shelter industry and
involved in the development, marketing, or implcmentation of aggressive tax products for
multiple clients. The evidence collected by the Subcommittee demonstrates that, among other
actions, one or more of the fim1s targeted audit clients or executives at their audit clients when
marketing potentially abusive or ilegal tax shelters; sold tax products that did not meet the 1101'e-

likely-than-not standard established within the finn; utilized contingent fee arrangements for
these tax services despite legal and professional restrictions on such fees; and, in some instances,
establishcd alliances with audit clients to promote or implement potentially abusive or illegal tax
shelters. The evidence of these abusive practices, set forth in hearing testimony, documentation
and two reports, providcs ample support for the proposed rules as summarized below.

Promoting Abusive Tax Shelters to Audit Clients

The Subcommittee investigation provides ample evidence that KPMG, E&Y, and PwC
were, at vaaious times from 1997 to 2003, heavily involved in selling potentially abusive or
illegal tax shelters to multiple clients. In addition, during that time period all three fim1S were
subject to investigation by the IRS for their tax shelter activities and required to disclose relevant
documentation and client lists. Two of the accounting firms, E&Y and PwC, eventually agreed

I U.S. Tax Shelter Industry: The Role of Accountants, Lawyers, and Financial Professionals" before the Permanent

Subcommittee on Investigations (Nov. 18 & 20, 2003)(hereinaftcr "PSI Hearings"); and "U.S. Tax Shelter Industry:
The Role of Accountants, Lawyers, and Financial Professionals" (Minority Staff Report, S.Pr!. 108-34, Nov. 18,
2003), reprinted in the hearing record at 145-274.
2 See "The Role of Professional Fimis in thc U.S. Tax Shelter Industry," (hcarinafter "PSI Report"), released by the
Subcommittee on Feb. 8, 2005.
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to pay milions of dollars to settle the IRS legal actions and committed to dismantling their tax
shelter practices; the third investigation is ongoing, but KPMG has publicly acknowledged
selling inappropriate tax products, has committed to dismantling its tax shelter practice, and
testified that, "Today, KPMG does not present any aggressive tax strategies specifically designed
to be sold to multiple clients, like FLiP, OPiS, BLIPS and SC2.,,3

Documentation uncovered during the course of the Subcommittee investigation disclosed
that, among its sales efforts, KPMG repeatedly attempted to sell aggressive tax products to its
audit clients and their offcers and directors. This evidence includes instances in which KPMG
mined its audit client data to develop a list of potential clients for a particular tax product;4
developed tax products that were designed and explicitly called for "fostering cross-selling
among assurance and tax professionals";5 and carried out marketing initiatives that explicitly
called upon KPMG tax professionals to contact their audit partner counterparts and work with
them to identify appropriate clients and pitch KPMG tax products to those audit clients.(j
Another KPMG document stated that "many, if not most, of our CaTS (a KPMG group that sold
generic tax products to multiple clients) targets are officers/directors/shareholders of our
assurance clients."?

A recent report prepared by the Government Accountability Office (GAO) at my request,
analyzing tax shelter services provided by accounting finns to publicly traded companies or theil
offcers or directors, shows that KPMG was not alone in targeting audit clients for tax shelter
sales.8 Using data compiled by the IRS and Standard & Poor's related to 500 of 

the largest U.S.

publicly traded companies in 2003, as identified in Fortune magazine, GAO found that for the
five year period, 1998 to 2003, 207 corporations, or about 40%, had purchased tax shelter
services from a third party, of which 114 had purchased them from an accounting fimi, and 61
from the company's own auditor. The GAO report also found that 57 of 

the Fortune 500

companics saw one or more of their offcers or directors purchase tax shelter services from a
third party, of which 33 purchased them from an accounting firm, and 17 from their company's
own auditor. Altogether, GAO estimated that 114 ofthe Fortune 500 companies and 4400
individuals in the IRS database had purchased tax shelter services from an accounting fimi,
resulting in possible tax revenue losses to the U.S. Treasury totaling about $32 billon.

J See KPMG testimony at PSI Heaiings (11/18/03).
4 See, e.g., Presentation dated 7/17/00, "Targeting Parameters: Intellectual Propert - Assurance and Tax," with

attachment dated September 2000, entitled "Intellectual Property Services," at page 1 of the attachment, Batcs XX
001567 -94.
5 Presentation dated 3/6/00, "Post-Transaction Integration Service (PTIS) - Tax," by Stan Wisebcrg and Michele

Zinn of Washington, D.C., Bates XX 001597-1611.
6 See e.g. email dated 8/14/01, from Jeff Stein and Walter Duer to "KPMG LLP Parters, Managers and Stat1~"
"Stratecon Middle Market Initiative," Bates KPMG 0050369.
7 "CaTS" stands for KPMG's Capital Transaction Services Group which was then in existence and charged with

selling tax products to high net worth individuals.
R See "Tax Shelters: Services Provided by External Auditors," Repoii No. GAO-05-171 (2/1/05).
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When accounting finns use their audit partners to identify potential clients and target
audit clients for tax shelter sales pitches, they not only take advantage of the auditor-client
relationship, but also create a conflict of interest in those cases where they succeed in selling a
tax shelter to an audit client. This conflct of 

interest arises when the accounting firm audits the
client's financial statements and, as part of that audit, examines the client's tax retum and its use
ofthe tax shelter to reduce its tax liability and increase its income. il such situations, accounting
finns, in effect, are auditing their own work and impairing their independence.

Sellng Dubious Tax Products

In addition to establishing that accounting firms were major participants in the U.S. tax
shelter industry, the Subcommittee investigation found disturbing evidence that, in some
instances, thc accounting fimis it examined wcre knowingly selling dubious tax products to
multiple clients, at times over the objection of one or more of their tax partners. Two examples
illustrate the problem.

First is the case of BLIPS, a potentially abusive tax shelter developed by KPMG. The
Subcommittee investigation detennined that KPMG had used an elaborate procedure to develop
BLIPS and try to reach a consensus within the firm on the substance and wording of 

the KPMG

opinion letters to be provided to BLIPS clients supporting the validity of 
the tax shelter.9 The

evidence showed that, during the BLIPS review and approval process, some KPMG tax experts
repeatedly raised strong technical objections to BLIPS and recommended against issuing a morc-
likely-than-not opinion letter for the product. Senior KPMG personnel prcssured these lax
experts to "sign off' on the product's technical soundness, despite their concerns. One key
KPMG tax expert finally capitulated, sending his supcrior anemail stating in part: "I don't likc
this product and would prefer not to be associated with it. However, (with) the additional
(factual) representations ... I can reluctantly live with a more-likely-than-not opinion being issued
for the product." He and other KPMG tax experts remained unconvinced, however, that BLIPS
could withstand IRS scmtinyand continued to recommend against issuing a favorable opinion
letter. Several months later, the KPMG tax expert wrote to his superiors: "(B)eforc engagement
letters are signed and revenue is collected, I feel it is important to again note that I and several
other (KPMG) partners remain skeptical that the tax results purportedly generated by a BLIPS
transaction would actually be sustained by a court if challenged by the IRS."

During this prolonged dispute within the firm, a senior KPMG tax professional sent an
email to eight colleagues urging the fimls tax leadership to approve a tax opinion letter
concluding that it was more likely than not that BLIPS would be sustained by a court. This
senior KPMG tax professional frankly acknowledged the technical problems and reputational
risks associated with BLIPS, but recommended going ahead and selling the product to clients.
He characterized the key "business decisions" as follows:

9 See PSI Report discussion of "BLIPS Development and Approval Process," at 16-24.
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"(1) Have we drafted the opinion with the appropriate limiting bells and whistles. . . and
(2) Are we being paid cnough to offset the risks of 

potential litigation resulting from the

transaction?... My own recommcndation is that we should be paid a lot of 
money here

for our opinion since the transaction is clearly one that the IRS would view as falling
squarely within the tax shelter orbit."

KPMG began selling BLIPS in 1999, and within a year issued tax opinion letters to186
clients, obtaining more than $50 milion in fees and making BLIPS one of 

the finn's highest

rcvenue-producing tax products. In 2000, the IRS designated BLIPS an iJegal tax shelter and
took enforcemcnt actton against taxpayers who used it. Several of 

these taxpayers have, in turn,

sued KPMG for malpractice in recommending they use BLIPS.

A second example involves a potentially abusive tax shelter known as CDS, which was
marketed by E&Y. The Subcommittee investigation found evidence that internal E&Y
deliberations over selling CDS to clients were marked by dissension and dissatisfaction. io In this
case, a small group ofE&Y tax partners had reviewed and approved CDS for sale to clients, and
arranged for an outside law firm to provide a legal opinion concluding that, if challenged, CDS
"should" be upheld in court.l! E&Y did not, itself, issue a tax opinion in support of 

CDS.

Documents obtained during the Subcommittee investigation indicate that at least two E&Y tax
partners expressed significant misgivings about the product, suggesting that it might not meet
even the lower standard of "more likely than not." One tax partner objected to sellng the tax
product using an outside law firm's tax opinion, when E&Y itself 

had not determined that the tax

product complied with the law. About the same time, in September 1999, a potential client's
outside counsel wrote to the firm that the CDS transaction "appears to be a classic 'sham' tax
shelter that would be successfully challenged on audit by the IRS." The outside counsel outlined
numerous serious problems with the tax product and the opinion supporting it. This evidence
shows that E& Y clearly knew CDS had technical problems and could qualify as an abusive tax
shelter. The firm nevertheless actively marketed CDS from 1999 until 

2001 , sellng 70 CDS

transactions involving 132 taxpayers in return for fees exceeding $27 millon. In 2002, the IRS
designated CDS an illegal tax shelter.

Both KPMG and E&Y had detennined that the firm would only sell tax products that met
or exceeded the more-likely-than-not standard. But both firms sold tax products that did not
meet this standard and were subsequently detennined by the IRS to be abusive tax shelters.
These two examples raise serious questions about how a firm determines when the more-likely-
than-not standard is met and how internal dissent should be handled.

10 See PSI Report discussion ofE&Y approval of CDS at 84-87.
11 E& Y later çharacterized the approval process in place at the time as "ad hoc, deceiitTalized, and informal," and

told the Subcommittee that it has since been revamped. PSI Report at 82.
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Use of Prohibited Contingent Fees

Another disturbing practice uncovered by the Subcommittee investigation was that all
three of the accounting firms it examined had charged clients contingent fees based upon the
projected tax savings to be achieved by a particular tax product~ despite statutory and
professional restrictions on these fees established by the Securities and Exchange Commission
(SEC), many states~ and the American Institute of Certified Public Accountants (AICP A). 12

In the case ofBLlPS~ for example, the Subcommittee found that KPMG had typically set
its fee equal to 7% of the generated "tax loss" that a client could expect from the transaction and
LIse to shelter other taxable income. In the case of CDS~ the Subcommittee found that, while
E& Y expressed its fee as a flat dollar amount in its engagement letters, apparently to avoid
contingent fee issues, internal E&Y documents showed that this fee was actually calculatcd as
1.25% 0 f the tax loss to be generated by the CDS transaction. In fact~ a sample E& Y cngagement
letter gave the following guidance to E& Y personnel writing an engagement letter for a CDS
transaction: "Our fee for providing the professional services referred to above will be $(Insert
amount at 1.25% oflosses to be generated ...)."13 According to E&Y, this fee arrangement
meant that, in a typical CDS $20 millon loss transaction, E&Y received $250~000 in fces ff'om
its client. A third example involves the case of BOSS, in which the Subcommittee found that
PwC had typically required its clicnts to make an out-or-pocket cash investment cqual to 8.5% of
the target income to be sheltered or tax loss to be achieved~ about half of 

which was then used to

pay fees to PwC and other professional finns implementing the transaction.

Some tax professionals at the accounting firms warned against using such contingent fees.
Within K.MG~ for example, a senior tax partner took the position that fees based on projected
client tax savings were contingent fees prohibited by AICPA Rule 302.14 However, other KPMG
tax professionals disagreed, complained about this interpretation~ and pushed hard for the finn to
set fees based on projected tax savings. One memorandum declared that the senior tax partner's
interpretation of Rule 302 "threatens the value to KPMG of a number of 

product developmcnt

efforts," "hampers our ability to price the solution on a value added basis~" and will cost the fil11
mil ions of dollars. 

IS The memorandum also objected strongly to applying the contingent fee

12 See, e.g., 17 c.r.R. § 210.2-0 1(c)(5) (SEC contingent fce prohibition: "An accountant is not independent it: any

point during the audit and professional engagement period, the accountant provides any servicc or product to an
audit client for a contingent fee."); AICPA Code of 

Professional Conduct, Rule 302 ("(Aj contingent fec is a fee

established for the performance of any service pursuant to an arrangement in which no fee will bc charged unless a
specified finding or result is attained, or in which the amoiint of the fee is otherwise dependent upon the finding or
result of such service.").
13 See Sample Engagement Letter, Bates 2003EYOll138 (emphasis in original).
14 Subcommttee interview of Lawrence DeLap (10/30/03); memorandum dated 7/14/98, from Gregg Ritchie to
multiple KPMG tax professionals, "Rule 302 and Contingency Fees - CONFIDENTIAL," Bates KPMG 0026557-
58.
IS Memorandum dated 7/14/98, from Gregg Ritchie to multiple KPMG tax professionals, "Rule 302 and Contingency

Fees - CONFIDENTIAL," Bates KPMG 0026555-59.
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prohibition to, not only the fimi's audit clients, but also to any individual who "exerts significant
influence over" an audit client, such as a company director or offcer. The memorandum stated
this expansive reading ofthe prohibition was problematic, because "many, ifnot most, of our
CaTS targets are offcers/directors/ shareholders of our assurance clients. ..16 The position of the
objecting tax professionals prevailed over that of 

the senior tax partner.

In addition, the Subcommittee investigation found that, in some instances, contingent fees
restrictions appeared to have been circumvented through disingenuous management of particular
engagements. For example, a KPMG document related to OPTS clearly identified the states that
prohibited contingent fees. Then, rather than prohibit OPTS transactions in those states or require
an alternative fce structure, the memorandum directed KPMG tax professionals to make sure the
OPIS engagement letter was signed, the engagement was managed, and the bulk of serviccs was
performed "in a jurisdiction that does not prohibit contingency fees."

Prohibited Allances with Audit Clients

Still another abusive practice uncovered during the Subcommittee investigation involves
the willingness ofKPMG, at times, to enter into professional alliances with audit clients to
market or implement abusive tax shelters, despite SEC and company prohibitions to the
contrary.17 For example, Deutsche Bank, HVB, and Wachovia Bank are all audit clients of
KPMG, yet at various times all three played roles in marketing or implementing KPMG tax
shelters. Deutsche Bank and HVB provided litera11y bilions of dollars in financing to scores of
KPMG clients purchasing either OPIS or BLIPS products. Without this financing, KPMG would
have been unable to implement thcse tax shelters for its clients. Evidence shows that Wachovia
Bank, through First Union National Bank, had set up a formal internal procedure to evaluate
specific tax shelter promoters and tax products for possible introduction to bank clients. In April
1999, the bank formally approved making client referrals to KPMG (as well as to PwC) and
offering KPMG tax products to its clients.18 First Union eventually referred numerous clients to
KPMG, and was paid a $100,000 fee for each client who actually purchased a tax product from
the accounting firm.

16 "CaTS" stands for KPMG's Capital Transaction Services Group which was thcn in existence and charged with

selling tax products to high net worth individuals.
17 The SEC "Business Relationships" regulation states: "An accountant is not independent if, at any point during the

audit and professional engagement period, the accounting finn or any covered person in the firm has any direct or
material indirect business relationship with an audit client, or with persons associated with the audit client in a
decision-making capacity, such as an audit client's offcers, directors, or substantial stockholders." 17 C.F.R. §
210.2-01(c)(3).
IS First Union also provided referrals to strategy providers other than KPMG and PwC. According to a fom1er First

Union employee, the due diligence process was designed in part to centralize referrals of various strategies and
strategy providers to banking clients. Multiple banking groups were providing referrals of 

various strategies and

strategy providers designed by law ffrms and investment advisors. Subcommittee interview with former First Union
employee (5/27/04).
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At the time these activities occurred, KPMG Tax Services Manual stated: "Due to
indepcndence considerations, the firm does not enter into allances with SEC audit clients."19
KPMG defined an "alliance" as "a business relationship between KPMG and an outside finn in
which the parties intend to work together for more than a single transaction.,,20 KPMG policy
was that "( a)n oral business relationship that has the effect of creating an allance should be
treated as an allance.,,21 Another provision in KPMG's Tax Services Manual stated: "The SEC
considers independcnce to be impaired when the fim1 has a direct or material indirect business
relationship with an SEC audit client."n

Despite the SEC prohibition and the prohibitions in its own Tax Services Manual, KPMG
worked with audit clients Deutsche Bank, HVB, and Wachovia, on multiple BLIPS, OPIS and
FLIP transacttons. KPMG tax professionals were clearly aware that doing business with audit
clients raised auditor independence concerns.23 KPMG apparently attempted to resolve the
auditor independence issue by giving clients a choice of 

banks to use in the OPIS and BLIPS

transactions, including at least one bank that was not a KPMG audit client.24 It is unclear,
however, whether individuals actua11y could choose what bank to use. It is also unclear how
providing clients with a choice of banks alleviated KPMG's conflict of interest, since it stil had
a direct or material indirect business relationship with banks whose financial statements were
certified by KPMG auditors. This evidence of a finn's blatant disregard for auditor
independence rules demonstrates the need not only for new rules, but also for new enforcement
efforts.

Analysis and Recommendations

The Subcommittee investigation provides ample support for the auditor independence
rules proposed by the PCAOB. In fact, the accumulated evidence suggests that some of 

the rules

should be further strengthened as indicated below.

19 KPMG Tax Services Manual, § 52.1.3 at 52-1.
"0 Id., § 52.1. at 52- 1.

21 Minutes dated 9/28/98, ofKPMG "Assurance/Tax Professional Practice Meeting" in New York, "Summary of

Conclusions and Action Steps," Bates XX 001369-74, at 1373.
22 rd., § 52.5.2 at 52-6 (emphasis in orìginal).
23 See, e.g., memorandum dated 8/5/98, from Doug Ammenl1an to "PFP Partners," "OPiS and Other Innovative

Strategies," Bates KPMG 0026141-43 ("Currently, the only institution participating in the transaction is a KPMG
audit client.... As a result, DPP-Assurance feels there may be an independence problem associated with our
participation in OPIS ...."); cmail dated 2/11/99, from Larr DeLap to multiple KPMG tax professionals, "RE:
BLIPS," Bates KPMG 0037992 ("The opinion letter refers to transactions with Deutsche Bank. If 

the transactions

wil always involve Deutsche Bank, we could have an independence issue."); email dated 4/20/99, from Larry DeLap
to multiple KPMG tax professionals, "BLIPS," Bates KPMG 0011737-38 (Deutsche Bank, a KPMG audit client, is
conducting BLIPS transactions); email dated 11/30/01, from Couneil Leak to Larr Mant1i, "FW: First Union
Customer Services," Bates KPMG 0050842 (lengthy discussion of auditor independence concerns and First Union).
24 See, e.g., email dated 4/20/99, from Larr DeLap to multiple KPMG tax professionals, "BLIPS," Bates KPMG

0011737-38 (discussing using Deutsche Bank, a KPMG audit client, in BLIPS transactions).
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Auditor Independence Requirement. The public has traditionally relied on
independent auditors to ensure that financial statement audits of 

publicly traded corporations are

fair, accurate and trustworthy. It is a fundamental principle and ethical obligation that the auditor
evaluating the accuracy and faimess of a corporation's financial statement be independent of 

the

audit client throughout the audit and the professional engagement period. Proposed Rule 3520
sets out that principle in clear and unmistakable tenns, and should be adopted. Proposed Rule
350l(a)(iii) provides easy-to understand, bright-line rules for detem1ining the beginning and end
of the audit and professional engagement period, and provides needed clarity. Proposed Rule
3501 (a)(ii)and (iv) together make it clear that the auditor must be independent not only of 

its

direct audit client, but also the audit client's affliates. Proposed Rule 3502 takes the essential
step of stating that not only accounting firms, but also persons associated with those firms, arc
obligated not to cause the firm to violate any applicable law or regulation.

While strongly supporting these proposed rules, I respectfully suggest that they should be
further strengthened in two ways. First, although the PCAOB materials discussing Proposed
Rule 3520 cite the importance of auditors maintaining their independence in fact and appearance,
the proposed rule itself makes no mention ofthe need for auditors to avoid circumstances which
create the appearance or perception that an auditor's independence is impaired. Unless the
proposed rule requires auditors to maintain the appearance of independence as well as actual
independence, it will establish a standard that is weaker than and inconsistent with the Statement
on Auditing Standards No. 1 and the Supreme Court cases cited in the PCAOB materials.

Secondly, the PCAOB should consider whether proposed Rulc 3520 should be further
clarified and strengthened by adding a new subsection directing auditors to consider among other
factors whether a contemplated action would lead to: (a) a conflict of interest between thc
accountant and audit client; (b) the accountant's auditing his or hcr own work; (c) the
accountant's acting as a manager or employee of 

the audit client; or (d) the accountant's acting as

an advocate of the audit client. As explained in the PCAOB materials, these "four ovcrarching
independence principles" have long guided analysis of auditor indcpendence issues by the SEC,
AICPA, and others. Yet there is currently no mention of 

these principles in the text of the

proposed auditor independence rules, despite their proven usefulness in analyzing whether
particular practices impair auditor independence. The PCAOB is respectfully urged to
incorporate them into proposed Rule 3520.

Contingent Fee Prohibition. Proposed Rule 3521 would prohibit accounting firms from

providing any service or product to an audit client "for a contingent fee or a commission," paid
directly or indirectly. Proposed Rule 3501(c)(i) defines "contingent fee" as "any fee established
for the sale of a product or ... service pursuant to an arrangement in which no fee will he charged
unless a specified finding or result is attained, or in which the amount ofthe fee is otherwise
dependent upon the finding or result of such product or service."

This prohibition on contingent fees is a necessary step to help eliminate improper
incentives that create a conflict of interest between an accounting fim1's conducting a
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dispassionate analysis of a client's financial reporting and tax obligations, and adopting an
aggressive interpretation to justify charging the client substantial fees based upon the client's
alleged savings. Extending this prohibition to cover contingent fees paid "directly or indirectly"
is an appropriate response to evidence in the Subcommittee investigation regarding the tactics
used by some accounting firms to disguise the contingent nature of their tax shelter fees. The
proposed rules' narrow exception to the prohibition is also appropriate in light ofthe wholesale
misuse of the exception in the SEC and AICP A rules by some accounting firms seeking to justify
the imposition of contingent fees. As written, the new contingent fce prohibition would provide
a clear directive to rcgistered public accounting firms to stop using these fees. To be effcctive,
however, the ncw rule would have to be accompanied by rigorous enforcement.

Prohibition on Promoting Aggressive Tax Positions. Proposed Rule 3522 would

prohibit registered public accounting firms from planning or opining for an audit client a
transaction which qualifies as a "listed" or "confidential" transaction under IRS regulations, or
which qualifies as an "aggressive tax position" under the proposcd rule. The proposed rule
defines an "aggressive tax position" as one which was "initially recommended" by the
accounting finn or another tax advisor, and has "tax avoidance" as a "significant purpose,"
unless the proposed transaction" is at least more likely than not to be allowable under applicable
tax laws."

In essencc, the proposed rule sceks to prohibit registered public accounting firms from
advocating aggressive tax positions to their audit clients. Recent history has made it clear that
the lucrative fees that accounting firms can obtain from promoting aggressive tax positions
undermines their independent judgemcnt on the merits of such transactions and encourages
abusive tax shelter practices by publicly traded corporations. The prohibition also establishes a
useful framework focused on listed transactions, confidential transactions, and aggrcssive tax
positions.

It is also important to note, however, that the proposed rule would impose essentially the
same standards for tax products sold by accounting firms which the major accounting fim1s claim
they have already been following for years, but which failed to prevent these finns from
promoting abusive tax shelters. For example, all three major accounting firms examined by the
Subcommittee claimed that they did not, as a matter of policy, promote listed transactions or
confidential transactions as defined by the IRS regulations. They also claimed that each of 

the

tax products examined by the Subcommittee had been analyzed and found by the finn to be more
likely than not to survive a court challenge. The proposed rule docs not lay down any tougher
standards for these fim1s, nor does the proposed rule indicate how the PCAOB would ensure
greater compliance by accounting firms with the more-likely-than-not standard. For example, the
rule says nothing about how accounting firms should handle internal dissension, when some of
its tax paa1ners dispute the position of other tax partners that a particular tax product is more
likely than not to be upheld by a court.
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To enforce the proposed standard~ the PCAOB would have to take on the duty of
reviewing specific tax products being promoted by accounting finns and~ in consultation with the
IRS, deteimine whether these specific products meet the more-likcly-than-not standard in the
proposed rule. While such PCAOB detcnninations would dramatically strengthen accounting
finn oversight in the tax field, they might also invite substantiallitigatiol1 that could sap the
resources of the Board.

Another, possibly more fruitful approach would be to elevate the standard for tax
products promoted by registered public accounting finns to any publicly traded corporation,
whether an audit client or not. This elevated standard could require registered public accounting
fim1s to promote only those tax products which, if challenged, "should" be upheld in court.
Such tax products are supposed to have a significantly greater probability of 

being upheld in

court than the 5 1% probability under the more-likely-than-not standard. This higher standard
would match the standard already applied to tax transactions that may be included in the financial
statements of publicly traded corporations, and would force accounting fim1s to meet a higher
standard than currently. It would also discourage registered public accounting finns from
promoting and publicly traded corporations from using questionable tax products that fa)) close
to the line of acceptable practice. To require accounting firms to meet this higher standard,
Proposed Rule 3523 could be amended by striking "at least more likely than not" and inserting
instead "should be found."

Moreover~ whether or not the Board toughens the standard for tax products promoted by
registered public accounting firms, the proposed rule needs to address the issue of 

how a finn

handles dissension within its ranks over whether a tax product should be offered for sale to
clients. Proposed Rule 3522 should be amended to address this issue, perhaps by requiring
registered public accounting firms to develop written rules for approving new tax products or
services for sale, including procedures for resolving differing views on whether a new tax
product or service violates the proposed prohibition on aggressive tax positions.

Finally, the proposed rule could be strengthened by adding a new subsection prohibiting
registered public accounting firms from engaging in aggressive sales efforts related to tax
services, including prohibitions on mass marketing tax products or services to multiple clients,
initiating cold calls or other telcmarketing pitches to multiple clients, or targeting audit clients for
sales efforts. The proposed rule could also prohibit registered public accounting firms from
developing sales leads using infonnation collected from clients or prospective clients for tax
preparation purposes. As currently drafted, the proposed rule prohibits planning and opining on
aggressive tax positions, but not marketing them to multiple clients.

Tax Services for Certain Officers of Audit Clients. Proposed Rule 3523 would
prohibit accounting finns from providing "any tax service to an offcer in a financial reporting
oversight role at the audit client." Proposed Rule 3501(f) clarifies that the offcers covered by
this prohibition arc persons who prepare or exercise influence over a company's financial
statements. This proposed rule would help eliminate a conflict of interest that has affected the
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auditing profession. The GAO report cited earlier shows that the provision of tax services by an
auditor to a company's offcers and directors is not widespread, but does take place. The
Subcommittee's investigation ofKPMG estabhshes that this firn1 explicitly targeted the offcers
and directors of its audit clients for tax shelter sales.

The serious conflct of interest problems that can arise from this situation also became
apparent in a review conducted by the Subcommittee into the sale of a tax shelter by E&Y to
several offcers of an audit client, Sprint Corporation, a publicly traded corporation. The
Subcommittee learned that, in early 2000, E&Y used a conference room in Sprint headquarters to
present information to a number of Sprint executives about a tax product that would allegedly
defer the payment oftaxes on large gains from stock options previously awarded to the
executives by Sprint. The Subcommittee learned that over half a dozen Sprint executives
purchased this tax product from E&Y, including Sprint's chief executive offcer (CEO) and chief
operating offcer. After several of 

the executives had exercised their stock options, the Sprint

stock price began to fan, and the IRS began to investigate the tax product as a potentially abusive
tax shelter, several executives, including the CEO, asked Sprint in late 2000 to rescind their stock
options and retunn them to the condition they had been in prior to exercising the options. Sprint
consulted with E&Y and the SEC over the impact that such a rescission would have on its
financial statement, determined that a rescission would require the company to recognize a multi-
millon-dollar expense, and declined to rescind the stock options. During the course of these
events, E&Y was required to advise both Sprint and its individual offcers on their best course of
action. Over the course of2001 and 2002, relations between E&Y and Sprint's top two offcers
deteriorated, as the IRS pressed both individuals about the tax shelter. In 2003, Sprint asked both
offcers to leave the company; in 2004, Sprint dismissed E&Y as its auditor. In 2003, Sprint
adopted a policy prohibiting its auditor from providing any professional services, including tax
services, to its executive offcers, offcers in its finance division, and audit committee directors.

The experience of the auditor in the Sprint matter, togethcr with the Subcommittee's
findings on KPMG and GAO's broader data analysis, provide ample evidence of 

the need for the

prohibition contained in proposed Rule 3523 to prevent conflicts of 
interest and preserve auditor

independence. The PCAOB should also consider amending the proposed n1le to apply not only
to offcers, but also independent directors who exercise influence over the preparation of a
corporation's financial statements.

Audit Committee Pre-Approval of Certain Tax Services. Proposed Rule 3524 would
require a registered public accounting firn1 to provide to a corporation's audit committee detailed
information about the tax services it would like to provide to the corporation. The finn must
provide a copy of the actual engagement letter relating to the tax service, and that letter must
detail the "scope ofthe service," "the fee stmcture," "any amendment to the engagement letter,"
and "any other agreement (whether oral, written, or otherwise) between the firm and the audit
client, relating to the service." The firm must also disclose to the audit committee "any
compensation arrangement ... referral fee or fee-sharing arrangement" betwecn the auditor and
any third party "with respect to the promoting, marketing, or recommending of a transaction
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covered by the service," so that the committee can evaluate the auditor's independence. The
proposed rule would further require the finn to discuss the "potential effects of the services on
the indcpendence of the firm" and document that discussion.

The proposed rule provides an effective way to implement the requirement in the
Sarbanes-Oxley Act that audit committees of a publicly traded corporation make informed
decisions about the tax services being provided by the corporation's auditor.

The proposed rule could be further strengthened and clarified by amending subsection (b)
to require a registered public accounting firm to provide the audit committee with an analysis
showing that a proposed tax service would not impair the firm's independence. Specifically, the
rule could be amended to require the accounting finn to discuss orally, and later document in
writing under subsection (c), whether the proposed tax service would lead to: (a) a conflict of
interest between the accountant and audit client; (b) the accountant's auditing his or her own
work; (c) the accountant's acting as a manager or employee ofthe audit client; or (d) the
accountant's acting as an advocate of 

the audit client. As pointed out earlier, these four criteria

have been identified by experts as critical tests in evaluating whether particular practices impair
auditor independence. The PCAOB materials indicate that the Board considered including these
four tests in the proposed rules, but did not want to limit the discretion of 

the audit committee or

encourage it to apply "a rigid, mechanical application" of any framework or principles when
analyzing a proposcd tax service. The approach suggested here, however, would not limit the
audit committee's discrction or create a rigid framework, but would provide the committee with
a useful analysis by its auditor.

Conclusion

The bipartisan report recently issued by the Permancnt Subcommittee on Investigations
acknowledges and supports the work being done by the PCAOB to restore public confidence in
the auditing profession and the U.S. financial reporting system. As part of 

that report, the

Subcommittee made the following bipartisan recommendation:

"The Public Company Accounting Oversight Board should strengthen and finalize
proposed rules restricting certain accounting fim1s from providing aggressive tax
services to their audit clients, charging companies a contingent fee for providing
tax services, and using aggressive marketing efforts to promote generic tax
products to potential clients."

Thank you for this opportunity to comment on the proposed rules.

Sincerely,6i~
Carl Levin
Ranking Minority Member
Permanent Subcommittee on Investigations
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