REPORT OF INVESTIGATION OF
ENRON CORPORATION AND RELATED ENTITIES
REGARDING FEDERAL TAX AND COMPENSATION ISSUES,
AND POLICY RECOMMENDATIONS

VOLUME III: APPENDICES C & D

Prepared by the Staff
of the
JOINT COMMITTEE ON TAXATION

At the Request of
Senator Max Baucus
| and
Senator Charles E. Grassley
| of the
} SENATE COMMITTEE ON FINANCE

February 2003

JCS-3-03




JOINT COMMITTEE ON TAXATION

108TH CONGRESS, 1ST SESSION

SENATE A HOUSE
MAX BAUCUS, Montana, WILLIAM M. THOMAS, California,
Chairman Vice Chairman
JOHN D. ROCKEFELLER 1V, West Virginia PHILIP M. CRANE, Illinois
TOM DASCHLE, South Dakota E. CLAY SHAW, Jr., Florida
CHARLES E. GRASSLEY, lowa CHARLES B. RANGEL, New York
ORRIN G. HATCH, Utah FORTNEY PETE STARK, California

Lindy L. Paull, Chief of Staff
Bernard A. Schmitt, Deputy Chief of Staff
Mary M. Schmitt, Deputy Chief of Staff



APPENDIX C



APPENDIX C

Page

L PROJECT TANYA ..ottt ettt ee st seet st se s bas e bs s an o neneane b C-3

Letter from Arthur Andersen, L.L.P. to Robert J. Hermann, Vice President

Tax, Enron Corporation (with appendices) (December 21, 1995)...................... C4
II. PROJECT VALOR ...ttt st atesss s sseserasesaasssansesanssaneens C-29

Letter from Arthur Andersen, L.L.P. to Deborah Culver, Assistant General

Counsel, and Jordan Mintz, Vice President, and Tax Counsel, Enron Capital

and Trade Resources Corporation (with appendices) (December 27, 1996) ...... C-30
III. PROJECT STEELE.........oootiiieieieeteseeneecter ettt setsencssessnessesbesas s sa s sraeennas C-76

Letter from Akin, Gump, Strauss, Hauer & Feld L.L.P. to R. Davis

Maxey, Esquire, Enron Corporation (December 16, 1997) ..o C-77

Unsigned letter from Akin, Gump, Strauss, Hauer & Feld L.L.P. to R. Davis

Maxey, Esquire, Enron Corporation (December 16, 1997) ........ccoovevirrnnnnnen. C-115
IV. PROJECT COCHISE ........coottiitiieeee et st e reeeesreesee et esenestessasesnsssnnnasanssease e C-127

Letter from William S. McKee and James D. Bridgeman, McKee Nelson,

Emest & Young L.L.P. to R. Davis Maxey, Vice President Tax Research

and Planning, Enron Corporation (March 21, 2001)........ccccoviiiniinnninnninnnins C-128

Letter from King & Spalding, to Enron Corporation, Maliseet Properties, Inc.

(May 14, 2001) .cceiiiiiieeeeeeieiitec st C-213
V. PROJECT TERESA ...ttt n et sae st s s eaes C-217

Memorandum from William S. McKee and Susan Jewett, King & Spalding

to R. Davis Maxey, Director, Tax Research, Enron Corporation

(February 20, 1997) ..ottt s e C-218

Draft letter from William S. McKee and Abraham N.M. Shashy, Jr., King &

Spalding, to R. Davis Maxey, Esquire, Senior Director, Tax Research

Corporate Tax, Enron Corporation (May 14, 1997).......ccccinrininncinin C-297

Abraham N.M. Shashy, Jr., (for himself and William S. McKee), King &
Spalding to R. Davis Maxey, Esquire, Senior Director, Tax Research,
Corporate Tax, Enron Corporation (July 29, 1997) ..o C-326




Letter from King & Spalding to Enron Corporation (October 2, 2000) with an
attachment letter from R. Davis Maxey, Vice President, Tax Planning, Enron
Corporation to King & Spalding (September 27, 2000) .....c.ocoovviiininininninnnnnn. C-371

Letter from Vinson & Elkins L.L.P. to Enron Leasing Partners, L.L.P.
(TUIY 17, 1997 )ittt C-391

Letter from Kevin A. Duvall, Partner, Ermest & Young L.L.P. to
R. Davis Maxey, Vice President, Tax Planning, Enron Corporation

(NoVEmMDET 16, 1999) ..ottt C-417
VI. PROJECT TOMAS ..ot ceeteieteteete ettt eseen st asate e sse it s s s b e sa s s asbass st st esastene e C-424

Letter from Akin, Gump, Strauss, Hauer & Feld, L.L.P. to Enron Corporation

(November 23, 1998) ..ot C-425
VII. PROJECT CONDOR........oooitietecieieeteieeeestestsettsseessssassnsesnes s e s asssstassnssass st ssneenes C-488

Draft letter from Vinson & Elkins L.L.P. to Enron Corporation

(attention: R. Davis Maxey) (March 17, 2000) .......cccconieininenninniiniiinns C-489
VIIL PROJECT TAMMY L ..ottt ettt san st aa s C-499

Letter from Vinson & Elkins L.L.P. to Enron Corporation

(attention: R. Davis Maxey) (February 9, 2001) ..o C-500
IX. PROJECT APACHE.......c.ccoiiiretireeirtecr ettt sat e bt st et snnsee C-524

Letter from Shearman & Sterling to Enron Corporation (May 28, 1999)........... C-525

Letter from Shearman & Sterling to Enron Corporation, and Cherokee

Finance V.O.F. c/o Rabobank Management B.V. (May 28, 1999)..................... C-569
X.  PROJECT NOLY....ccoiieieieietrieeeretesirtesestenteene e e s st st st sasne i C-584

Letter from Vinson & Elkins L.L.P. to Enron Corporation

(February 26, 2001)......c.cceiririiiiiininiieeterseess sttt C-585

Draft letter from Vinson & Elkins L.L.P. to Enron Corporation

(December 17, 2001)....c.couiiriiririiiiiniirieteienreren et C-591
XI. PROJECT VALHALLA .....c.ooiiitrtreteteeccmiteri sttt sttt C-601

Letter from Jutta Schneider, Clifford Chance P tinder to Enron Corporation
(MY 2, 2000) ....ccrereememeeemeneaciiiiieine et te st C-602

Letter from Vinson & Elkins L.L.P. to Enron Corporation
(September 12, 2000) ........cooiiriimiriieieeisnse st C-617

C-2




I. TAX OPINION LETTERS
RELATING TO

PROJECT TANYA

C-3




L AR ”

ARTHUR ANDERSEN & Ca SC
o
Arthur Andersen LLP
December 21, 1995
A Suite 1300
Mr. Robert J. Hermann 711 Louislans Street
Vice President Tax Houston TX 77002-2786
71337238

Enron Corp.
1400 Smith Street, P.O. Box 1188
Houston Texas 77251-1188

Dear Bob:

You have xequested that we provide our opinion regerding the federal income tax treatment to
Enron Corp. (“Enron”) and its Subsidizries of a proposed transaction involving Envon
Mansgement, Inc. (“EMI”). EMI is a subsidiary that oversees the deferred compensation and

ostretirement benefit manzgement functions of Enron Corp. and its effiliated group and
rdminister all other Enron Corp. sponsored benefit and compensetion plans, and certain
related transactions. For a further description of the factual circumstances of these transactions
see Appendix A, Facts and Assumptions As Provided By Mansgement. Our opinions are

limited to the following tax jssues.

1. Enron's transfer of notes receivable to EMI, subject to the contractual sssumption of Enron's
deferred compensation and postretirement benefit obligetions in exchange for all of the
voting parﬁcipa ting pnfemd stock of EMI should, more likely than not, qualify for

nonrecognition of gain or Joss under IRC Section 351(a).

2. Enron's tax besis in the voting perticipeting preferzed stock of EMI should, more likely
than not, equal the tax basis in the notes receivable contributed to EMI, and should not be

reduced by the smount of the deferred compensation and postietirement benefit
obligations sssumed by EML

3, Losses on the ssle of the voting participeting preferred stock of EMI should, more likely
than not, not be a duplicated loss within the meaning of Tressury Regulstion

Section 1.1502-20(c)(1).

4. Enron's contribution of the notes receiveble to EMlin exchange for its voting par’dcipah’ng
ed stock should, more likely than not, not constitute an acquisition made to evede or .

prefen
x within the meaning of Internal Revenue Code Section 269.

evoid income t2
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ARTHUR
ANDERSEN
Enron Corp. ARTHUR ANDERSEN & Ca SC
Page 2
Decem}:er 21, 1995

Furthermore, based on ous enelysis, we have concluded that the overall tax result of the
tiansaction should, more likely than not, be the recognition of & capital loss by Enron on the
s2]e of the voting perticipeting preferzed stock of EML

In anslyzing the puthorities relevant to the potentia] tax {ssues outlined in opinions one
through four, ebove, and the overall tex result, we have spplied the standards of "substantial
suthority" and "more likely than not proper,” s used in IRC Section 6662 under current law.
Besed upon our anelysis, we have concluded that there is substantie] authority for the
indicated tax treatment of these issues and result, and we slso believe the indicated tax
treatment of such jssues and result is more likely than not proper. '

The opinions expressed herein are besed on the facts and assumptions you have provided to us
#s summerized in Appendix A and you have represented to us that we have been provided all
the facts and pssumptions necessary for us to form our opinion. Any misstatement of a fact or
omission of any fect or any emendment or change in any of the facts referred to may require a
modificstion of ell or @ part of these opinione. We have no responsibility to update these
opinions for events, transactions or circumstances occurring after the date of issuance of these

opinions.

The opinions expressed herein are besed upon our interpretation of the Internal Revenue Code

and income tax regulations as interpreted by court decisions, and rulings and procedures

_issued by the IRS ss of the date of this letter. The opinions expressed herein are not binding on
the IRS, and there can be no essurance that the IRS will not take & position contrary to the

opinions ¢xprcssed herein.

We have not considered any nonincome tax, state or local income tax consequences and,
therefore, do not express any opinion regerding the estment that would be given the
transactions of Enron and its Subsidiaries by the appliceble suthorities on any nonincome tax
or any state or local tex jssues. We also express no opinion on nonfederal income tax issues,
such as persoml property tiansactions or securities law matters.

1f there is any change in the Internal Revenue Code, the regulations and published rulings
issued thereunder, the current e dministrative rulings, the previous judicial interpretations, or
in the curtent understanding and interpretetion of sccounting prectices, the cpinions ex'pxessed
herein would necessarily heve to be reevaluated in light of any such changes.

The opinions expressed herein reflect our essessment on the merits of the probable cutcome of
litigetion and other edversarial proceedings besed solely on an analysis of the existing tax
suthority relating to the fssues. It is important, however, to note that litigetion and other
edversarie] proceedings are frequently decided on the basis of such matters as negotiation and
pragmatism. Furthermore, in recent years, courts of law have exhibited & willingness to
interpret prior suthorities, 8s well 23 to develop new theories, which will maximize tax
revenues. We have not considered the effect of such negotiation, pragmetism and judicial
willingness upon the outcome of such potential litigation or other adversarial proceedings.
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ANDERSEN
E:\;:na Corp. ARTHUR ANDERsEN & Ca SC
Decentber 21, 1995

These opinions ere solely for your benefit and ere not intended to be telied upon by anyone
other than you. We sssume no respensibility for tex consequences to other parties. Instead,
each of the other parties must consult and rely upon the advice of his/her/its own counsel,
sccountant or other adviser. Without the prior written consent of this firm, this letter may not
be quoted In whole or in part or otherwise referred to in any documents or delivered to any

other person or entity.

The opinions expressed herein reflect what we regard to be the material federal income tax
effects to Enzon and its Cubsidisries of the transactions ss described herein; nevertheless, they
are opinions only and should not be taken as an essurance of the ultimate tax treatment.

Very truly yours,

ARTHUR ANDERSEN LLP

M(L.L_Lu’

. I\‘U\W\umn\cm'ndu
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APPENDIX A

FACTS AND ASSUMPTIONS AS PROVIDED BY MANAGEMENT

DESCRIPTION OF TRANSACT ION
Xouwmmmmmmmm

roxima tely $67.7 million and potentis] postietirement medical life insurance and ex
desth benefit (collectively * osbetirement benefit”) obligations of » roximately $120.8 million
as of December 1, 1995, These obligetions srose over time #s employees periormed services for
Enson and its various subsidiaries and deferred portions of their salaries and/or earmned
additiona] benefits under Enron's postretirement benefit plans. :

Enron is the parent of 8 consclidated group of corporations which includes EGP Fusls
Company, Enron Capits) & Trade Resources Corp. and Enron Property & Services Corp. In
sdditon, Enron owns an active subsidiary, Enron Service Corp. (“"ESC"). ESC was formed in
December 1992 to provido real estate, facility mansgement and other sdministrative services to
Enron Corp., and third parties. These functions have recently been transferzed to Enron
Property & Services Corp. (EPSC), 8 newly crested subsidiary of Enzon. As part of this transfer
of functions, ell of ESC's contracts and equipment leeses have been transferred to EPSC,
However, ESC will remain lisble for the contracts because the transfer was in the form of an
sssignment rsther than a novation. ESC retained sll existing essets and labllities other than
Liebilities s rising under the contracts and lesses described above. As of December 1, 1995, ESC
hed sssets consisting of intercompany sccounts receivable and Officer/ Employee accounts
yeceivable with a curzent book value of spproximetely §1.9 million and lisbilities for taxes
paysble of approxims tely $20,000. ESC does not have a net opereting loss carryover, built-in
deduction or any other favorable tax attribute. ESC was previously incorporated and
capihliud for the purposes described above and not for the purpose of managing deferred
compensation and postretirement benefit obligations and edministering other compensation

and benefit plans.

Enson continually strives to control all costs, including the costs sssocisted with administering
and funding its obligetions under various compensation and benefit plans. This is particulasly
true for its obligations under jts deferred compensstion plans and postretirement benefit plans.
These cost containment efforts are consistent with other cost control efforts being implemented
in all phases of Enron's business. For example, Enron has recently outsourced its internal audit
function and its information system functions. As a varistion on this strategy, Enron is
considering offering mansgement and employees who cversee the compensation and benefit
functions of Enron an incentive to control these costs and to share in the cost savings. Enron
hopes to utilize the skills and experience of these employees to review Enron's stretegic
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direction and develop creetve and innovetive solutions to control costs, Such an enrangement

"is consistent with new methods of spproeching employee compensation which is ted to
etformance in sreas where the employees have direct control, and which is not at the mercy of

the overell performance of the company.

To schieve this objective, Enron will use ESC to oversee the deferred compensation and

ostretirement benefit management function and to sdminister Enron’s other compensation
and benefit plans. Itis envisioned thet this subsidisry will employ current Enron employees in
the compensstion and benefits group, 83 well s engege outside edvisera. The purpose of
using the special purpose subsidisry was to segregate the compensation and benefits function
to sllow manasgement to betier contro] the costs associsted with this function.

Enron enlarged ESC to manage its deferred compensetion and postretirement benefit labilities,
s dministes Enron’s other compensation and benefit plans, and better control the costs
sssocisted with these obligstions. This subsidiary will employ curient employees of Enron’s
compensation and benefits departments, Consistent with Enron’s policy, these employees will
tansfer from Enyon effective Januery 1, 1996. In addition it is contemplated that sdditional
employees may be hired in the future. The subsidiery may institute its own incentive

compensa tion plans.

The expansion of ESC to include the deferied compensztion and postretirement benefit
manegement function and edministrztion of Enron’s other compensation and benefit plans
took the following form. Enron changed the neme of ESC to Enron Mansgement, Inc. ("EMI").
MMW&MMML—L———MWWf
§120.84 million and 8 10 yeas note receivable from Enron Capitel & Trade Resources Corp. with
‘s tax basis of §67.7 mdllion, subject to 8 contractual sssumption of Enron’s deferred

. eddition, EMI has sssumed '
responsibility for sdministering Enzon’s other compensation and benefit plans. EMI will
charge an sdministiative fee to Enron for managing these plans. The contribution of these
notes coupled with the sssumption of the deferzed compensation end postretirement benefit
lisbilities sesults in EMI having 2 net worth of epproximetely §1.94 million. (See Exhibit A, EMI

Balance Sheet, attached.)

The note receiveble from EGP Fuels Company wa2 formelized ffom an existing h\tgnompghy
pccount receiveble. The note has e term of 20 years and sccrues interest at » fixed yate of 7.77%.
Interest eccrues and is payable querterly and the principal will be due on maturity of the note.

The note yeceiveble from Enson Cepital & Trade Resources Corp. wes formalized from an
existing intercompany sccount receiveble. The note has & term of 10 years and accrues interest
ot a flosting rete of interest (currently 13.35%). Interest of $1.5 million is paysble quarterly.
The excess sccrued interest is edded to principal. The note principel (plus unpaid sccrued
interest) §s due st maturity, The floeting rete of interest and the payment terms of this note
were designed to epproximete the expected interest eccruels end peyments under the deferred

compensation plan obligations.

In exchange for the transfer, Enron received ell of & newly crested class of voting participeting
preferred stock in EMI which pays an annual 9 percent dividend and represents, in the
eggregete, $40,000 of EMV’s existing Net Equity of $1.94 million and 3 percent of any increase in
EMI's Net Equity up to & meximum redemption value of $340,000. The holders of the voting

perticipeting preferred stock have the right to elect one of the six directors of EMI. The voting
' C-8
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perticipe Hng pxefened shareholders heve no other voting rights. Enzon hes represented that it
"did not receive any other property in the bansaction. In eddition the emended Certificate of
Incorporetion giants the holders of these shares the right to require EMI to redeem (l.e., “put”)
its sheres anytime efier five yee:s fom the dete of initia] jssuance besed on the formula
described above celculeted vsing 2 Redemption Value belance sheet. The Redemption Vilue
belance sheet follows generally sccepted sccounting principles except that the Uability for
pos tetirement benefity under FAS 106 will be calculated vsing » discount rate of 7.5% instead
of the 1ste which would normally be required under FAS 106, This modification to the GAAP
besis financial statements is designed to remove the intesest ate rsk ffom EMI’s economics
end jsolate the elements of the FAS 106 lebility which manegement hes the ability to control
(i.e. the actusl costs of benefts, stc.). The adjustment to the GAAP balance sheet will closely
epproximate the fair mazket value of EMI's Net Equity because s change in interest rates will
s ffect the value of both the FAS 106 liability and the $120.8 million note receivable in a similar

manner.

Similarly, EMlI may call the voting participeting preferied shares after aix years from the date
of initial issuance besed on the seme formula, Howeves, the redemption velue is capped at
€340,000 0 thet the holders of these sheres will not reslize an “unbergained for” windfall in the
value of its shares due to, emongst other things, an unexpected favorable chenge in healthcare

legislstion or significant technologicel breakthroughs.

The $340,000 redemption cap was determined by setting up verious cash flow models besed on .
potential favoreble and unfavorstle resolutions of the deferred compensation and ,
postretirement benefit Labilites. For instance, under the scenerio in which 1l deferzed .
compensation snd postietirement benefit obligations experience no significant change from the
e mounts currently projected besed on informetion curtently eveilable the potential fair mearket
value and Redemption Value of EMI remeins unchanged. Thus, the holder of these shares
would be eble to recover their initie] investment. In the scenaric wheze actual costs exceed
anticipated costs, the voting particips ting preferied shareholders would lose their initial
investment. Under the most favoreble foreseesble conditions (i.e. where actual future deferred
compensation and postretirement lisbilities sre Jess than the emounts projected) the
Redemption Velue of EM] was computed to be approximately £11.94 million. Since the voting
participating prefened shezes represent $40,000 of the firat $1.94 million of Redemption Value
and 3 percent of the excess the voting participating prefenied shazeholders would be entitled to

2 $340,000 redemption price under the most favorable scenario.

The velue of the notes is $40,000 grea ter than the curzent estimeted value of the deferred
compensztion and postretirement benefit obligstions contractually essumed by EML Asa
result, the value of the voting participeting prefersed is $40,000 at the time of the exchange. As
stzted sbove, the future redemption value of this stock is contingent on the success of the cost
containment efforts in that the voting perticipating preferred stock will be entitled to 3 percent
of the total cost savings genereted by EMI es meesured principally by the value of the notes
recejveble, Jess the liability under the revolving credit fecility and the reserves for deferred

compensation and postretirement benefits.

The manegement of EMI can reduce the postietirement benefit reserve by implementing plans
which reduce the expected future costs of medica] benefits and life insurance for retirees. One
of the most significant factors used to determine these expected future costs is Enron’s current
experiences in peying medical costs for its current employees and retirees. 1f the current’
payment experience can be improved through implementing cost effective plans, the

' C-9
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ostretirement benefit obligetion decrezses. Additionelly, the mansgement of EMI can reduce
‘the postietirement benefit obligetion by improving the rete of return on sssets held by the
VEBA trust. The obligation for deferred compensation can be controlled and reduced to the
extent the mansgement of EMI can effectively influence negotistions with retiring employees

for a voluntary terminstion designation in situstions where it is sppropriste.

Since the poabetirement benefit obligation is »0 giestly affected by the psyment experience
under Enron’s medics) plan for curzent active employees, it is logicel for EMI to have
xcsponsibmry for s dministering and mansging the active medical benefit plan a2 well as the
poabcﬁnment benefit plan, Furthermore, the EMI] employees who manage Enron’s medical
benefit plans also manage and sdminister other compensation and benefit plans, Therefors, in
order to minimize sdministrative costs and svoid duplication of efforts, it is necessary for EMI
to sssume res ponaibility for mansging #ll other compense Hon and benefit plans, including the
sssumption of Ervon’s obligations for deferied compensetion, Additionally, managing all of
these plans are 8 tremendous burden which Enron wants to shift to the mansgement of EMIL

Ervon plans to sell the voting perticipating preferzed stock in EMI to manegement and certain
employees in the compensation and benefits group to provide them with an incentive to
control costs and share in the rewards of these cost containment efforts. At the time of Enron's
receipt of the voting participeting prefered stock in EM], Enron hed not {dentified these
persons and had no firm commitment from any perty to perticipete in this venture, In
sddition, they were not contractuelly bound to sell this stock. Furthermore, following the sale
of the voting participeting preferted stock, EM! will continue to be 2 part of Enron’s sffilieted
gIoup under the provisions of Section 1504 (All citetions to Section or Treasury Regulation
Cection sre in reference to the Internel Revenue Code (IRC) of 1986, &s emended (Code), and

the regulations thereunder).

Furthermore, by offering mansgement and certain employees stock in & specia] purpose
subsidiary, Enron would effectively increzse the 2 fies-tax cesh compensstion paysble without
increesing its czsh cost Any costesavings echieved by EMI should increese the fair market
value of its stock. A sale of this appxeciated stock should enzble these individuals to obtain

capital gains trestment

Jtis anticipsted that the interest income on the notes receivable, slong with an administrative
cherge to Enron, will provide the funds necessary to cover day-to-day payroll and operating
expenses of EMI, Additionelly, Enron hes agieed to lend EMI up to $75 million through 2015
on 2 1evolving besis ata 1ate equal to LIBOR. Furthermore, EMI has entered into several
intercompany service sgreements with Enron to provide and receive various services
established at customary intercompany tates. For exemple, EMI has sgreed to provide
sdministrative services to Ervon for managing Enron’s obligetions under certain compensation
and benefit plans which have not been expressly sssumed by EML

FC2 000025675



¥ ENRON MANAGDK'ENT INC.
* PROFORMA INTTIAL BALANCE SHEET
as of December?, 1995
Exhibit A
Assets
Accounts Receivable
Notes Receiveble
Total Assets
Lirbilites
Income Taxes Faysble
) Accrusd Taxes Paysble
Enron Corp. 1988 Deferzal Plan
HNG Dsferral Income Program
Other Post Retirement Employes Benefits
Total Lizbilities
i .
Equlty Common Stock
Preferred Stock
Retained Eamings
Total Equity

Note: This belance sheet is besed on prior EMI ectivity as of October 31, 1998.
This balance sheet will be updated for November 30, 1995 amounts

when they are svailable.
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1,886,379
188,888,108

190,441,488

21,738

813
61,206,796
¢,208,313

. 320,800,000.

188,537,662

1,000
40,000
1,862,826
1,903,826

190,441 488
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AFPPENDIX B

" TRANSEFERS TO CONTROLLED CORPORATIONS-GENERAL RULES

Enron changed ESC into 2 specie] purpoze subsidiary to oversee its deferred compensation and
postretirement benefit mansgement function by changing the name of ESC which is curzently
100 percent owned by Enron, to EMI. Enron transferzed to EMIa $120.84 million QO-yuj
intercompany note receivable and » §67.7 million 10 yeer intercompany note receivable, subject
to 8 contractual assumption of $188.8 million of Enton’s deferred compensetion and
ostretirement benefit obligstions. In exchange, Enton teceived 100 percent of s second class of
voting participsting preferred stock in EMI. Based on the discussion below, this exchange -
should, more: likely than not, qualify for nonrecognition of gain or Joss under IRC Section 851,

JRC Section 381(a) provides thet no gain or loss shall be recognized if property is tansferred to
s corporstion sclely In exchange for its stock and if the transferor (or ttansferors) control the
corporstion immediately afier the exchange. 1f the tansferor receives money or other property
in sddition to stock, the tansferor will recognize gain, limited to the smount of money received
plus the fair merket velue of other property received. IRC Section 351(2). No loss may be

recognized. IRC Section 351(b).

Although IRC Section 351 itself does not define the term "property,” the term has been broadly
defined to include slmost any asset 8 taxpeyer may own. Revenue Ruling €9-357,

1969-1 C.B. 101, indicates that the term "property” #s used in IRC Section 351 includes money.

A transferor's own stock slso constitutes property for purposes of IRC Section 351. Rev. ‘
Rul. 74-503, 1974-2 C.B. 117 (corpors Hon's transfer of treasury stock to its controlled subsidiary
was held a tax-free transfer of property under Section 351). The term "property” slso includes

instsllment obligs tions. See Rev. Rul. 73-423, 1973-2 C.B. 161, Jeck Ammenn Photogrammetric
mﬂuggmuﬁmﬁm’—*m 39 TC 500 (1965).

The tansferor will receive tax-free trestment only if the tiansfer of property occurs *solely for

stock." The concept of *stock” has been generally understood to refer to instruments that
rovide the holder with an equity interest in the issuing corporetion. Treasury Regulation

Section 1.351-1 (2)(1) indicates that "stock® does not include stock rights and stock wasTants.

If money or other property is received by the trans feror in eddition to stock, the transferor
must recognize gain, not in excess of the emount of money or the feir market value of such
other property received, but it may not recognize loss. 1RC Section 351(b). The sssumption of
lisbilities is treated not &s boot under IRC Section 351(b), but under the essumption of liability
rules of IRC Section 357, These rules are discussed in Appendix C.

The requirement thet the transferor must be in control immedietely after the exchange employs
the IRC Section 368(c) definition of control. To have "control" the transferor must have:

1. 80 percent of the total combined voting power of ell classes of stock entitled to vote, and

2. 80 percent of the total number of shavre‘s of a1l classes of nonvoting stock.

EC2 000025677



'Rev."l:iul. £G.256, 1952.2 C.B. 115, clarifies the second prong of the test to mean that 80 percent
ownership of total sheres in the eggiegete does not suffice; to setisfy the "control® requirement
80 percent of gach class must be held. .

The "control” requirement is mezsured immedietely 2fier the exchange. Control need not be
scquired in the exchange itself; the transferor may slready have control entering into the
exchange. See, €.g, Rev. Rul. 73-473, 1973-2 C.B. 115, The IRS and courts have found in some
clrcumstances that mere physical ownership immedietely 2 fter the transfer may not satisfy the
control requirement. These authorities typically find thata binding commitment to sell the
stock st the time of the bansaction will defeat the control immediately sfter requirement.

It is important to note that in this transaction, Enron scquired voting perticipsting preferred
stock of EMI entitled to elect one of the six directors of EMI. Based on the rstionale in Rev, Rul |
65-126, 1969-1 C.B, 218 this class of stock possezses spproximately 17% of the voting power of
the corporstion. More importantly, besides the existing common and new voting participating
preferred stock classes, there are no other classes of stock in the corporation. Consequently,
throughout the transactions contemplated Enron will possess a range of 83 to 100% of the total
combined voting power of sll clesses of stock entitled to vote. Thus, Enron has continued to
meet the control requirement of IRC Secton 368(c) throughout the trensaction. In the unlikely
event the Service stiempts to srgue that the voting perticipe ting preferred stock possesses
more than 20% of the combined voting power of all clesses of stock of EMI, Enron should
nonetheless meet the control requirement since it hed not entered into any contracts or other
legal commitments to sell or otherwise relinquish its legal ownership in the stock.

In Rev. Rul. 79-70, 1579-1 C.B. 144, Corporation X transferred property to a newly organized
corporstion, Newco, in exchange for Newco's stock. Pursuant to a prearranged binding
agreement between X and Corpors tion Y, X scld 40 percent of Newco's stock to Y, and Y
purchased securities for cash from Newco, The sgreement was an integral part of the
incorporstion; Newco would not have been formed if Y had not agreed to purchase securities
for cash fiom Newco and a portion of the Newco stock from X.

The ruling held that the control requirements of IRC Section 351(2) were not satisfied under
these facts. Y's ownership of Newco stock purchased from X cannot be countered in '
determining whether the control requirement is met. For purposes of IRC Section 351(a), X
only owned 60 percent of Newco stock immediately efter the exchange.

© The Tax Court in Intermountein Lumber Company v. Commissioner, 65 TC 1025 (1976),
reached the conclusion that the control requirement was not met in light of the existence of a
preexisting binding contract to sell 8 portion of the stock. In that cese, the transferor
irrevocably contracted s pert of the incorporetion transaction to sell 50 percent of the stock
received in the transfer to & third party. The court found that the transfer did not setisfy the
*control® requirement due to the presence of the contract and, therefore, did not qualify for
nonrecognition treatment under IRC Section 351(2). However, this court stated that a mere
plan to dispose of stock would not viclete the control immediately after requirement of IRC

Section 351:

A determinztion of "ownership," as that term is used in Section 368(c) and or
purposes of control under Section 351, depends upon the obligztions and
freedom of ection of the transferee wﬁ)}lgesped to the stock when he acouired
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it rom the corporetion. Such treditional ownership attributes 2s legel title,

voting rights, and possession of stock certificates ere not conclusive, 1f the

tansferee, as pert of the transaction by which the shares were acquired, has

{rre vocebly foregone or xelinquished at that time the legal right to determine

whether to keep the shares, ownership in such shares is lecking for purposes
f Section 351, ast stricti

o

<]

‘
gwmwwmww sposition {a in sccord
with s ved plan not smounting to » binding obligetion, 1d. at
1031-1032 (emphasis added).

As the Wm_e_mlﬂmm declsion suggests, cases and rulings involving s binding
commitment to gell stock are dbting-ujshuble from cases where no binding commitment existed
and stock is sold soon sfter the IRC Section 351 tansaction. .

In i tagn Car Co, v. Co oner, 11 TC 397 (1948), aff"d per curiam, 177 F2d 513
(3d Cir. 1649), the owners of a manufacturing company transferred its sssets to a new
corporation ("Newco") in exchange for sl jts common stock. The shereholdershad a general
plan to issue Newco prefered stock to the public scon after the transfer of sssets to Newco.
Under the plan, the underwriters of the preferted stock were to receive common stock from the
shereholders if 8 target amount of preferred stock was sold to the public. Five days after the
contribution of assets to Newco, and receipt of 100 percent of Newco's stock by the
shereholders, Newco, the shaseholders and the underwriter entered into a binding sgreement
to sell the preferred stock. The agreement provided that the underwriter would be entitled toa
meximum of 33 percent of the Newco common stock if its sales efforts were successful. This
contract could be canceled by Newco. Eventually, 29 percent of Newco's common stock was
transfersed to the underwriter 16 months » fter the IRC Section 351 transaction. The Tax Court
held that the sequisite control existed immediztely sfter the exchange, and that the loss of
control that occurred 16 months lster was not an integral part of the tansaction. The langusge
used by the court indicetes that the mere existence of & plan to dispose of control is irrelevant.
As the court stated:

The understanding with the underwriters for disposing of the preferred stock,
however, important, was not a sine quo non in the general plan, without
which no other step would have been teken. While the incorporation and
exchange of sssets would have been purposeless one without the other, yet -
both would have been carried out even though the contemplated method of
merketing the preferred stock might fail. The very fact that in the contracts of
June &, 1936, the sssociates retained the right to cancel the marketing order
and, consequently, the underwriters' means to own common stock {ssued to
the essocietes, refutes the proposition that the legal relations resulting from the
steps of organizing the corporation and tansferring essets to it would have
been fruitless without the sale of the preferred stock in the manner
contemplated. ]d. et 406-407.

In a later case, the Tax Court confirmed that & mere plan to transfer control after an IRC

Section 351 transaction will not destroy the tax-free nature of the transection. In Wilgerd

Reelty Company, Corporetion V. Commissioner, 127 F2d 514 (2nd Cir. 1942), an individual
transferred real estate and cesh to & newly formed corporetion in exchange for 197 shares of the
company's stock. The company transferred thgeg pdditional shares of stock to the individual's -
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children for no consideration, On the same dey, the individual mede a gift of 156 shares to his
children. The court found that the requisite control wes met immediztely after the exchange.

As steted by the court:

In the sbsence of any restriction upon (the transferor's) freedom of action afier
he ecquired the stock, he had "immedietely sfter the exchange" as much
control of the (corporation) s if he had not before made up his mind to give
sway most of his stock and with it consequently his control. And thatis
equslly true whether the bansaction is viewed as a whole or a3 s series of

separate steps
» n

the legal title to it immediately s fler the exchange” butalso the logal right
then to determine whether ot not to keep it with the control that flows frem
puch ownership, the requirements of the statute are fully satisfied, (Emphasis

sdded.)

Thus, under the Wilgerd and American Bantam decisions, » disposition of stock i'oon after an
IRC Section 351 transfer will not taint the transection, unless the ttansferor had relinquished his

Jegal rights to the stock received from the corporation prior to the exchange.

On December 7, 1995 the Clinton Adminjstrztion announced its Seven-Year Balance Budget
Propossl which included & provision which would treat certein preferred stock as “boot” in
reorganizstion tansectons under Section 368 or Section 351 transactions. Effective for
transactons on or after December 7, 1995, the proposal would teat certain preferred stock (l.e,,
stock that is limited and preferred as to dividends and does not perticipete in corporate growth
to any significant extent, including through a conversion privilege) as "boot" in such cases and
tax its receipt curtently. This new proposal, if enacted, should not epply to Enron’s transaction
since the EMI voting perticipating preferred stock was issued on December 1, 1995 prior to the
proposed effective date of this provision, December 7, 1995. Additonally, even if this proposal
were effective, EMI's voting perticipsting preferred stock should not meet the definition of
“preferred stock” in the proposeal beczuse its redemption feature provides for significant

participetion in corporate growth.

Applice Hon of IRC Section 357 to the Proposed Transaction

Enron transferred to EMI1 2 $120.84 million 20-year note receiveble and & $67.7 million 10 year
note receivable subject to EMI's contrectual essumption of $§188.5 million of deferred

compensstion and postretirement benefit obligations. In exchange, Enron received 100 percent

of the voting participating preferred shares of EMI. Additonelly, Enron pr’eviously owned and
continues to own 100 pexcent of the commeon stock of EMIL. Thus, Enron controlled 100 percent

of EMI immediately before and efter the transfer. Furthermore, Enron has exchanged property
(the notes receiveble) solely for stock of EMI. Therefore, the contribution to EMI should qualify
as an IRC Section 351 transaction, if the “control immediztely 2fterward” requirement is met.

Enron has represented that at the time of the transzction, it hed not entered into any contracts
or other binding agreements to sell the voting participeting preferred stock or in any other way
relinquish its legal ownership in the stock. Therefore, Enron should be treated as being in
control of EMI immediately after the contribution of property regardless of any subsequent sale
of the voting perticipating preferred stock. : ‘

C-15

R 0NN SARN



.8.

'"TYRERERR] [ X N ]
” g te, subject
. discussion above, Enron’s contribution to EMX of the intercompany note,
?:-Jj ::ng\:cwsll sssumpbion of the defered compensation and postretirement benefit
bligstions in exchange for a1l of the voting pearticipsting preferied stock of EMI should, more
E)(.}sy than not, qualify for nonrecognition of gain or loss under IRC Section 351(a).
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~ APPENDIX C

ENRON'S BASIS IN THE PREFERRED STOCK OF EMI

JRC Section 358 sets forth the rules for determining the besis of stock received by a transferor in
an IRC Section 351 exchange. This section generslly provides that the basis of stock received
by a transferor is equal to the basis of the property transferred to the controlled corporation,
decreased by the money and feir market value of any property received by the transferor and
increased by the emount of gein recognized by the transferor. IRC Section 358(a).

Enron has represented that its besis in the intercompany notes receivable transferred to EMl is
$188.54 million. Enron hae mo'xepnunted that it did not receive any other property in the
tansaction. Thus, under the general rules, Enron’s basis in the EMI voting participating
preferxed stock should be equal to its besis in the intercompany notes receivable of

- $188.% million.

IRC Section 258(d) treats controlled corporation's essumption of certain types of liabilities ina
Gection 351 transaction 2s 8 receipt of money by the transferor. This causes a basis reduction
under the general rules discussed sbove.

However, not all lizbilities fall under this rule. IRC Section 358(d) states:

(1) In general-Where, 8s part of the consideration to the taxpeyer, another party

to the exchange essumed @ liability of the taxpayer or ecquired from the
taxpeyer property subject to 2 lisbility, such sssumption or ecquisition (in
the amount of the liability) shall, for purposes of this section, be treated as
money received by the taxpayer on the exchange.

(2) Exceph‘on—Paugnph (1) shell not apply to the amount of any liebility
excluded under Section 357(c)(3). .

Thus, in certein situstions, the essumption of & lebility by the company issuing stock in a
tansaction in which IRC Section 351 applies may resultin & decrease in the tax basis of the
stock received in the transaction. This provision should, more likely than not, not apply to the
transection consumme ted by Enron because the deferred compensation and postretirement
benefit obligations do not yet rise to the level to liabilities within the meaning of the Internal
Revenue Code, Since the deferred compensation and postretirement benefit obligstions are not
liebilities under the Internel Revenue Code, they should not result in a besis adjustment in the
EMI voting participating preferred stock received in the transaction. Even if, theoretically, the
IRS were to essert on audit that the deferred compensation and postretirement benefit
obligations rose to the level of liabilities, they should not result in & besis adjustment in the
voting perticipeting preferred stock. As described more fully below, the expenditures related
to these deferred compensation and postretirement benefit obligations would have been
deductible if peid by Enron or when peid by EML Consequently, these obligations are
excludeble for purposes of this besis edjustment rule. Although we are not rendering an
opinion on the deductibility of these costs when paid by EM], 2 discussion of the relevant law

is included in support of this alternative position.
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Ensor and its subsidiaries heve genexated an obligation to pay deferred compensation and
postretirement bene fits in the course of their normal business operations. Although Enron can
estimate the potential costs of these obligetions, sctual future outlays will depend on many
factors including future interest 7ates and future health cere costs. EMIhas contractually
sssumed Enzon’s obligations for Jeferied compensation and postretirement benefits.

The obligations contractuslly »ssumed by EMI do not yet rise to the level of Usbilities as
defined under the Interna] Revenue Code. Under IRC Sections 461 and 461(h), a Usbility of an
eccrusl besis taxpeyer is incurred, and generally teken into account for federal income tax
urposes in the taxsble year in which: (i) "All events" have occurred that establish the fact of
the lisbility, (i) the smount of the lLisbility can be determined with ressonable sccurscy and
(i11) economic performance has occurred, Tressury Regulation Section 1.461-1(2)(2). 1fany one
of these requirements is not met, 8 Lebility cannot be tken into account for federal income tax

purposes.

JRC Section 461(h) provides that the "all events” test of IRC Section 461 will not be satisfied any
cerlier than when economic performance occurs with respect to the Uability in question. IRC
Section 461(h) epplies to capital expenditures under IRC Section 263, s well as to current
deductions under IRC Section 162. ,

For plans deferring the receipt of compensaﬁon (deferred compensation phms) or welfare
benefit funds, the economic performance requirement of Section 461(h) is satisfied to the extent
that any pmount is otherwise deductible under Section 404 or 419. Treasury Regulation Section

1.461-1(a)(2)(D).

With respect to Enron's deferted compensation plans, Sections 404(2) and (2)(5) provlde that
amounts psid under a deferred compens? tion plan shall be deductible under Section 404 in the
texsble year in which an amount e tiributable to the contribution under the deferred
compensation planis includible in the gross income of employees participating in the plan.
With respect to unfunded pension plans such 2s Enron'’s deferred compensation plans, where
payments are made directly to former employees, such peyments are includible in their gross
income when paid, and sccordingly such smounts are deductible under Section 404(s)(5)
when paid. Treasury Regulation Section 1.404()-12(b)(2). '

With respect to Enron’s unfunded poshetiumem benefit plans, Section 404(b)(2) provides that
any plan providlng for deferred benefits (other than compensation) for employees, their
spouses of their dependents shell be trested 23 @ deferied compensation plan. However, since
many deferred benefits ere not taxable, for this purpose Section 404(a)(5) is applied by jgnoring
the otherwise applicable exclusions from income. Treesury Regulation Section

1 404(b)-1T(A-1). Accordingly, emounts peysble under this plan ere deductible when peid inea
manner similar to that described above for deferred compensation plans.

With respect to Enron's poshetirement benefit plans funded through a VEBA pursuant to
Section 501(c)(9) Section 419 governs the timing of the deduction. Section 419(r)(2) provides

“that contributions paid or accrued by an employer to welfare benefit fund shell (subject to

certain limitations) be deductible for the taxable year in which paid.

Ervon has not made payments related to any of the obligetions assumed by EMI. Therefore,
Peconomic performance" should not have occurted with respect to these obligations et the time

they were contractually sassumed by EML (g
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Since the contingent obligetions should fail the "ell events" and reconomic performance” tests of
IRC Section 461, these obligations should not be teken into account under IRC Section 358(d)
because they have not yet risen to the level of "liebilities" for purposes of the Internal Revenue
Code. Thus, the essumpticn of the deferred compensation and postretirement benefit
obligations will not be tezted as money received on the exchange and will not reduce Enron's
basis in the EMI voting perticipeting preferred stock.

The IRS has seemingly adopted this same ressoning in PLR 9343011 (July 16, 1953). In this
ruling, the IRS has held (Holding number 11) that unspecified labilities (the “Q” and “R"”
lisbilities) sssumed by the transferee corporation pursuantto s Section 351 incorporation “will
be excluded in determining the amount of lisbilities sssumed or to which the property
tansferred is subject for purposes of Sections 357(c) and 358(d) of the Code (Sections 357(c)(3)
and 388(d)(2))". Under the facts of PLR 9343011, an accruel basis member in a consolidated
group of corporetions tansferred the assets of a division and stock in other memberstoa
newly incorporsted subsidiery in exchange for stock. As part of this transfer the subsidiary
sssumed the Q and R lisbilities. None of the Q and R lisbilities sssumed by the transferee
subsidiary had been previously teken into account for tax purposes by the transferor
corporation. Furthermore, since Holding number 12 provides that the Q and R liabilitles will
be deductible by the transferee under Sections 162, 404(2)(5), 404() and 461(h), these liebilities
presumably included deferred compensation obligetions and deferred benefit obligations.

The Service has since formelized its position on this issue in Rev. Rul. 95-74, 1995-46 1.R.B.1
(October 27, 1995). In this ruling, the Service held that contingent environmental liabilities that
heve not been deducted or capitalized by the transferor and ere essumed by the tansferee
corporation in a Section 351 incorporation are not lisbilities for purposes of Sections 357(c) and
358(d). The Service also ruled that the lizbilities ssumed by the new subsidiary in the Section
351 exchange are deductible by it a2 business expenses under Section 162 or are capital
expenditures under Section 263, 88 sppropriste, under its method of accounting. Under the
facts of the ruling, P, an sccrual basis corporstion, bansferred the zssets of a division to a newly
incorporated subsidiery, S, in exchange for all of the stock of S and for S's assumption of the
lisbilities associsted with the division, including environmental lisbilities. P did not undertake
any environmental remedistion efforts before the transfer and did not deduct or capitalize any
pmount with respect to the contingent environments] lizbilities. P had no plan or intention to
dispose of (or have S issue) any S stock at the time of the tansfer. In leter years S undertook
remediation efforts relating to property transferred in the Section 351 exchange.

These transactions were intended and were held to qualify as a tex-free transfers under Section
351, As stated sbove, the [RS held that such previously not deducted lisbilities would not
reduce the besis of the stock received by the transferor corporation as provided in Section
358(d). Thus, in s pplying the holdings in PLR 9343011 and Rev. Rul. 95-74 to the instant case,
the assumption of the previously not deducted deferred compensation and postretirement
benefit obligetions should not reduce Enron’s besis in the EMI voting perticipsting preferved

stock.

The holdings of Rev. Rul 95-74 ere subject Section 482 and other eppliceble sections of the Code
and principles of 1aw, including the limitations discussed in Rev. Rul 80-198, 1980-2 C.B. 113
(limiting the scope of the revenue ruling to transactions that do not heve & tax avoldance
purpose) and limitations on “stripping transactions” described in Notice 95-53, 199544 1.R.B. 1.
These limitetions on the applicability of Rev. Rul 95-74 should not apply to Enron for the
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following rezsons: Enron entered into these transections for velid business reasons and not for
“tax s voidance purposes and all bansactions occurred at an arm's length falr mearket value,

Recently, the Service jssued & Revenue Ruling in which it held that & short sale obligstion
transferred in a Section 351 tansection does give rise to e besis reduction in the underlying
shares. In Revenue Ruling 65-45, 1.R.B. 1995-26, (June 6, 1995) Corporation P entered into a
short sale of XYZ securities. P's broker took XYZ securities on hand and sold them on Ps
behalf for $1000x. P left the cesh proceeds with the broker and was therezfier obligated to
deliver identical XYZ securities in the future to close out the short sele. Prior to the delivery of
these securities P contributed its interest in the cash proceeds from the short sale to the capital
of S corporation in s valid Section 351 transaction, S sssumed the obligetion of P to deliver the
XYZ securities.

The Service held that since the proceeds of the short sale were not taxed to the short seller but
nonetheless crested an asset with tax basis, the concurient obligetion of the short seller to
return the bortowed securities was 8 lability for purposes of determining basis reduction
undes Sec. 358, Thus, the basis that P hed in the edditionsl S stock of §1000x was similarly
reduced by $1000x, the smount of the Lisbility sssumed by S to deliver the XYZ securities.

This ruling is distinguisheble from the transzaction et hand and should, more likely than not,
not effect the basis that Enron had in the EMI voting perticipeting preferred stock. First, the
besis of the short sale asset was completely dependent on the short sele obligetion. The tax
basis created in the short sale ssset was entirely e function of the crestion of the concurrent
lability to deliver the unde:lying securities. Here, the deferred compensation and
postretirement benefit obligetions do not give rise to any basis and sre completely unrelated to
the note receivable contributed to EMI. Enron hes tex besis in the note receivable regardless of
the existence of any defered compens2 Hon and postretirement benefit Lebility,

Furthermore, unlike a short sele liability, the deferred compensation and postretirement benefit
lisbilities sssumed by EM! are entirely contingent in nzture. The emount and certainty of the
deferred compensetion and postretirement benefit lisbilities ere uncertain and indeterminate.
Short sale lizbilities, on the other hand, ere fixed and quentifisble in that the short seller is ‘
obligated to retumn 2 fixed amount of securities at s future time. The value of the obligstion
may fluctuste with market conditions, but the obligetion remains fixed and determinsble at
any point in time. Thus, beceuse the neture of the short sale cbligations is so different from the
deferred compensetion and postretirement benefit obligetions Rev, Rul. 9545 should be
inappliceble to the present transaction.

As discussed ebove, since the contingent obligetions should fzil the "all events" and "economic
performance” tests, these obligetions should not reduce Enron’s besis in the EMI voting
participating preferred stock. However, even if in the unlikely event the IRS were to
successfully essert on sudit that the deferred compensetion and postretirement benefit
obligetions rose to the level of "liabilities" under IRC Section 461, the obligations are the type
specifically excluded from IRC Section 358(d). Thus, even if these obligations theoretically rose
to the level of "lizbilities," they should not result in 2 besis reduction in the voting parﬁdpaﬁns
preferred stock received in the exchange.

As discussed ebove, JRC Section 358(d) trezats the controlled corporation's assumption of
certzin types of lizbilities 25 the receipt of money by the transferor in 2 IRC Section 351

tansection. This treatment resultsine decreaéggobasis in the controlled company's stock
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received in the pansaction. IRC Section 258(s). However, not all lizbilities fell under this rule,
"IRC Gection 356(d)(2) excludes the liabilities listed under IRC Section 357(c)(3) from this

yestment. IRC Section 357(c)(3) provides:
(3) Cerisin Ljebilitles Excluded =~

(A) In General-1f 8 texpeyer transfers, in an exchange to which Section 351
epplies, ¢ liebility the payment of which either-

() would give rise to a deduction, or
(i) would be described in Section 736(a),

then, for purposes of pansgraph (1), the amount of such liability
shall be excluded in determining the smount of lisbilities sssumed
or to which the property trans ferred is subject i . '

(B) Excepﬁon—Subpulgxaph (A) shell not apply to any lebility to the .
extent that the incurtence of the lisbility resulted in the creetion of, or an
increase in, the basis of any property.

Thus, even if Enron's deferred compensation and posbeﬁ:ement benefit obligetions
theoretically rise to the level of Misbilitles” under IRC Section 461 for all tax purposes, these
obligations should not cause 8 besis edjustment in the voting perticipeting prtfened stock if
they would have been deductible when peid by Enton or will be deductible when paid by EML
Additionally, Rev. Rul. 95-74 has expanded the Section 357(c)(3) exception to include not only
lisbilities that give rise to deductible items, but also to lisbilities that give rise to capital
expenditures 83 well,

Therefore, even if the IRS were to successfully sssert that certzin payments under Enron’s
deferred compensation plans or posheh‘:emcnt plans gave rise to & cepitel expenditure under

Section 263 through &n application of INDOPCO Corporetion V. Comm,, 112 S. Ct. 1039 (1992),
the exception under Section 357(c)(3) remains spplicable.

To summarize, these deferred compensation and poubeﬁnment benefit obligatiom‘hll the "all
events" and *economic performmce" tests of IRC Section 461. Therefore, they should not
constitute *lisbilities" and should not decresse Enron's basis in the voting participating
prefened stock received in the tansaction. Alterns tively, in the unlikely event the deferred
compensation and posbcﬁxement benefit obligations sssumed by Subsidiary constituted
"liabilities," they should not be lisbilities that decresse Enron's besis in its EMI voting
pardcipating pxefened stock since these obligs tons thould be deductible (or cupitaliub\e)
when paid and, thus, ere specifically excluded under IRC Section 358(d)(2) and IRC

Section 357(c)3)(A)(1) &2 interpreted by Rev. Rul. 95-74.

i‘ii‘iiiﬂ.

Besed on the arguments discussed ebove, Enron’s tax basis in the voting perticipating
preferred stock of stock of EMI should, more likely than not, equal Enron’s basis in the
intercompany notes contributed to EMI not reduced by the amount of deferred compensah'on

and postretirement benefit obligetions assumed by EML
C-21
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APPENDIX D

DUPLICATED LOSS

Enson tansferred the intercompany notes subject to EMI's contactusl sssumption of Enron’s
Jdeferied compensstion and postnt'uemmt benefit obligetions in exchange for EMI voting
participating preferred stock. The value of the intercompany notes is approximately §188.54
million and the smount of Enron's deferred compensation and postntinmmt benefit
obligstions is §166.8 million. Therefore, Enron's participating preferred stock should have
nominal fair market value of $40,000. Enron may later sell the voting participsting preferred
stock to mansgement and cortain employees sssocisted with the benefits function to provide
them with an incentive to control costs and to allow them to share in the rewards of these cost
containment efforts. Since the fair market value of Envon’s voting particips ting preferred stock
is only $40,000 while Enron’s besis in the voting psrticipsting preferred stock should be equal
to its baais in the intercompany note of $188.54 million (see Appendix C for a detailed
discussion), Enron should recognize 8 Joss'on the sele of the voting participating preferred
stock. A loss onthe sale of the voting participating preferied stock of EMI should, more likely
than not, not be 2 duplicated loss within the meaning of Treasury Reguletion

Section 1.1802-20(c)(1 )(idd).

The consolidated tax retumn reguletions (specificelly Treasury Regulation Section ‘1.1502-20)
generally limit the recognition of loss on the sale or other disposition of stock of & consolidated
group member where a "duplicsted Joss" exists in that member.

Tressury Reguletion Section 1.1502-20(c)(2)(vi) pxovides the definition of » dupUcated loss. It
states: -

(vi) Duplicated loss. *Duplicated Joss” is determined immedistely aftera
disposition or deconsolidetion, and equals the excess (if any) of

(A) The sum of-

(1) The aggregate sdjusted basis of the sssets of the subsidiary other than any
stock and securities that the subsidiary owns in another subsidiary, and

(2) Any losses sttributzble to the subsidiazy and carried to the subsidiary's first
taxeble year following the disposition or deconsolidation, and

(3) Any deferred deductions (such as deductions deferred under Section 469) of
the subsidiary, over

(B) The sum of-
(1) The velue of the subsidiary's stock, and

(2) Any lisbilities of the subsidiary, and
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(3) Any other relevant items.

At the time of the disposition of the voting perticipeting preferred stock, the only assets that |

EMI has are the intercompany sccoun

t receivable and the Employee/Otficer accounts

receivable and the intercompany notes. The intercompany notes should be excluded from this
computetion since, by its terms, they should quelify & securities in anothes subsidiary.

The term "security” is not defined anywhere in the Treasury Regulation Section 1.1502-20

regulstions and, in fact, is not defined

anywhere else in the Internel Revenue Code or

regulstions. Rather, the definition of security hes been developed by judicial decisions. The

Jeading case on whether debt obligetion constitutes » security is Camp Wolters Enterprises
22 TC 737 (1954), aff°d 230 F2d 855 (Sth Cir.),

cert. denied 382 U.S, €26 (1956). In Camp Wolters, the court stated:

The test as to whether notes sre securities is not s mechanical determination of
the time period of the note. Though time is an important factor, the

contiolling considerstion is an

overall evaluation of the nature of the debt,

degree of participation and continuing interest in the business, the extent of

proprietary interest compe red

with the similerity of the note to cash payment,

the purpose of the advances, etc.

Even though the controlling consideretion of whether a note is a security is the *overall
evaluation of the nature of the debt," the length of time to maturity is usuelly the most

important factor. "Notes with a five-y

ear term or less rarely seem sble to qualify 29 securities,

while 8 term of 10 years or more ordinarily is sufficient to bring them within the statute."
Bittker and Eustice, Federal Income Texation of Corpore tions end Shareholders, [pangnph

3.04(6th ed. 19%4).]

The intercompany notes should be securities because they give the holder of the note a

significant degree of perticipation and

continuing interest in the business as required by Camp

Wolters. The notes have 10 year and 20 yeer terms with none of the principal paysble until
maturity. Cleasly, the holder of the notes hes & significant continuing interest in the issuers
such that the notes should qualify ss securities. ' :

As discussed sbove, the intercompany notes should qualify es securities. Based on the facts
and sssumptions the only other assets held by EMI with any adjusted tax bazes should be the
intercompany accounts receivable and Officer/ Employee sccounts receivable possessing a tax
besis of approximately $1.9 million. Thus, since both the issuers and EMI are subsidiaries of
Enron and members of Enron's consolidated group, under Treasury Regulation

Section 1.1502-20(c)(2)(VI)(A)(1), the sggregete adjusted besis of the sssets of EM], other than
the stock and securities that EMI owns in other subsidisries (i.e., the intercompany notes),
should be approximately §1.9 million.

Immediately efter the disposition of the voting participating preferred stock of EMI by Enron, '
EMI should have no losses ettributeble to it that will be cerried over to its next taxable year
under Treasury Regulation Section 1.1502-20(c)(2)(vi)(A)(2). Although EMl had been e going

concern for many years it did not hav
next taxable year efter the disposition

e any losses 2 tiributable to it that can be carried over to its
of the voting participating preferred stock. However, if

significant deferred compensation and postretirement benefit payment activities occur before
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the sale of any of the voting participeting prefered stock, EMI must be reevaluated to

determine if there is any loss to be carried over to its next taxable year. Cunently, since EMI
hes interest income from the intercompany notes and, since it is anticipeted thet substantial
deferied compensation and postretiument benefit costs will not be incuried for some time,
EMI has no losses s ttributable to it that will be cerried over to its tzxeble year under Trezsury

Regule tion Section 1.1502—20(()(2)(\’1)(A)(2).

Immediately after the disposition of the voting perticipeting preferred stock of EMI by Enron,
EMI should not have any defered deductions under Treasury Reguletion

Section 1.1502-20(()(2)(\#)(A)(3). The term "deferted deduction® is not defined anywhere in the
regulations and the only example given is s deduction deferted under IRC Section 469. IRC
Section 469 limits the smount of passive losses that can be deducted in any one year. Any
passive loss reslized in 8 tax yesr, but dissllowed due to the passive Joss limitstion of IRC-
Gection 469, is allowed to be carried over to the next taxsble year. Presumably, 8 deferred
deduction is 8 deduction or Joss that is reslized in s taxable year and would generally be
recognized for tax purposes but for some other limitation in the Internal Revenue Code..

Lerner, Antes, Rosen and Finkelstein, Federal Income Taxztion of Corporetion

dated Section 21.02[4] n. 80.2 (1953) states with regard to
deferted deductons: o

No other example of "deferred deductions" is provided in the regulations.
Presumebly, other comparable items, such 23 losses deferred under IRC

Section 267(f), st risk losses subject to Section 465, and excess interest carryovers
under Section 163(j), would elso be taken into eccount under this provision.

Each of these types of *deferred deductions” sre deductions that are rezlized, but whose - -
recognition for tax purposes is deferred. EMI did not and does not have any of these kinds of
deferred deductions. Clearly, the deferred compensstion and postretirement benefit
obligations »ssumed by EMI should not rise to the level of reelized deductions, a3 EMI should
not be entitled to » deduction until payments s1e mede. See Appendix C for a more detailed
discussion. Thus, EMI should have no deferred deductions under Treasury Regulation Section

1.1502- 20(c)(@2)(VI}(A)B3).

Thus, the sum of the smounts under Trezsury Reguletion Section 'l.'1502-20(()(2)(V1)(A)(1), 2)
and (3) should be §1.9 million.

Jmmedistely sfer the disposition of the voting participating preferred stock of EMI by Enron,
the value of that stock under Treasury Reguletion Section 1.1502-20(()(2)(v1)(3)(1)-ghou]d be
appxoximately $40,000, the value of the intercompany notes contributed to EMI in exchange for
the voting parﬁcipah'ng preferied stock of $188.54 million reduced by the amount of Enron's
deferred compensation and postretirement beneft obligations assumed by EMI of $188.5
million. The value of the common stock retained by Enron should be $1.9 million, the net
equity of EMI reduced by the amount of net equity ettributable to the voting participeting

prefemd stock.

Immedizately efier the disposition of the voting participating preferred stock of EMI by Enron,
EMI has e lisbility for taxes paysble of epproximately €20,000. under Treasury Regulation
Section 1.1502-20(c)(2)(Vi)(B)(2). Enron's deferred compensation and postretirement benefit
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obligations should not rise to the level of liebilities for federel income tax pﬁri:osés. See
Appendix C for 8 mere deteiled discussion of this issue. :

Immedietely 2 fter the disposition of the voting perticipeting preferred stock of EMI by Enron,
EMI should not have "any other relevant jtems® under Tressury Regulation :
Section 1.1502-20(c)(2)(Vi}(B)(3). No indication is given a2 to the meaning of the term "other
relevant items." The preamble to the regulations states thet guidance will be {ssued in
connection with IRC Section 338 and JRC Section 382(h) which use similar terminology. To
date however, no such guidance has been published, Itis unlikely however, that EMI has any
relevant items that would impact s duplicated loss. When finel guidance is issued, this {ssue
may need to be reexamined.

Thus the sum of the amounts under Tressury Regulation Section 1.1502-20(c)(2)(vi)(B)(1), (2)
and (3) should be §1.94 million. :

Since the amount of a duplicated loss is the excess (if any) of the sum of the items under
Tressury Regulation Section 1.1502-20(c)(2)(Vi)(A) over the sum of the {tems listed under
Tressury Reguletion Section 1.1502-20(c)(2)(vi)(B), the amount of duplicated loss on the
disposition of the voting participating preferred stock of EMI should be zero (1.9 million is
less than $1.94 million).

Treasury Regulation Section 1.1502-20(e) provides that the Joss disallowance rules must be
applied in s manner that is consistent with and reasonebly carries out their purposes. 1f a
taxpeyer acts with 8 view to avoid the effect of these rules, sdjustments must be meade as
necessary to carry out their purposes. Similarly, the new deferied intercompany transsction
rules (whose spplication to this transaction are unclear) ere generelly effective for Enron’s
taxable year beginning January 1, 1996, and thus inspplicable to these transactions occuring
during 1995. Treasury Regulation Section 1.1502-13(1)(1). However, Treasury Regulation
Section 1.1502-13(1)(2) provides an sccelersted effective date for avoidance transactions engaged
in efter April 8, 1994 with a principsl purpose to evoid the general effective date of the new
deferred intercompany transaction rules. Since Enron hes an cverriding business purpose for
entering into these transacHons, these anti-evoidance rules should not epply.

Pev IR

Besed on the srguments discussed ebove, 2 loss on the sele of the voting participating
preferred stock of EMI by Enron should, more likely than not, not be a duplicated loss within
the meaning of Trezsury Reguletion Section 1.1502-20(c)(1)(lii).
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APPENDIX E

ACQUISITION MADETO EVADE OR AVOID INCOME TAX

Enron’s contribution of the intercompany note to EMI in exchange for all of the voting
particips ting pnfened stock of EMI should, more likely than not, not constitute an scquisition
mede to evade or avoid income tax within the meaning of IRC Section 269.

Enron will tansfer s $120.84 million, 20-yeas intercompany note receiveble and a $67.7 million,
10-year note receivsble , subject to » contractual assumption of $188.5 million of Enron's
deferted compenuﬁon and pomcﬁnmmt benefit obligstions. In exchange, Enron will receive
100 percent of the voting participsting preferred stock in EML '

This transaction reises the issue whether Enron’s contribution of the intercompany notes to
EMI in exchange for all of the voting participeting preferzed stock of EMI {s an scquisition
mede to evade or avoid income tax within the meaning of IRC Section 266.

IRC Section 269(a) states:
(2) In general-lf-

(1) any person or persons ecquire, or acquired on or efter October 8, 1940,
directly or indirectly, control of a corporation, or

(2) any corporation ecquires, or scquired on or after October 8, 1940, directly
or indirectly, property of another corporetion, not controlled, directly or
indirectly, immedistely before such scquisition, by such ecquiring
corporetion or its stockholders, the basis of which property, in the hands
of the ecquiring corporetion, is determined by reference to the basis in
the hands of the transfer corpors tion,

and the principal purpose for which such acquisition was made is
evasion or avoidance of Federal income tax by securing the benefitof a
deduction, credit, or other allowance which such person or corporation
would not otherwise enjoy, then the Secretary may dissllow such
deduction, credit, or other allowance. For purposes of peregraphs (1)
and (2), control means the ownership of stock possessing at least

50 percent of the tota] combined voting power of all classes of stock
entitled to vote or at lesst 50 percent of the total value of sheres of 21l
class of stock of the corporstion.

EMI was "acquired"” as that term is used in IRC Section 269(2)(1) when Enron subscribed to all
of the common stock of its predecessor, Enron Services Corp. The principal purpose of
scquiring Enton Services Corp./ EMI at that Hme was not tax avoidance. For IRC

Section 269(2)(1) to 2pply, the principel purpose of the scquisition must be the evasion or
svoidance of federal income tax by securing the benefit of 2 deduction, credit or ellowance
which the ecquiring corporation would not otherwise enjoy.

C-26
w2 000025691




«2-

Enrop's principal purpese in ecquiring EMlis determined et the time EM] was formed and
Enron received all of its common stock, not when Enron received the voting participsting
preferred stock. The voting participeting prefered stock will represent less than 20 percent of
the vote and vilue of EMI. Therefore, Enron will not acquire control of EMI within the
meaning of IRC Section 269(s)(1) when it obtzins the voting participating preferred stock, since
Enron controlled EMI from its inception and continued to control EMI at all times thereafter,

In DW&MM 23 TCM 2096 (1564), the taxpayer transferred
property to two dormant corporations that it controlled. The Commissiones srgued that the
revival of dormant corporations was the equivalent of the "scquisition” of the corporation
under IRC Section 2€65(s)(1) and that the taxpayer should not be entitled to multiple surtax
exemptions. The court disagreed with the Commissioner and stated:

Section 269(s)(1) requires scquisition of "control,”" not scquisition of the
corporstion. Congress undertook to define "control” for these purposes in terms
of stock ownership. [citation omitied]. The revivsl of s dormant corporstion
does not constitute the scquisition of ownership of stock.

Section 269 is essentielly 2 reenectment of Section 129 of the Internal Revenue Code of 1939,
sdded by Section 128 of the Revenue Act of 1943, The Senzte Finance Committee Report stated
(S. Rep. No. 627, 78th Cong., 1st Sess., 1943, p. 60):

Control once scquired could not be sgein acquired, unless the group was in
some way broken. A mere shift in the form of control-from direct to indirect,
from indirect to direct, or from one form of indirect to another form of
indirect—annot, therefore, smount to acquisition of control within the meaning
of (Section 269).

Enron scquired control of EMI when it subscribed to sl of the common stock of its predecessor,
Enson Services Corp. It acquired Enron Services Corp./ EMI for nontex purposes. Enron
controlled Enron Services Corp./EMI at its forme tion and that control has continued unbroken
et o1l times since. Most importantly, Enron Services Corp./EMI has continued to be an
ongoing opersting business since its inception in 1992. Therefore, it is clear that, under the
rationsle ofwmﬂmuﬁgn case that when Enron exchanged the intercompany
notes, subject to the deferred compensetion and postretirement benefit obligations, for all the
voting participeting preferied stock of EMI, it was not ecquiring control of EMI under IRC

Section 269(a)(1).

Even if Enron scquired control of EMI under IRC Section 2€9(e)(1) et the time it acquired all the
voting perticipeting preferted stock of EM], the principel purpose of the acquisition was not
the evesion or avoidance of federal income tax.

JRC Section 269 provides for the diszllowance of deductions and other tax benefits when tax
avoidance is the principal purpose for ecquisition of control of 2 corporation or for certain
transfers from one corporetion to another. A corporation's principal purpose in acquiring
another corporation's stock or essets is tax avoidance if it "exceeds the importance of any other
purpose." Treasury Regulation Section 1.269-3(a).
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As stated sbove, Enzon has represented that the principal purpose of EMI was not the evasion
o1 a_v'éidmce of income tax, The business purposes for which EMI wes formed include, but are

not imited to:

- to consolidate all of Enron's compensetion and benefit manzgement activities in one
subsidiayy,

— to better control the sdministiative costs and sctus] healthcare and insurance costs
associsted with the deferred compense tion and postretirement benefit obligetions, and

- to offer management and certain employées sssocie ted with the deferred compensation
and poahctirommt benefit mansgement function an incentive to control these costs and
to share in the cost savings.

IRC Section 269(s)(2) ia not spplicable to this transaction. IRC Section 269(s)(2) only spplies to
the acquisition of property by the tansferee corporstion (i.e., EMI) where the principal purpose
is to secure a deduction, etc., by the transferee corporstion which it would not otherwise enjoy.
Hers, the loss at issue is a loss by the transferor (Enron) and not the transferee (EMI).

Tressury Reguletion Section 1.269-3(c) clerifies that IRC Section 2€9(a)(2) only applies to the
transferee corporation. IRC Section 269(s)(2) applies in transactions where there is a transfer of
budlt-in loss property for the purpose of recognizing the Joss at the transferee corporation, and
transsctons where there is transfer of built-in gein property to 2 transferee with losses
otherwise unavailable to the transferor so that the transferee may recognize the gain and utilize
its losses. Enron’s contribution of the intercompany notes is not similar to either of these
transections, and IRC Section 269(a)(2) does not spply.

'YX R EERER R RS

Based on the azguments discussed sbove, Enron’s contribution of the intercompany notes to
EMI in exchange for all of the voting participating preferred stock of EMI should, more likely
than not, not be an scquisition made to eva de or evoid income tax within the meaning of IRC

Section 269.
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December 27, 1996

ARTHUR
ANDERSEN

Arthur Andersen LLP

Suite 1300
711 Louisiana Street
Houston T 77002-27S6

Ms. Deborah Culver 713 237 3333
Assistant General Counsel

Enron Capital & Trade Resources Corp.

1400 Smith Street, P.O. Box 1188

Houston, Texas 77251-1188

Mr. Jordan Mintz

Vice President and Tax Counsel

Enron Capital & Trade Resources Corp.
1400 Smith Street, P.O. Box 1188
Houston, Texas 77251-1188

Dear Deborah and Jordan:

You have requested that we provide our opinion on the U.S. federal income tax
consequences to Enron Capital & Trade Resources Corp. (“ECT”) with respert to a
proposed transaction involving ECT and ECT Strategic Value Corp. (“ECTS”), a
previously established consolidated subsidiary organized to oversee certain credit
reserve and fixed price and risk management contract liability management functions
associated with ECT’s commodity trading activities. The purpose of this letter is to
memorialize our prior advice. For a further description of the factual circumstances of
these transactions see Appendix A, Facts and Assumptions As Provided By
Management. Our opinions are limited to the following tax issues.

1.

ECT’s transfer of notes receivable to ECTS, subject to the contractual assumpticn of
ECT’s credit reserve obligations and fixed price and risk management contract
liabilities, in exchange for all of the voting preferred stock of ECTS should, more
likely than not, qualify for nonrecognition of gain or loss under IRC Section 351(a).

ECT’s tax basis in the voting preferred stock of ECTS should, more likely than not,
equal the tax basis in the notes receivable contributed to ECTS, and should not be
reduced by the amount of the credit reserve obligations and fixed price and risk
management contract liabilities assumed by ECTS in excess of ECT’s unamortized

option and swap premiums. \

Losses on the sale of the voting preferred stock of ECTS should, more likely than
not, not be a duplicated loss within the meaning of Treasury Regulation

Section 1.1502-20(c)(1)(iii), not be disallowed under the anti-avoidance or anti-
stuffing rules of Treasury Regulation Section 1.1502-20(¢), and not be disallowed by
the intercompany transaction rules.of Treasury Regulation Section 1.1502-13. '

2 000034209
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4. ECT’s contribution of the notes receivable to ECTS in exchange for its voting
preferred stock should, more likely than not, not constitute an acquisition made to
evade or avoid income tax within the meaning of Internal Revenue Code
Section 269.

Furthermore, based on our analysis, we have concluded that the overall tax result of the
transaction should, more likely than not, be the recognition of a capital loss by ECT on
the sale of the voting preferred stock of ECTS.

In analyzing the authorities relevant to the potential tax issues outlined in opinions one
through four, above, and the overall tax result, we have applied the standards of
"substantial authority" and "more likely than not. .. proper," as used in IRC

Section 6662 under current law. Based upon our analysis, we have concluded that there
is substantial authority for the indicated tax treatment of these issues and result, and we
also believe the indicated tax treatment of such issues and result is more likely than not

proper.

In rendering our opinion, we have relied upon the facts, information, assumptions and
representations as contained in Appendix A, including all exhibits attached thereto. We
have assumed that these facts are complete and accurate and have not independently
audited or otherwise verified any of these facts or assumptions. You have represented
to us that we have been provided all the facts necessary to render our opinion. A
misstatement or omission of any fact or a change or amendment in any of the facts,
assumplions or representations we have relied upon may require a2 modification of all
or a part of this opinion. Our opinion reflects our advice up to and through the date of
this letter and we have no responsibility to update this opinion for events, transactions,
circumstances or changes in any of the facts, assumptions or representations occurring

after this date.
EC2 000034210

We have not considered any non-income tax or state, local or foreign income tax
consequences, and, therefore, do not express any opinion regarding the treatment that
would be given the transactions of ECT and its Subsidiaries by the applicable
authorities on any state, local or foreign tax issues. We also express no opinion on
nontax issues such as corporate law or securities law matters. We express no opinion
other than that as stated immediately above, and neither this opinion nor any prior
statements are intended to imply or to be an opinion on any other matters.

The discussion and conclusions set forth herein are based upon the Internal Revenue
Code, Treasury Regulations and existing administrative and judicial interpretations
thereof, as of the date of this letter, all of which are subject to change. The opinions
expressed herein are not binding on the IRS, and there can be no assurance that the IRS
will not take a position contrary to any of the opinions expressed herein. If there is a
change, including a change having retroactive effect, in the Internal Revenue Code,
Treasury Regulations, Internal Revenue Service rulings or releases or in the prevailing
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judicial interpretation of the foregoing, the opinions expressed herein would necessarily
have to be re-evaluated in light of any such changes. We have no responsibility to
update this opinion for any such changes occurring after the date of this letter.

The opinions expressed herein reflect our assessment of the probable outcome of
litigation and other adversarial proceedings based solely on an analysis of the existing
tax authorities relating to the issues. It is important, however, to note that litigation and
other adversarial proceedings are frequently decided on the basis of such matters as
negotiation and pragmatism. We have not considered the effect of such negotiation,
pragmatism and judicial willingness upon the outcome of such potential litigation or
other adversarial proceedings.

These opinions are solely for your benefit and are not intended to be relied upon by
anyone other than you. We assume no responsibility for tax consequences to other
‘parties. Instead, each of the other parties must consult and rely upon the advice of
his/her/its own counsel, accountant or other adviser. Without the prior written
consent of this firm except to matters relating to the examination by the Internal
Revenue Service, this letter may not be quoted in whole or in part or otherwise referred
to in any documents or delivered to any other person or entity.

The opinions expressed herein reflect what we regard to be the material federal income
tax effects to ECT and its Subsidiaries of the transactions as described herein;
nevertheless, they are opinions only and should not be taken as assurance of the

ultimate tax treatment.

Very truly yours,

ARTHUR ANDERSEN LLP

(othon Codinm L5

j:tax\ 2998\ enron)\ enronopn

EC2 000034211
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APPENDIX A

FACTS AND ASSUMPTIONS AS PROVIDED BY MANAGEMENT

DESCRIPTION OF TRANSACTION

Background

Enron Corp. (“Enron”) is the parent of a consolidated group of subsidiaries engaged in
businesses ranging from gas transmission and marketing to the development of energy
infrastructures and “upstream” oil and gas operations. Such businesses are conducted
both domestically and internationally. The Enron group of corporations includes Enron
Capital & Trade Resources Corp. (“ECT”). ECT, in turn, is the largest purchaser and
marketer of natural gas and the largest non-regulated marketer of wholesale electricity

in North America. In addition, ECT manages the world’s largest portfolio of natural

gas fixed-price and risk management contracts oflering innovative physical and

financial energy products and services.

With respect to these commodity trading activities, ECT enters into numerous fixed
price and risk management contracts, collectively referred to herein as ‘FPRM
contracts”. Due to changes in commodity and interest rate price curves over time, some
of these contracts currently represent a net liability to ECT. Additionally, certain other
contracts which represent a net asset to ECT (i.e., “in the money” contracts) may expose
ECT to credit losses varying in degree and magnitude. ECT has represented that it has
potential credit reserve obligations of approximately $120 million and fixed price and
risk management contract liabilities of approximately $2 billion as of November 30,

1996.

Credit Reserve Management

ECT’s credit reserves are identified by using a sophisticated financial model which
considers certain “credit spreads” derived from historical studies of publicly-traded
bonds for various categeries of risk. The appropriate credit spreads are then applied to
ECT’s exposure by counterparty in order to determine the appropriate level of reserve.
This credit model further incorporates advanced statistical methods established for
capturing both current and potential movements in the related commodity prices and
interest rates. In short, ECT’s credit reserve liability quantifies the value of the
estimated loss associated with “in-the-money” gas contracts as required under mark-to-
market financial accounting principles.

In order to ensure that the credit reserve liability is minimized on a going-forward basis,
ECT actively manages this category of liabilities through one or more of the following
techniques:

EC2 000034212
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Daily Monitoring -- ECT’s Credit “Procedure and Process” is as follows:

ECT has nine credit professionals within ECT Treasury that independently manage
counterparty credit risk. Currently, there are approximately 6,000 counterparties
within a variety of ECT's business sectors that receive at least quarterly monitoring,

Credit management at ECT entails a thorough examination of a counterparty’s
creditworthiness. This process requires a complete review of counterparty financial
statements. Additional supporting information provided by the counterparty and
any available public information, including credit rating agencies’ publications,
industry analysis, and other financial publications are utilized. The review process
includes:

* assigning an internal counterparty risk grade (the “E” rating) that is
synthetically calculated through a sophisticated proprietary credit model;

* setting appropriate credit limits; and

* negotiating additional third-party credit enhancement in order to mitigate
potential losses.

ECT actively monitors credit exposures by counterparty to ensure credit risks do not
exceed existing credit limits. Various forms of collateral are regularly negotiated to
support excess credit exposures. These forms include letters of credit, parent
guarantees, and other third party instruments.

The inclusion of credit covenants within counterparty contracts further protects ECT
by triggering additional rights to ECT upon negative changes in the counterparty’s
financial structure. Additional collateral is collected to support excess exposures in
the case of this financial credit deterioration.

Annual reviews of counterparty credit standing are performed and aggregate
exposures by counterparty are monitored on a daily basis.

Credit Derivatives — ECT may also attempt to alter the risk profile of a particular
credit, counterparty, or portfolio by going into the financial markets and either
purchasing or selling certain proprietary credit derivatives. The broad definition of
a credit derivative is nothing more than a financial contract for the exchange of
payments in which at least one component of the instrument is linked to the
underlying credit price of one or more referenced names or credits. Therefore, a
credit instrument is structured to best manage “default risk” of the counterparty by
allocating the overall risk into discrete, manageable components. Credit derivatives
fall into three main categories:

* default puts - an option designed to reimburse the buyer if a particular credit

EC2 000034213
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event occurs;

* total rate of return swaps - a swap instrument designed to enable one party to
effectively reduce its exposure to one borrower by accepting exposure to another;

and

* credit spread forwards - allows counterparties to express views on future credit
spreads and benefit from a narrowing or widening of the credit spread between
debt instruments.

3. Monetizations —~ Through a proprietary structure, ECT may also manage its credit
reserve liabilities by “stripping” the risk element from a series of cash flows and
selling such flows to third parties, often resulting in a complete or partial mitigation
of the original credit risk exposure. ECT has successfully completed three of these
complex transactions and is in the process of completing a fourth transaction.

ECT utilizes each of these risk minimization techniques in managing its credit exposure.

ECT'’s Credit Department has developed rapidly over the past five years into one of the
most advanced credit departments in the energy business. The group has an extremely
efficient and educated staff with numerous years of credit experience. They monitor
thousands of counterparties in one of the most difficult industries for credit analysis,
utilizing the most sophisticated methods. The credit reserve models are street tested at
least on a monthly basis for price movement in the underlying commodity and interest
rates. To that end, by identifying its more significant risks and dedicating certain
individuals with the expertise for managing this “risk portfolio,” ECT believes that such
individuals will more efficiently perform their responsibilities, thus enhancing the
possibilities for success in avoiding credit losses.

Fixed Price and Risk Management Contract Liabilities

ECT currently has on its balance sheet approximately $2 billion of liabilities from fixed
price and risk management contracts. These liabilities are accounted for using the
“mark-to-market” method of accounting for financial reporting purposes, which reflects
changes in the market value of outstanding swaps, forwards, swaptions, caps, floors,
collars and physical options and recognizes these changes as gain or loss in the period
of change. To that end, the market prices used to value these transactions reflect
management’s best estimate considering various factors, including closing exchange
and over-the—counter quotations and time value and volatility factors underlying the
commitments. The values are adjusted to reflect the potential impact of liquidating
ECT’s position in an orderly manner over a reasonable period of time under present

market conditions.

EC2 000034214
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In order to minimize liabilities from fixed price and risk management activities, ECT
actively manages this category of liabilities through one or more of the following
techniques:

1. Market risk hedging including price, basis, index, and interest rate risk which is
performed and valued on & daily basis through its trading department and its
support departments.

2. Renegotiations with counterparties to adjust contract terms, maturity, price, and
related factors to create value for ECT through a reduction in the underlying mark-
to-market liability. Potential methods include changing a fixed price to a floating
price, extending or shortening the contract term, by cashing out a contract, by
partially cashing out a contract and revising the price or term thereof, changing
index or basis points, locking in another component of the contract such as basis
pricing utilizing a BTU swap, embedding a swaption or options, converting an
option to a swaption or vice versa, and any other methods approved by ECT.

With respect to FPRM contracts currently recorded as liabilities, these strategies are
utilized by a few groups of traders on a random basis to reduce liabilities in their
respective portfolios to obtain targeted income goals in a given month. In order to
target such Habilities, the marketers must scrutinize the entire fixed price book for
potential liabilities. These strategies are essentially used to generate income (through a
reduction in the liability). Nevertheless, the primary focus of the marketers is to
generate new business through the creation of new valuable contracts rather than
minimizing liabilities on existing contracts. ECT believes that additional opportunities
exist for the success of the company if a greater emphasis were placed on minimizing
these existing liabilities.

Objective

As can be seen from the above discussions, ECT continually strives to control liabilities
associated with its commodity trading and interest rate activities. This is particularly
true with respect to ECT’s exposure to credit losses and liabilities on FPRM contracts.
These liability management efforts are consistent with other cost control efforts being
implemented in all phases of Enron’s business. For example, Enron has recently
outsourced its internal audit function, its information system functions, and graphics.
In its continuing effort to manage liabilities, ECT is considering offering certain
employees responsible for managing these functions an incentive to manage these
liabilities and to share in the successes of their efforts. ECT hopes to utilize the skills
and experience of these employees to develop additional creative and innovative

strategies for managing liabilities.

ECT has identified four significant credit reserve obligations where close scrutiny is
needed due to unique characteristics of the counterparties and/ or contracts involved.
By isolating these credit reserve obligations, the responsible employees will have a
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greater sense of focus on the outstanding exposures and will thus be more aware of
monitoring the liabilities for credit deterioration. The concept of isolation coupled with
the skills of the credit employees will allow these credit liabilities to receive extremely
close scrutiny and analysis for any negative movement. By employing one or more of
the credit risk-mitigating methodologies discussed above, the responsible employees
should have a greater likelihood for success in controlling and reducing the credit
exposure associated with the contracts and counterparties selected for inclusion.

ECT has identified certain FPRM contract liabilities where significant opportunities may
exist to restructure the contracts to reduce the liabilities. By isolating these liabilities,
the responsible employees will have a greater sense of focus on restructuring these
specific liabilities. The employees will be provided a concentrated portfolio in an easily
accessible risk management book. This will eliminate the inefficiency of identifying
these liabilities on a frequent basis in such a large portfolio, thereby eliminating the
barriers to pursuing the strategy. With this emphasis, the responsible employees
should have greater success in targeting the contracts to renegotiate and, thus, should
be able to focus their efforts directly on counterparty renegotiations.

Such arrangements are consistent with new methods of approaching employee
compensation which are tied to performance in areas where the employees have direct

contro), and which are not at the mercy of the overall performance of the company.

Structure of Transaction

To achieve the objectives described above, ECT reorganized an already existing
subsidiary, Enron Gas Gathering, Inc. (“EGGI”), to oversee certain credit reserve
obligations and FPRM contract liabilities. EGGI was previously formed in March of
1985 to manage various gathering assets for Enron Corp. These assets included various
partnership interests. In 1995, all the gathering assets were sold to Enron Gathering
Company. In the 1st quarter of 1996, EGGI sold its remaining 25% interest in Dauphin
Island Gathering Partners. As of November 30, 1996, EGGI has assets consisting of
intercompany accounts receivable and trade accounts receivable with a current book
value of approximately $ 4.563 million and liabilities for taxes payable of approximately
$163,000. EGGI does not have a net operating loss carryover, built-in deduction or any
other favorable tax attribute. EGGI was previously incorporated and capitalized for the
purposes described above and not for the purpose of managing credit reserve
obligations and FPRM contract liabilities. However, as part of its reorganization,
EGGI’s name was changed to ECT Strategic Value Corp. (“ECTS") and its purpose,
likewise, was altered so as to undertake responsibilities associated with credit reserve
obligations and FPRM contract liabilities.

As of January 1, 1997, certain employees of ECT will become employees of this
subsidiary. In addition, it is envisioned that this subsidiary will utilize, to the extent
necessary, current ECT employees in the treasury group and the trading group. The
principal purpose of such reorganization was to segregate the credit reserve and FFRM
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contract Lability management functions to allow management to better manage these
obligations.

The transfer of certain credit reserve and FPRM contract liability management functions
took the following form: As noted, ECT changed the name of EGGI to ECTS. Next,
ECT transferred a 10-year note receivable from JILP-L.P., Inc. (“]ILP”) with a tax basis of
$217.0 million and a 10-year note receivable from Enron Industrial Natural Gas
Company (“EING”) with a tax basis of $50.32 million, subject to a contractual
assumption of $5.01 million of ECT’s credit reserve obligation and $262.27 million of
ECT’s FPRM contract liabilities. With respect to certain written options, swaptions,
caps and floors, ECT has received $32.02 million of cash premiums which have not been
amortized into taxable income. The contribution of these notes coupled with the
assumption of the credit reserve obligations and FPRM contract liabilities results in
ECTS having a net worth of approximately $4.44 million. (See Exhibit A, ECTS Balance
Sheet, attached.)

Since certain of the FPRM contracts underlying the assumed liabilities require consent
for any assignments, ECT and ECTS entered into a Master Swap Agreement and a
Liability Management Agreement. Such agreements provide for the transfer of the
economic liability for, and management of, the credit reserve obligations and FPRM
contract liabilities from ECT to ECTS without breaching the terms of any of the FFRM
contracts.

The notes receivable from JILP and EING were formalized from existing intercompany
accounts receivable which were transferred from Enron to ECT in satisfaction of certain
intercompany balances between Enron and ECT. The notes have a term of 10 years and
accrue interest at a floating rate tied to LIBOR. Interest accrues and is payable quarterly
and the principal will be due on maturity of the notes.

In exchange for the transfer, ECT received all of a newly created class of voting
preferred stock in ECTS which pays an annual 9 percent dividend and represents, in the
aggregate, $40,000 of ECTS’ existing Net Equity of $4.44 million and 4 percent of any
increase in ECTS’ Net Equity up to a maximum redemption value of $2.0 million. The
holders of the voting preferred stock have the right to elect one of the six directors of
ECTS. The voting preferred shareholders have no other voting rights. ECT has
represented that it did not receive any other property in the transaction. In addition,
the amended Certificate of Incorporation grants the holders of these shares the right to
require ECTS to redeem (i.e., “put”) its shares any time after five years from the date of
initial issuance based on the formula described above, calculated using a Redemption
Value balance sheet based on generally accepted accounting principles.

Similarly, ECTS may call the voting preferred shares after six years from the date of
initial issuance based on the same formula. However, the redemption value is capped

at $2.0 million.
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The $2.0 million redemption cap was determined by setting up various cash flow
models based on potential favorable and unfavorable resolutions of the credit reserves
and FPRM contract liabilities. For instance, under the scenario in which all credit
reserves and FPRM contract liabilities experience no significant change from the
amounts currently projected based on information currently available, the potential fair
market value and Redemption Value of ECTS remains unchanged. Thus, the holders of
these shares would be able to recover their initial investment. Under the most favorable
foreseeable conditions (i.e.,, where actual future credit and FPRM contract losses are less
than the amounts projected) the Redemption Value of ECTS was computed to be
approximately $50 million. Since the voting preferred shares represent $40,000 of the
first $4.44 million of Redemption Value and 4 percent of the excess, the voting preferred
shareholders would be entitled to a $2.0 million redemption price under the most
favorable scenario.

The value of the notes is $40,000 greater than the current estimated value of the credit
reserves and FPRM contract liabilities contractually assumed by ECTS. As a result, the
value of the voting preferred is $40,000 at the time of the exchange. As stated above,
the future redemption value of this stock is contingent on the success of the liability
management efforts in that the voting preferred stock will be entitled to 4 percent of the
total liability reduction generated by ECTS as measured principally by the value of the
notes receivable, less the liabilities under the revolving credit facility, the credit reserves
and the FPRM contracts.

ECT plans to sell the voting preferred stock in ECTS to certain employees in the ECT
treasury group and origination or marketing group to provide them with an incentive
to manage the liabilities and share in the rewards of these liability reduction efiorts. At
the time of ECT’s receipt of the voting preferred stock, ECT did not have a firm
commitment from any party to participate in this venture. In addition, ECT was not
contractually bound to sell this stock. Furthermore, following the sale of the voting
preferred stock, ECTS will continue to be a part of Enron’s affiliated group under the
provisions of Section 15041,

It is anticipated that the interest income on the notes receivable and certain
management fee income will provide some of the funds necessary to cover day-to-day
payroll and operating expenses of ECTS and to fund some of ECTS’ obligation under
the Liability Management Agreement. Additionally, ECT has agreed to lend ECTS
additional funds through 2006 on a revolving basis at a rate equal to LIBOR.
Furthermore, ECTS has entered into several intercompany service agreements with ECT
to provide and receive various services established at customary intercompany rates.

1 All citations to Section or Treasury Regulation Section are in reference to the Internal
Revenue Code (IRC) of 1986, as amended (Code), and the regulations thereunder.
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ECT STRATEGIC VALUE CORP.
PROFORMA INITIAL BALANCE SHEET
as of December 20, 1996

Exhibit A

Assets

Accounts Receivable $ 4,563,411

Notes Receivable 267,318,698

Total Assets $ 271,882,109
Liabilities

Income Taxes Payable $ 155,555

Accrued Taxes Payable 6,923

Credit Reserves 5,007,130

FPRM Contract Liabilities 262,271,568
Total Liabilities 267,441,176
Equity : :

Common Stock 4,400,933

Preferred Stock 40,000
Total Equity —4,440933
Total Liabilities and Equity $ 271,882,109

EC2 000034219

C-40




APPENDIX B

TRANSFERS TO CONTROLLED CORPORATIONS — GENERAL RULES

ECT recrganized 2n existing subsidiary to oversee its credit reserve and FPRM contract
liability management functions by changing the name of EGGI, which is currently 100
percent owned by ECT, to ECTS. ECT transferred to ECTS a $217.0 million 10-year
intercompany note receivable and a $50.32 million 10 year intercompany note
receivable, subject to a contractual assumption (via a Master Swap Agreement and
Liability Management Agreement) of $267.28 million of ECT’s credit reserve and FPRM
contract obligations. In exchange, ECT received 100 percent of ECTS’ voting preferred
stock, a newly created second class of stock. Based on the discussion below, this
exchange should, more likely than not, qualify for nonrecognition of gain or loss under
IRC Section 351.

IRC Section 351(a) provides that no gain or loss shall be recognized if property is
transferred to a corporation solely in exchange for its stock and if the transferor (or
transferors).control the corporation immediately after the exchange. If the transferor
receives meney or other property in addition to stock, the transferor will recognize gain,
limited to the amount of money received plus the fair market value of other property
received. IRC Section 351(a). No loss may be recognized. IRC Section 351(b).

Although IRC Section 351 itself does not define the term "property," the term has been
broadly defined to include almost any asset a taxpayer may own. Revenue

Ruling 69-357, 1969-1 C.B. 101, indicates that the term "property" as used in IRC
Section 351 includes money. A transferor's own stock also constitutes property for
purposes of IRC Section 351. See Rev. Rul. 74-503, 1974-2 C.B. 117 (a corporation's
transfer of treasury stock to its controlled subsidiary was held a tax-free transfer of
property under IRC Section 351). The term "property" also includes installment
obligations. See Rev. Rul. 73-423, 1973-2 C.B. 161, Jack Ammann Photogrammetric
Engineers Corporation v. Commissioner, 39 TC 500 (1963). ' T e

The transferor will receive tax-free treatment only if the transfer of property occurs
"solely for stock." The concept of "stock” has been generally understood to refer to
instruments that provide the holder with an equity interest in the issuing corporation.
Treasury Regulation Section 1.351-1(a)(1) indicates that "stock" does not include stock

rights and stock warrants.

If money or other property is received by the transferor in addition to stock, the
transferor must recognize gain, not in excess of the amount of money or the fair market
value of such other property received, but it may not recognize loss. IRC Section 351(b).
The assumption of liabilities is treated not as boot under IRC Section 351(b), but under
the assumption of liability rules of IRC Section 357. These rules are discussed in

Appendix C.
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The requirement that the transferor must be in control immediately after the exchange
employs the IRC Section 368(c) definition of control. To have "control" the transferor

must have:

1. 80 percent of the total combined voting power of all classes of stock entitled to vote,
and

2. 80 percent of the total number of shares of all classes of nonvoting stock.

Rev. Rul. 59-259, 1952-2 C.B. 115, clarifies the second prong of the test to mean that
80 percent ownership of total shares in the aggregate does not suffice; to satisfy the
"control" requirement 80 percent of each class must be held.

The "control" requirement is measured immediately after the exchange. Control need
not be acquired in the exchange itself; the transferor may already have control entering
into the exchange. See, e.g., Rev. Rul. 73-473, 1973-2 C.B. 115. The IRS and courts have
found in some circumstances that mere physical ownership immediately after the
transfer may not satisfy the control requirement. These authorities typically find that a
binding commitment to sell the stock at the time of the transaction will defeat the -
control immediately after requirement.

It is important to note that in this transaction, ECT acquired voting preferred stock of
ECTS entitled to elect one of the six directors of ECTS. Based on the rationale in Rev.
Rul. 659-126, 1969-1 C.B. 218, this class of stock possesses approximately 16.7% of the
voting power of the corporation. More importantly, besides the existing common and
new voting preferred stock classes, there are no other classes of stock in the corporation.
Consequently, throughout the transactions contemplated ECT will possess a range of
83.3% to 100% of the total combined voting power of all classes of stock entitled to vote.
Thus, ECT has continued to meet the control requirement of IRC Section 368(c)
throughout the transaction. In the unlikely event the Service attempts to argue that the
voting preferred stock possesses more than 20% of the combined voting power of all
classes of stock of ECTS, ECT should nonetheless meet the control requirement since it
had not entered into any contracts or other legal commitments to sell or otherwise

relinquish its legal ownership in the stock.

In Rev. Rul. 79-70, 1979-1 C.B. 144, Corporation X transferred property to a newly
organized corporation, Newco, in exchange for Newco's stock. Pursuanttoa
prearranged binding agreement between X and Corporation Y, X sold 40 percent of
Newco's stock to Y, and Y purchased securities for cash from Newco. The agreement
was an integral part of the incorporation; Newco would not have been formed if Y had
not agreed to purchase securities for cash from Newco and a portion of the Newco stock

from X.
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The ruling held that the control requirements of IRC Section 351(a) were not satisfied
under the=e facts. Y's ownership of Newco stock purchased from X cannot be counted
in determining whether the control requirement is met. For purposes of IRC

Section 351(a), X only owned 60 percent of Newco stock immediately after the

exchange.

The Tax Court in Intermountain Lumber Company v. Commissioner, 65 TC 1025 (1976),
reached the conclusion that the control requirement was not met in light of the existence
of a preexisting binding contract to sell a portion of the stock. In that case, the

transferor irrevocably contracted as part of the incorporation transaction to sell

50 percent of the stock received in the transfer to a third party. The court found that the
transfer did not satisfy the "control” requirement due to the presence of the contract

and, therefore, did not qualify for nonrecognition treatment under IRC Section 351(a).
However, this court stated that a mere plan to dispose of stock would not violate the
control immediately after requirement of IRC Section 351:

A determination of "ownership," as that term is used in Section 368(c)
and for purposes of control under Section 351, depends upon the
obligations and freedom of action of the transferee with respect to the
stock when he acquired it from the corporation. Such traditional
ownership attributes as legal title, voting rights, and possession of
stock certificates are not conclusive. If the transferee, as part of the
transaction by which the shares were acquired, has irrevocably
foregone or relinquished at that time the legal right to determine
whether to keep the shares, ownership in such shares is lacking for
purposes of Section 351. Bv contrast, if there are no restrictions upon
freedom of action at the time he acquired the shares, it is immaterial
how soon thereafter the transferee elects to dispose of his stock or
whether such disposition is in accord with a preconceived plan not
amounting to a binding obligation. 1d. at 1031-1032 (emphasis added).

As the Intermountain Lumber decision suggests, cases and rulings involving a binding
commitment to sell stock are distinguishable from cases where no binding commitment
existed and stock is sold soon after the IRC Section 351 transaction.

In American Bantam Car Co. v. Commissioner, 11 TC 397 (1948), aff'd per curiam,

177 F2d 513 (3d Cir. 1949), the owners of a manufacturing company transferred its
assets to a new corporation ("Newco") in exchange for all its common stock. The:
shareholders had a general plan to issue Newco preferred stock to the public soon after
the transfer of assets to Newco. Under the plan, the underwriters of the preferred stock
were to receive common stock from the shareholders if a target amount of preferred
stock was sold to the public. Five days after the contribution of assets to Newco, and
receipt of 100 percent of Newco's stock by the shareholders, Newco, the shareholders
and the underwriter entered into a binding agreement to sell the preferred stock. The
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agreement provided that the underwriter would be entitled to a maximum of 33 percent
of the Newco common stock if its sales efforts were successful. This contract could be
canceled by Newco. Eventually, 29 percent of Newco's common stock was transferred
to the underwriter 16 months after the IRC Section 351 transaction. The Tax Court held
that the requisite control existed immediately after the exchange, and that the loss of
control that occurred 16 months later was not an integral part of the transaction. The
language used by the court indicates that the mere existence of a plan to dispose of
control is irrelevant. As the court stated:

The understanding with the underwriters for disposing of the
preferred stock, however important, was not a sine quo non in the
general plan, without which no other step would have been taken.
While the incorporation and exchange of assets would have been
purposeless one without the other, yet both would have been carried
out even though the contemplated method of marketing the preferred
stock might fail. The very fact that in the contracts of June 8, 1936, the
associates retained the right to cancel the marketing order and,
consequently, the underwriters' means to own common stock issued to
the associates, refutes the proposition that the legal relations resulting
from the steps of organizing the corporation and transferring assets to
it would have been fruitless without the sale of the preferred stock in
the manner contemplated. Id. at 406-407.

In a later case, the Tax Court confirmed that a mere plan to transfer control after an IRC
Section 351 transaction will not destroy the tax-free nature of the transaction. In
Wilgard Realty Company, Corporation v. Commissioner, 127 F2d 514 (2nd Cir. 1942),
an individual transferred real estate and cash to a newly formed corporation in
exchange for 197 shares of the company's stock. The company transferred three
additional shares of stock to the individual's children for no consideration. On the same
day; the individual made a gift of 156 shares to his children. The court found that the
requisite control was met immediately after the exchange. As stated by the court

In the absence of any restriction upon (the transferor's) freedom of
action after he acquired the stock, he had "immediately after the
exchange" as much control of the (corporation) as if he had not before
made up his mind to give away most of his stock and with it
consequently his control. And that is equally true whether the
transaction is viewed as a whole or as a series of separate steps where
the recipient of the stock on the exchange has not only the legal title to
it "immediately after the exchange" but also the legal right then to
determine whether or not to keep it with the control that flows from
such ownership, the requirements of the statute are fully satisfied.

(Emphasis added.)
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Thus, under the Wilgard and American Bantam decisions, a disposition of stock soon
after an IRC Section 351 transfer will not taint the transaction, unless the transferor had
relinquished his legal rights to the stock received from the corporation prior to the

exchange.

" Application of IRC Section 351 to the Transaction

ECT transferred to ECTS a $217.0 million 10-year note receivable and a $50.32 million
10-year note receivable subject to ECTS’ contractual assumption of $267.28 million of
credit reserves and FPRM contract obligations. In exchange, ECT received 100 percent
of the voting preferred shares of ECTS. Additionally, ECT previously owned and
continues to own 100 percent of the common stock of ECTS. Thus, ECT controlled 100
percent of ECTS immediately before and after the transfer. Furthermore, ECT has
exchanged property (the notes receivable) solely for stock of ECTS. Therefore, the
contribution to ECTS should qualify as an IRC Section 351 transaction, if the “control

immediately afterward” requirement is met.

ECT has represented that at the time of the transaction, it had not entered into any
contracts or other binding agreements to sell the voting preferred stock or in any other
way relinquish its legal ownership in the stock. Therefore, ECT should be treated as
being in control of ECTS immediately after the contribution of property regardless of
any subsequent sale of the voting preferred stock.

LA R

Based on the discussion above, ECT’s contribution to ECTS of the intercompany notes,
subject to the contractual assumption of the credit reserve and FFRM contract
obligations in exchange for all of the voting preferred stock of ECTS should, more likely
than not, qualify for nonrecognition of gain or loss under IRC Section 351(a).
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APPENDIX C

ECT'S BASIS IN THE PREFERRED STOCK OF ECTS

IRC Section 358 sets forth the rules for determining the basis of stock received by a
transferor in an IRC Section 351 exchange. This section generally provides that the
basis of stock received by a transferor is equal to the basis of the property transferred to
the controlled corporation, decreased by the money and fair market value of any
property received by the transferor and increased by the amount of gain recognized by
the transferor. IRC Section 358(a).

ECT has represented that its basis in the intercompany notes receivable transferred to
ECTS is $267.32 million. ECT has also represented that it did not receive any other
property in the transaction. Thus, under the general rules, ECT’s basis in the ECTS
voting preferred stock should be equal to its basis in the intercompany notes receivable

of $267.32 million.

IRC Section 358(d) treats a controlled corporation's assumption of certain types of
liabilities in an IRC Section 351 transaction as a receipt of money by the transferor. This
causes a basis reduction under the general rules discussed above.

Howeéver, not all liabilities fall under this rule. IRC Section 358(d) states:

(1) In general — Where, as part of the consideration to the taxpayer,
another party to the exchange assumed a liability of the taxpayer or
acquired from the taxpayer property subject to a liability, such
assumption or acquisition (in the amount of the liability) shall, for
purposes of this section, be treated as money received by the
taxpayer on the exchange.

(2) Exception — Paragraph (1) shall not apply to the amount of any
liability excluded under Section 357(c)(3).

Thus, in certain situations, the assumption of a liability by the company issuing stock in
a transaction in which IRC Section 351 applies may result in a decrease in the tax basis
of the stock received in the transaction. With exception for that portion of the FFRM
liabilities attributable to the $32.02 million unamortized cash premium received by
ECT, this provision should not apply to the transaction consummated by ECT because
the credit reserve and FPRM contract obligations do not yet rise to the level to liabilities
within the meaning of the Internal Revenue Code. Since the credit reserve and FPRM
contract obligations are not liabilities under the Internal Revenue Code, they should not

! The discussion that follows will assume that all of the liabilities assumed by ECTS are excluded
for purposes of IRC Section 358(d), except where spedifically noted.
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result in a basis adjustment in the ECTS voting preferred stock received in the
transaction. Even if, theoretically, the IRS were to assert on audit that the credit reserve
and FPRM contract obligations rose to the level of liabilities, they should not resultin a
basis adjustment in the voting preferred stock. As described more fully below, the
expenditures related to the FPRM contract liabilities would have been deductible if paid
by ECT or when paid by ECTS. Additionally, losses related to the credit reserves would
have been deductible when incurred by ECT, or when paid by ECTS. Consequently,
these obligations are excludable for purposes of this basis adjustment rule. Although
we are not rendering an opinion on the deductibility of these expenses when paid by
ECTS, a discussion of the relevant law is included in support of this alternative position.

ECT has generated potential losses with respect to its credit reserves and generated
obligations under its FPRM contracts in the course of its normal business operations.
Although ECT can estimate the potential expense related to these obligations, actual
future expenses will depend on many factors including future interest rates and
commodity prices. ECTS has contractually assumed ECT’s obligations for credit
reserves and FPRM contract liabilities.

Credit Reserves

The credit reserve obligations contractually assumed by ECTS do not yet rise to the
level of liabilities as defined under the Internal Revenue Code. Under IRC Sections 461
and 461(h), a liability of an accrual basis taxpayer is incurred, and generally taken into
account for federal income tax purposes in the taxable year in which: (i) "All events”
have occurred that establish the fact of the liability, (ii) the amount of the liability can be
determined with reasonable accuracy; and (iii) economic performance has occurred.
Treasury Regulation Section 1.461-1(a)(2). 1f any one of these requirements is not met, a
liability cannot be taken into account for federal income tax purposes.

IRC Section 461(h) provides that the "all events” test of IRC Section 461 will not be
satisfied any earlier than when economic performance occurs with respect to the
liability in question. IRC Section 461(h) applies to capital expenditures under IRC
Section 263, as well as to curtent deductions under IRC Section 162.

At the time ECTS assumed the credit reserve obligations, ECT was not allowed (and
had not taken) a deduction for bad debts under IRC Section 166 with respect to any of
the credit reserve obligations assumed by ECTS. Furthermore, the events necessary to
give rise to a tax deduction by either ECT or ECTS with respect to the credit reserve
obligations had not yet occurred at the time of the contractual assumption. Therefore,
ECTS’ contractual assumption of an obligation to make payments to ECT to cover such
credit losses should fail the "all events" and "economic performance" tests of IRC

Section 461.
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Fixed Price and Risk Management Contracts

ECT’s FPRM contract liabilities relate to forward contracts, options on physical product,
swaps?, and options to enter into swaps (“swaptions”). As discussed below in detail for
each type of instrument, the FPRM contract liabilities assumed by ECTS through
individual confirms under the Master Swap Agreement do not yet rise to the level of
liabilities as defined under the Internal Revenue Code.

ECT is not required to account for its FPRM contract activity under the mark-to-market
accounting method for dealers in securities under IRC Section 475 because none of the
FPRM contracts meet the definition of a security.? -
Forward Contracts - A forward contract is a privately negotiated agreement to

buy or sell a commodity at a specified price at some time in the future. The

rights and obligations of a party to a forward contract may be terminated by
making or taking delivery of the underlying commodity or closed out by a

mutual cancellation of the contract accompanied by payment to or receipt of
payment from the counterparty. No special rules such as IRC Section 475 or

1256 apply to govern the timing of gain or loss inherent in or realized by a party
that enters into a forward contract. Accordingly, the timing is governed by the
general rules applicable to gain or loss realized on the sale or disposition of an

asset.
-

Pursuant to Treasury Regulation Section 1.461-4(d)(2) economic performance
occurs as, for example, the natural gas is actually provided to ECT under the
contractsd. .

ECT has not made payments related to, nor taken delivery with respect to, the
forward contract obligations assumed by ECTS. Therefore, “economic
performance” should not have occurred with respect to these obligations at the
time they were contractually assumed by ECTS.

Options on Physiéal Product - ECT receives upfront premium payments for
granting certain counterparties “put” options to sell gas to ECT and “call”
options to buy gas from ECT at a specified price in the future. As a result of
changes in the natural gas price curves, certain of these options are “out-of-the-

2 The term “swaps” is used in this discussion to refer to all commodity based notional prindpal
contracts (i.e. swaps, caps, floors, and collars) as described in Treas. Reg. Sec. 1.446-3(c)(1).

3 See IRC Section 475(c)(2). IRC Section 475(c)(2)(D) includes interest rate, currency, or equity
notional principal contracts in the definition of a security. However, this subparagraph does not
include commodity based notional principal contracts in the definition of a security.

+ Alternatively, economic performance occurs when the commodity is purchased by ECT in
order for ECT to deliver on its commitments under the contracts.
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money” to ECT. ECTS has assumed certain “out-of-the-money” obligations on
ECT’s options. The assumed obligation exceeds the upfront premium received
by ECT upon granting the options.

The receipt of the cption premiums does not result in immediate taxable income
to ECT. ECT's recognition of gain or loss on these options is deferred until (1)
the option expires unexercised, (2) ECT terminates its obligation by entering into
a closing purchase transaction, (3) the holder disposes of his rights under the
option in a closing sale transaction, or (4) the option is exercised. See Rev. Rul.
78-182, 1978-1 C.B. 265. In the event of the exercise of a call, ECT may recognize
its loss immediately. In the event of the exercise of a put, ECT has no immediate
tax consequences; the cash payment under the put option, reduced by the '
amount of the upfront premium payment received, is the basis of the property
acquired and gain or loss is recognized only when the property acquired is
actually disposed of.

Except for the deferred option premiums, no portion of the “out-of-the-money”
amounts have been taken into account for federal income tax purposes.
Therefore, the option obligations in excess of the deferred premjums have not
yet risen to the level of “liabilities” for purposes of the Internal Revenue Code.

Swaps - ECT has entered into certain swap transactions through the normal
course of.its business. As a result of changes in the natural gas price curves,
certain of these swaps are “out-of-the-money” to ECT. Through the Master
Swap Agreement, ECTS has assumed the “out-of-the-money” obligation on
ECT’s swaps. In some of these transactions ECT has received upfront premium
payments for entering into the swaps. In these cases, ECTS has assumed “out-
of-the-money” obligations in excess of the unamortized upfront premiums.

ECT accounts for its swap transactions under the rules of Treasury Regulation

Section 1.446-3. Accordingly, pursuant to Treasury Regulation _
Sections 1.446-3(d),(e) and (f), ECT’s net deduction for these “out-of-the-money”
swaps for a taxable year is the total of all periodic payments made with respect
to those swaps for the taxable year reduced by the amortization into income of
the upfront premium received on the swaps.

Except for the unamortized deferred swap premiums, no portion of the “out-of-
the-money” amounts have been taken into account for federal income tax
purposes. Therefore, the swap obligations in excess of the unamortized deferred
premiums have not yet risen to the level of “liabilities” for purposes of the

Internal Revenue Code.

Swaptions -A swaption is essentially an option to enter into a swap contract. (See

Treasury Regulation Section 1.446-3(f)(1)). Accordingly, the analysis that applies
to the options should apply to a swaption until it is exercised, sold or terminated
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in a closing transaction, or lapses. If a swaption is exercised, the swap rules
discussed above become applicable.

ECTS assumed ECT’s FPRM contract obligations via an offmarket swap which was
entered into between ECTS and ECT. As previously discussed, ECTS should account
for its payments to ECT under the swaps in accordance with Treasury Regulation
Sections 1.446-3(d) and (e). Accordingly, based on the above discussion, the incidence
of taxation with respect to the FPRM contracts is deferred until some future events,

including the passage of time, occur.

As discussed above, the credit reserve and FPRM contract obligations have not been
taken into account for federal income tax purposes under various applicable provisions
of the Internal Revenue Code, except for the unamortized premiums received on the
options, swaps and swaptions. Accordingly, these obligations in excess of the
unamortized premiums should not be taken into account under IRC Section 358(d)
because they have not yet arisen to the level of "liabilities” for purposes of the Internal
Revenue Code. Thus, the assumption of the credit reserve and FPRM contract
obligations in excess of the unamortized premiums should not be treated as money
received on the exchange and should not reduce ECT's basis in the ECTS voting

preferred stock.

The IRS has seemingly adopted this same reasoning in PLR 9343011 (July 16, 1993)5. In
this ruling, the IRS has held (Holding number 11) that unspecified liabilities (the “Q"
and “R” liabilities) assumed by the transferee corporation pursuant to a Section 351
incorporation “will be excluded in determining the amount of liabilities assumed or to
which the property transferred is subject for purposes of Sections 357(c) and 358(d) of
the Code (Sections 357(c)(3) and 358(d)(2))”. Under the facts of PLR 9343011, an accrual
basis member in a consolidated group of corporations transferred the assets of a
division and stock in other members to a newly incorporated subsidiary in exchange for
stock. As part of this transfer the subsidiary assumed the Q and R liabilities. None of
the Q and R liabilities assumed by the transferee subsidiary had been previously taken
into account for tax purposes by the transferor corporation.

The Service has since formalized its position on this issue in Rev. Rul. 95-74, 1995-2 C.B.
36. In this ruling, the Service held that contingent environmental liabilities that have
not been deducted or capitalized by the transferor and are assumed by the transferee
corporation in an IRC Section 351 incorporation are not liabilities for purposes of IRC
Sections 357(c) and 358(d). The Service also ruled that the liabilities assumed by the
new subsidiary in the ]RC Section 351 exchange are deductible by it as business
expenses under IRC Section 162 or are capital expenditures under IRC Section 263, as

'S Private Letter Rulings (“PLRs”) cannot be used or dited as precedent by any taxpayer other
than the one who requested it. However, PLRs do provide insight into the Internal Revenue
Service’s position on certain issues and can provide substantal authority under Treasury

Regulation Section 1.6662-4(d )(iii)-
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appropriate, under its method of accounting. Under the facts of the ruling, P, an
accrual basis corporation, transferred the assets of a division to a newly incorporated
subsidiary, S, in exchange for all of the stock of S and for S’s assumption of the liabilities
asscciated with the division, including environmental liabilities. P did not undertake
any environmental remediation efforts before the transfer and did not deduct or
capitalize any amount with respect to the contingent environmental liabilities. P had no
plan or intention to dispose of (or have S issue) any S stock at the time of the transfer.

In later years S undertook remediation efforts relating to property transferred in the
IRC Section 351 exchange.

These transactions were intended and were held to qualify as tax-free transfers under
IRC Secticn 351. As stated above, the IRS held that such previously not deducted
liabilities would not reduce the basis of the stock received by the transferor corporation
as provided in Section 358(d). Thus, in applying the holdings in PLR 9343011 and Rev.
Rul. 95-74 to the instant case, the assumption of the previously not deducted credit
reserve and FPRM contract obligations should not reduce ECT’s basis in the ECTS

voting preferred stock. :

Recently, the Service issued a Revenue Ruling in which it held that a short sale
obligation transferred in an IRC Section 351 transaction does give rise to a basis
reduction in the underlying shares. In Revenue Ruling 9545, 1995-1 C.B. 53,
Corporation P entered into a short sale of XYZ securities. P’s broker took XYZ
securities on hand and sold them on P’s behalf for $1000x. P left the cash proceeds with
the broker and was thereafter obligated to deliver identical XYZ securities in the future
to close out the short sale. Prior to the delivery of these securities P contributed its
interest in the cash proceeds from the short sale to the capital of S corporation in a valid
IRC Section 351 transaction. S assumed the obligation of P to deliver the XYZ securities.

The Service held that since the proceeds of the short sale were not taxed to the short
seller but nonetheless created an asset with tax basis, the concurrent obligation of the
short seller to return the borrowed securities was a liability for purposes of determining
basis reduction under IRC Section 358. Thus, the basis that P had in the additional S
stock of $1000x was similarly reduced by $1000x, the amount of the liability assumed by

S to deliver the XYZ securities.

This ruling is distinguishable from the transaction at hand and should not affect the
basis that ECT had in the ECTS voting preferred stock. First, the basis of the short sale
asset was completely dependent on the short sale obligation. The tax basis created in
the short sale asset was entirely a function of the creation of the concurrent liability to
deliver the underlying securities. Here, the credit reserve obligations do not give rise to
any basis and are completely unrelated to the note receivable contributed to ECTS. ECT
has tax basis in the note receivable regardless of the existence of any credit reserve or

FPRM contract obligation.
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Furthermore, unlike a short sale liability, the credit reserve and FFPRM contract
obligations assumed by ECTS are entirely contingent in nature. The amount and
certainty of the credit reserve ana FPRM contract obligations are uncertain and
indeterminate. Short sale liabilities, on the other hand, are fixed and quantifiable in that
the short seller is obligated to return a fixed amount of securities at a future time. The
value of the obligation may fluctuate with market conditions, but the obligation remains
fixed and determinable at any point in time. Thus, because the nature of the short sale
obligations is so different from the credit reserve and FPRM contract obligations, Rev.
Rul. 9545 should be inapplicable to the present transaction.

As discussed above, since the credit reserve and FPRM contract obligations in excess of
the unamortized premiums have not been taken into account for federal income tax
purposes, these obligations should not reduce ECT’s basis in the ECTS voting preferred
stock. However, even if in the unlikely event the IRS were to successfully assert on
audit that the credit reserve and FPRM contract obligations rose to the leve] of
"liabilities" under IRC Section 461 or other provisions of the Internal Revenue Code, the
obligations are the type specifically excluded from IRC Section 358(d). Thus, even if
these obligations theoretically rose to the level of "liabilities," they should not resultin a
basis reduction in the voting preferred stock received in the exchange..

As discussed above, IRC Section 358(d) treats the controlled corporation's assumption
of certain types of liabilities as the receipt of money by the transferor in an IRC
Section 351 transaction. This treatment results in a decreased basis-in the controlled
company's stock received in the transaction. IRC Section 358(a). However, not all
Liabilities fall under this rule. IRC Section 358(d)(2) excludes the liabilities listed under
IRC Section 357(c)(3) from this treatment. IRC Section 357(c)(3) provides:

(3) Certain Liabilities Excluded ~

(A) In General - If a taxpayer transfers, in an exchange to which
Section 351 applies, a liability the payment of which either—

(i) would give rise to a deduction, or
(ii) would be described in Section 736(a),

then, for purposes of paragraph (1), the amount of such
liability shall be excluded in determining the amount of
liabilities assumed or to which the property transferred is
subject.

(B) Exception — Subparagraph (A) shall not apply to any liability to
the extent that the incurrence of the liability resulted in the
. creation of, or an increase in, the basis of any property.
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Thus, even if ECT's credit reserves and FPRM contract liabilities in excess of the
unamortized premiums theoretically rise to the level of "liabilities" under IRC

Section 461 or other provisions of the Internal Revenue Code for all tax purposes, these
obligations should not cause a j in the voting preferred stock if they
would have been deductible when paid by ECT or will be deductible when paid by
ECTS. Additionally, Rev. Rul. 95-74 has expanded the TRC Section 357(c)(3) exception
to include not only liabilities that give rise to deductible items, but also to ljabilities that
give rise to capital expenditures as well.

Therefore, even if the IRS were to successfully assert that certain payments related to
ECT's credit reserves and FPRM contract liabilities gave rise to a capital expenditure
under IRC Section 263 through an apph'cation of INDOPCO Corporation v. Comm., 112
S. Ct 1039 (1992), the exception under IRC Section 357(c)(3) remains applicable. '

To summarize, these credit reserve and FPRM contract obligations in excess of the
unamortized premiums have not been accrued as liabilities under various provisions of
Internal Revenue Code. Therefore, they should not constitute "liabilities” within the
meaning of the Internal Revenue Code and should not decrease ECT's basis in the
voting preferred stock received in the transaction. Alternatively, in the unlikely event
the credit reserve and FPRM contract obligations in excess of the unamortized
premijums assumed by ECTS constitute "iabilities," they should not be liabilities that
decrease ECT's basis in its ECTS voting preferred stock since these obligations should
be deductible (or capitalizable) when paid and, thus, are speciﬁcally excluded under
IRC Section 358(d)(2) and IRC Section 357(c)(3)(A)(i) as interpreted by Rev. Rul. 95-74.

**********

_Based on the arguments discussed above, ECT's tax basis in the voting preferred stock

of ECTS should, more likely than not, equal ECT’s basis in the intercompany notes

contributed to ECTS not reduced by the amount of credit reserve and FPRM contract
obligations in excess of the unamortized premiums assumed by ECTS.
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APPENDIX D

CONSOLIDATED RETURN REGULATIONS

ECT transferred the intercompany notes subject to ECTS’ contractual assumption of
ECT's credit reserve and FPRM contract obligations in exchange for ECTS voting
preferred stock. The value of the intercompany notes is approximately $267.32 million
and the amount of ECT's credit reserve and FPRM contract obligations is approximately
$267.28 million. Therefore, ECT's preferred stock should have nominal fair market
value of $40,000. ECT may later sell the voting preferred stock to management and
certain employees in the treasury and trading groups to provide them with an incentive
to manage liabilities and to allow them to share in the rewards of these liability
reduction efforts. Since the fair market value of ECT’s voting preferred stock is cnly
$40,000 while ECT’s basis in the voting preferred stock should be $235.30 (its basis in
the intercompany note of $267.32 million, reduced by the unamortized premium of
$32.02 million) (see Appendix C for a detailed discussion), ECT should recognize a loss
on the sale of the voting preferred stock. A loss on the sale of the voting preferred stock
of ECTS should not be a duplicated loss within the meaning of Treasury Regulation

Section 1.1502-20(c)(1)(iii).

The consolidated tax return regulations (specifically Treasury Regulation
Section 1.1502-20) generally limit the recognition of loss on the sale or other disposition
of stock of a consolidated group member where a "duplicated loss" exists in that

member.

Treasury Regulation Section 1.1502-20(c)(2)(vi) provides the definition of a duplicated
loss. It states: _

(vi) Duplicated loss. "Duplicated loss" is determined immediately after a
disposition or deconsolidation, and equals the excess (if any) of

(A) The sum of—

(1) The aggregate adjusted basis of the assets of the subsidiary other
than any stock and securities that the subsidiary owns in another

subsidiary, and

(2) Any losses attributable to the subsidiary and carried to the
subsidiary's first taxable year following the disposition or
deconsolidation, and

(3) Any deferred deductions (such as deductions deferred under
Section 469) of the subsidiary, over
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(B) The sum of-
(1) The value of the subsidiary's stock, and
(2) Any liabilities of the subsidiary, and
(3) Any other relevant items.

At the time of the disposition of the voting preferred stock, the only assets that ECTS
has are intercompany accounts receivable and the intercompany notes. The
intercompany notes should be excluded from this computation since, by their terms,

they should qualify as securities.
Subsection (vi)(A)(1)

There are two important parts to the provision in Treasury Regulation Section 1.1502-
20(c)(2)(vi)(A)(1):

1. Another subsidiary; and
2. Security.

The question is what constitutes “another subsidiary.” Treasury Regulation Section
1.1502-1(c) states that “the term ‘subsidiary’ means a corporation other than the
common parent which is a member of such [consolidated] group.” This definition is
unaltered by Treasury Regulation Section 1.1502-20. Thus, it is clear that through the
use of the defined term “subsidiary,” the exception in the above regulation is meant to
apply to the stock and securities of any other member of the consolidated group (other
than the common parent) and not just to a subsidiary of ECTS. Treasury Regulation
Section 1.1502-20 supports this interpretation in the very next clarifying sentence by
stating that “the amounts determined under this paragraph (c)(2)(vi) with respect to a
subsidiary include its allocable share of corresponding amounts with respect to all
Jower tier subsidiaries.” [Emphasis added.] In this sentence, the regulations use the
modifier “all lower tier” to distinguish between any subsidiary of the consolidated
group as compared to a direct subsidiary of the subsidiary whose stock is being sold.
Had the regulations intended to limit the application of Treasury Regulation Section
1.1502-20(c)(2)(vi)(A)(1), the modifier “lower tier” could have been inserted there as
well. Therefore, provided that the security is from another member of the consolidated
group, except the common parent, that security should be excluded from the
computation of a duplicated loss pursuant to Treasury Regulation Section 1.1502-

20(c)2)(vi)(A)(D)-

—

The second part of subsection (vi)(A)(1) requires ECTS to own a “security” in some
consolidated group member (besides the common parent). The term "security" is not
defined anywhere in Treasury Regulation Section 1.1502-20 and, in fact, is not defined
anywhere else in the Internal Revenue Code or regulations. Rather, the definition of
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security has been developed by judicial decisions. The lezading case on whether a debt
obligation constitutes a security is Camp Wolters Enterprises Corporation

v. Commissioner, 22 TC 737 (1954), aff'd, 230 F2d 555 (5th Cir.),

cert. denied, 352 U.S. 826 (1956). In Camp Wolters, the court stated:

The test as to whether notes are securities is not a mechanical
determination of the time period of the note. Though time is an
important factor, the controlling consideration is an overall evaluation
of the nature of the debt, degree of participation and continuing
interest in the business, the extent of proprietary interest compared
with the similarity of the note to cash payment, the purpose of the
advances, etc.

Even though the controlling consideration of whether a note is a security is the "overall
evaluation of the nature of the debt," the length of time to maturity is usually the most
important factor. "Notes with a five-year term or less rarely seem able to qualify as
securities, while a term of 10 years or more ordinarily is sufficient to bring them within
the statute." Bittker and Eustice, Federal Income Taxation of Corporations and
Shareholders, [paragraph 3.04 (6th ed. 1994).]

The intercompany notes should be securities because they give the holder of the notes a
significant degree of participation and continuing interest in the business as required by
Camp Wolters. The notes have 10 year terms with none of the principal payable until
maturity. Clearly, the holder of the notes has a significant continuing interest in the
issuers such that the notes should qualify as securities.

As discussed above, the intercompany notes should qualify as securities. Based on the
facts and assumptions, the only other assets held by ECTS with any adjusted tax basis
should be the intercompany accounts receivable possessing a tax basis of approximately
$4.563 million. Thus, since both the issuers and ECTS are subsidiaries of Enron and
members of Enron's consclidated group, under Treasury Regulation

Section 1.1502-20(c)(2)(vi)(A)(1), the aggregate adjusted basis of the assets of ECTS,
other than the stock and securities that ECTS owns in other subsidiaries (i.e., the
intercompany notes), should be approximately $4.563 million.

Subsections (vi)(A)(2) and (3)

Immediately after the disposition of the voting preferred stock of ECTS by ECT, ECTS
should have no losses attributable to it that will be carried over to its next taxable year
under Treasury Regulation Section 1.1502-20(c)(2)(vi)(A)(2). Although ECTS’
predecessor EGGI had been a going concern for many years, it did not have any losses
attributable to it that can be carried over to its next taxable year after the disposition of
the voting preferred stock. However, if significant credit reserve and FPRM contract
payment activities occur before the sale of any of the voting preferred stock, ECTS must
be reevaluated to determine if there is any loss to be carried over to its next taxable year.
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Currently, since ECTS has interest income from the intercompany notes and, since it is
anticipated that substantial credit reserve and FPRM contract expenditures will not be
incurred for some time, ECTS has no losses attributable to it that will be carried over to
its taxable year under Treasury Regulation Section 1.1502-20(c)(2)(vi)(A)(2).

Immediately after the disposition of the voting preferred stock of ECTS by ECT, ECTS
should not have any deferred deductions under Treasury Regulation

Section 1.1502-20(c)(2)(vi)(A)(3). The term "deferred deduction" is not defined
anywhere in the regulations and the only example given is a deduction deferred under
IRC Section 469. IRC Section 469 limits the amount of passive losses that can be
deducted in any one year. Any passive loss realized in a tax year, but disallowed due
to the passive loss limitations of IRC Section 469, is allowed to be carried over to the
next taxable year. Presumably, a deferred deduction is a deduction or loss that is
realized in a taxable year and would generally be recognized for tax purposes but for
some other limitation in the Internal Revenue Code.

Lerner, Antes, Rosen and Finkelstein, Federal Income Taxation of
Corporation Filing Consolidated Returns, Section 21.02[4] n. 80.2 (1993)
states with regard to deferred deductions:

No other example of "deferred deductions" is provided in the
regulations. Presumably, other comparable items, such as losses
deferred under IRC Section 267(f), at risk losses subject to Section 465,
and excess interest carryovers under Section 163(j), would also be taken
into account under this provision.

Each-of these types of "deferred deductions" are deductions that are realized, but whcse
recognition for tax purposes is deferred. ECTS did not and does not have any of these
kinds of deferred deductions. Clearly, the credit reserve and FPRM contract obligations
assumed by ECTS should not rise to the level of realized deductions, as ECTS should
not be entitled to a deduction until payments are made. See Appendix C for a more
detailed discussion. Thus, ECTS should have no deferred deductions under Treasury

Regulation Section 1.1502- 20(c)(2)(vi)(A)(3).

Thus, the sum of the amounts under Treasury Regulation
Section 1.1502-20(c)(2)(vi)(A)(1), (2) and (3) should be $4.563 million.

Subsections (vi)(B)(1), (2) and (3)

Immediately after the disposition of the voting preferred stock of ECTS by ECT, the
value of that stock under Treasury Regulation Section 1.1502-20(c)(2)(vi)(B)(1) should be
approximately $40,000, the value of the intercompany notes contributed to ECTS in
exchange for the voting preferred stock of $267.32 million reduced by the amount of
ECT's credit reserve and FPRM contract obligations assumed by ECTS of $267.28
million. The value of the common stock retained by ECT should be $4.40 million, the
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net equity of ECTS reduced by the amount of net equity attributable to the voting
preferred stock.

Immediately after the disposition of the voting preferred stock of ECTS by ECT, ECTS
has liabilities for taxes payable of approximately $163,000 and liabilities attributable to
the unamortized premium of $32.02 million under Treasury Regulation

Section 1.1502-20(c)(2)(vi)(B)(2). ECT's credit reserves and FPRM contract obligations
should not rise to the level of liabilities for federal income tax purposes. See
Appendix C for a more detailed discussion of this issue.

Immediately after the disposition of the voting preferred stock of ECTS by ECT, ECTS
should not have "any other relevant items" under Treasury Regulation

Section 1.1502-20(c)(2)(vi)(B)(3). No indication is given as to the meaning of the term
"other relevant items." The preamble to the regulations states that guidance will be
issued in connection with IRC Section 338 and IRC Section 382(h) which use similar
termirology. To date however, no such guidance has been published. It is unlikely
however, that ECTS has any relevant items that would impact a duplicated loss. When
final guidance is issued, this issue may need to be reexamined.

Thus the sum of the amounts under Treasury Regulation _
Section 1.1502-20(c)(2)(vi)(B)(1), (2) and (3) should be $36.623 million.

Since the amount of a duplicated loss is the excess (if any) of the sum of the items under
Treasury Regulation Section 1.1502-20(c)(2)(vi)(A) over the sum of the items listed
under Treasury Regulation Section 1.1502-20(c)(2)(vi)(B), the amount of duplicated loss
on the disposition of the voting preferred stock of ECTS should be zero ($4.563 million

is less than $36.623 million).

LR K R

Thus, based on the clear language of the regulations, a loss on the sale of the voting
preferred stock of ECTS by ECT should, more likely than not, not be a duplicated loss
within the meaning of Treasury Regulation Section 1.1502-20(c)(1)(ii).

Judicial Interpretation of the Consolidated Return Regulations

Despite the conclusion above that the transaction does not produce a duplicated loss,
the Service might try to argue that the transaction, while meeting the technical
requirements of the regulations, is inconsistent with the intent of the consolidated
regulations. However, in situations where taxpayers have relied on provisions in the
consolidated regulations which lead to results which are arguably inconsistent with the
intent of the consclidated regulations, courts have shown some willingness to hold in
favor of the taxpayer since the Treasury, in drafting the regulations, is primarily
responsible for the results dictated by those regulations.
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For instance, in Woods Investment Co. v. Comm’r, 85 T.C. No. 14 (1985), the Tax Court
allowed the taxpayer an effective dcuble depreciation deduction on amounts in a
controlled subsidiary’s assets. The issue in Woods involved a provision in the
Investment Adjustment regulations under Treasury Regulation Section 1.1502-32(b)
which allowed a taxpayer to make negative basis adjustments to the subsidiary’s stock
using only the straight-line depreciation method even if the taxpayer was using
accelerated depreciation on its consolidated return. The IRS contended that allowing
the taxpayer to use accelerated depreciation in computing its consolidated income and
straight-line depreciation to compute the parent’s basis adjustment in the subsidiary’s
stock would in fact allow the taxpayer to achieve a “double deduction.” The Service
argued that this result violated Treasury Regulation Section 1.1016-6(a) which provides
that “[a]djustments must always be made to eliminate double deductions or their

equivalent.”

The court in Woods first noted that Congress gave the Treasury unusually broad power
to promulgate the rules for filing a consolidated return when it enacted IRC Section
1502. The court stated the Service must be held accountable therefore for any adverse
results that might arise due to the construction it chooses in writing these regulations.
The court further noted that if the Treasury is not satisfied with these provisions it can
always act unilaterally to amend the regulations to make them more uniform and
consistent. Since the Treasury had not taken such steps the court did not feel justified
to step in and essentially interfere in what the court labeled a legislative and
administrative matter. Furthermore, the court stated that if it sided with the Treasury
in this instance it would be “opening doors” for the Service every time it was
dissatisfied with the particular wording and construction of the regulations it had

written.

Similarly, in CSI Hvdrostatic Testers, Inc. v. Comm’r, 103 T.C. 398 (1994), a bankrupt
subsidiary in a consolidated group did not include over $4 million dollars of
cancellation of indebtedness (“COD”) income in its taxable income pursuant to IRC
Section 108(a) but did include such an amount in its earnings and profits pursuant to
IRC Section 312(1). Inclusion of the COD income in earnings and profits allowed the
parent to increase its basis in the subsidiary’s stock under Treasury Regulation Section
1.1502-32(b). The IRS argued that the adjustments sought by the taxpayer should be
disallowed because Treasury Regulation Section 1.1502-32(b) did not specifically
mandate the application of IRC Section 312(1) for the inclusion of COD income in
earnings and profits for the consolidated basis adjustment calculation. The Service
further argued, as it had in Woods, that the taxpayer’s position unjustly allowed it to
enjoy double tax benefits from the same transaction.

In holding for the taxpayer, the Tax Court found that the rules concemning the
calculation of earnings and profits contained in IRC Section 312 did apply to the
consolidated regulations in situations where those regulations expressly provide for
adjustments based on an entity’s earnings and profits. Moreover, the court reaffirmed
its holding in Woods Investment Co. v. Comm’r, and stated that the Treasury must be
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held accountable for the construction it chooses for the consolidated regulations. The
court reiterated that the Treasury was free to amend the consolidated regulations if it
felt their application was inconsistent with other provisions in the code and regulatiorns.
(See also Transco Exploration Co. v. Comm’r, 95 T.C. 373 (1990); Walt Disnev Inc. v.
Comm’r, 97 T.C. 221 (1991) (“When the authority to prescribe legislative regulations
exists, this Court is not inclined to interfere if the regulations as written support the
taxpayer’s position.”)). Finally, the court distinguished its holding from its prior
decision in Wyman-Gordon Co. v. Comm’r, infra, a case factually similar to CS], since
the taxpayer there sought to base its position on a Code section enacted subsequent to

the taxable years at issue.

In contrast to Woods and CSI, in Wyman-Gordon Co. v. Comm'r, 89 T.C. 207 (1987), the -
Tax Court held that a taxpayer’s interpretation of an ambiguous provision in the Code
and consolidated regulations viclated the overriding policy behind those regulations.
Specifically, the court rejected the taxpayer’s argument that IRC Section 312()

supported its contention that COD income of an insolvent second-tier subsidiary should
be included in its earnings and profits for purposes of calculating a first-tier subsidiary’s
basis in the second-ter subsidiary’s stock even though the COD income was not
included in the consolidated group’s income. The taxpayer argued that since IRC
Section 312(1) had not been enacted during the tax years at issue it should be allowed to
benefit from the ambiguity in the consolidated regulations created by the absence of

that section.

The court noted that unlike the taxpayer in Woods, the peﬁaner here was not relying
on any express authority within the Code or regulations. The court stated that the
taxpayer could not base its position on IRC Section 312(]) since that statute had not been
passed until after the tax years at issue. Furthermore, the court stated that IRC Section
312Q1) could only be read against the backdrop of the Bankruptcy Tax Act of 1980, of
which it was a part. Since other provisions of this legislation would have resulted in
offsetting negative tax consequences to the taxpayer, IRC § 312(1) could not be
interpreted independent of these other provisions. The court also noted that the
taxpayer’s position viclated the overall purpose of Treasury Regulation Section 1.1502-
32 because that section clearly envisioned increases of stock basis only in situations
where the subsidiary’s earnings and profits increased. Since there was no statutory
authority for such an increase at the time the COD income was realized, the court
disallowed the taxpayer’s earnings and profits calculation.

As in Woceds and CS1, the treatment of the ECTS transaction appears to be clearly
mandated in the Code and the regulations (i.e., any loss recognized by ECT on the
disposition of the preferred stock should not be a “duplicated loss” based on the
unambiguous language provided in the regulations). Furthermore, unlike the situation
in Wyman-Gordon, the treatment of the ECTS transaction does not rest on an
ambiguous inconsistency within the regulations nor does it rely on any pending or
possible legislation. Thus, existing judicial precedent should favor ECT’s interpretation
of the regulation in the absence of other clear authority.
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Anti-Stuffing Rule of Treasury Regulation Section 1.1502-20(e)

Another factor to consider is whether the broad anti-avoidance or more specific anti-
stuffing provisions contained in the loss disallowance regulations might cause the
otherwise recognizable loss on the sale of the preferred stock to be disallowed. Like
other anti-avoidance provisions in the consolidated regulations, Treasury Regulation
Section 1.1502-20(e) states that adjustments are to be made when taxpayers act to avoid
the general purpose of the loss disallowance regulations. The anti-stuffing rule operates
similarly and states that if a transfer of any asset is followed within 2 years by a direct
or indirect dispcsition of a subsidiary’s stock with a view to avoid what otherwise
would have been a disallowed loss on the stock of that subsidiary, the stock basis of the
subsidiary will be reduced, immediately before the disposition, in order to cause
recognition of gain in an amount equal to the loss disallowance. Treasury Regulation
Section 1.1502-20(e)(2).

First, it is doubtful that the anti-avoidance provisions should apply since:

a) There is a legitimate business purpose behind the sale of the preferred stock
(i.e., to offer an additional incentive to the employees to manage liabilities
related to the credit reserves and FPRM contract liabilities);

b) The treatment of the loss is consistent with the specific provisions contained
in the regulations, and

¢) The ECTS transaction is not at all similar to the examples used in the
regulations to illustrate abusive avoidance transactions.

Second, the anti-stuffing rule should not apply since the contribution of the
intercompany notes and the subsequent sale of the preferred shares is not being done to
somehow avoid what otherwise would have been a disallowed loss but for the transfer
of the assets. The basic anti-stuffing example involves a situation where a built-in gain
asset is contributed to a subsidiary which otherwise would be sold at a loss. The
contribution of the built-in gain asset reduces or eliminates the loss on the stock sale
and thus acts to avoid the application of the loss disallowance regulations. In ECTS’
situation, the notes which are contributed are not built-in gain assets, and the
contribution does not act to net gain with an otherwise disallowed loss. Instead, the
notes are contributed to provide funds for the operations of ECTS, an existing
subsidiary, in its undertaking of the credit reserve and FPRM contract liability
management business. It is unlikely that the anti-stuffing rules were meant to apply to
capital contributions made for a corporation’s operations. Therefore, the anti-stuffing
rule should not apply to the ECTS transaction.
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Intercompany Transaction Regulations of Treasury Regulation Section 1.1502-13

Background and Basic Operatirg Rules

The Intercompany Transaction Regulations generally provide rules for taking into
account items of income, deduction, gain, and loss of members from intercompany
transactions. The purpose of these regulations is to provide rules to “clearly reflect the
taxable income (and tax liability) of the group as a whole by preventing intercompany
transactions from creating, accelerating, avoiding, or deferring consolidated taxable
income (or consolidated tax liability).” Treasury Regulation Section 1.1502-13(a)(1). The
regulations attempt to achieve this objective by adopting a single-entity approach to
transactions between members of a group in which an “intercompany transaction” is
treated as though the transaction occurred between divisions of a single entity. In this
way, the basic cperating rules of the regulations affect the iming, character, source, and
other attributes of intercompany income, expense, gain and/or loss and their
corresponding items. Treasury Regulation Section 1.1502-13(a)(2).

An “intercompany transaction” is defined as “a transaction between corporations that
are members of the same consolidated group immediately after the transaction.”
Treasury Regulation Section 1.1502-13(b)(1)(i). As discussed in more detail below, the
basic operational rules in the regulations are the matching rule and the acceleration rule.

The transaction described in Appendix A involves two basic steps: (1) ECT’s
contribution of assets subject to certain liabilities to ECTS in exchange for voting
preferred shares, and (2) the sale of the preferred shares to individuals that are engaged
in the liability management function. To determine whether the basic operational rules
of the regulations affect either step in the transaction, it is necessary to first determine
the tax consequences of the various elements of each step under separate return rules.

In the first step, ECT contributes intercompany notes receivable (“security”) from
another member of the consolidated group to ECTS subject to certain contingent
liabilities of ECT in exchange for voting preferred shares of ECTS. This step of the
transaction should qualify as a tax-free exchange under IRC Section 351. Since ECTS
receives solely preferred stock in the exchange, IRC Section 351 provides that no gain or
loss will be recognized by ECT in the transaction. In addition, under IRC Section 358,
ECT’s basis in the preferred shares is equal to ECT’s basis in the security and will not be
reduced by the contingent liabilities that are assumed. In the second step, ECT sells the
preferred shares to a third party for an amount of cash equal to the fair market value of
the shares, which is generally equal to the excess of the face amount of the security over
the expected cost of satisfying the contingent liabilities. As a result, ECT realizes a
capital loss on the sale of the stock generally equal to the amount of the contingent
liabilities. After the sale of the preferred shares, ECT S remains a member of the
consolidated group and uses the proceeds of the security to fund its future credit and
FPRM contract expenses. The basis for these conclusions regarding the separate return
tax consequences are set out in detail in Appendices Band C.
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To analyze whether the basic operational rules of the Intercompany Transaction
Regulations modify these conclusions, one must first determine whether either step in
the transaction is an intercompany transaction. Since ECT's transfer of the security to
ECTS is a transaction between two corporations that are members of the same
consolidated group immediately after the transaction, this step is an intercompany
transaction. This conclusion is confirmed by Example 3 in section 1.1502-13(c)(7)(ii) of
the regulations. - This example provides that:

Example 3. Intercompany section 351 Transfer. (a) Facts. S holds land with a
$70 basis and a $100 fair market value for sale to customers in the ordinary
course of business. On January 1 of Year 1, S transfers the land to B in exchange -
for all of the stock of B in a transaction to which IRC Section 351 applies. S has
no gain or loss under section 351(a), and its basis in the B stock is $70 under IRC
Section 358. Under IRC Section 362, B’s basis in the land is $70. B holds the land
for investment. On July 1 of Year 3, B sells the land to X for $100. Assume that
if S and B were divisions of a single corporation, B’s gain from the sale would be

" ordinary income because of S's activities.

(b) Timing and Attributes. S's transfer to B is an intercompany. transaction. S is
treated as transferring the land in exchange for B’s stock even though, as
divisions, S could not own stock of B. S has no intercompany item, but B’s $30
gain from its sale of the ]and to X is a “corresponding item” because the iand
was acquired in an intercompany transaction. B’s $30 gain is ordinary income
that is taken into account under B’s method of accounting.

This example also illustrates the application of the basic operational rules to an intra-
group IRC Section 351 transaction. As in the example, if ECT receives no boot in the
transfer of property to ECTS in an IRC Section 351 transaction, ECT will have no
"intercompany items" with respect to that transaction. Without intercompany items, the
basic operational rules of the Intercompany Transaction Regulations will have no effect
on the tax consequences to ECT from the ECTS transaction because the two operational
rules apply to ECT only to the extent it has intercompany items (see Treasury
Regulation Section 1.1502-13(c) and Treasury Regulation Section 1.1502-13(d)).
Therefore, although ECT's contribution of the security to ECTS is an intercompany
transaction, the basic operational rules of the Intercompany Transaction Regulations do
not alter ECT's tax consequences relating to such transfer. The next step of the
transaction, ECT's sale of its preferred shares to third parties, is not an intercompany
transaction because it is not between two members of the same consolidated group.
Therefore, the basic operational rules of the Intercompany Transaction Regulations do
not affect ECT's tax treatment on the sale of the preferred shares to managers of the
credit reserve and FPRM contract liabilities. Consequently, the basic operational rules
are inapplicable and the Intercompany Transaction Regulations will not affect ECT's tax
consequences unless the anti-avoidance rule described below applies.
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The Anti-Avoidance Rule

In General

The Intercompany Transaction Regulations contain a general anti-avoidance rule that
provides that. "if a transaction is engaged in or structured with a principal purpose to
avoid the purposes of the section (including treatment as an intercompany transaction),
adjustments must be made to carry out the purposes of the section.! As described
above, section 1.1502-13(a)(1) of the regulations provides that the purposes of the
section are "to provide rules to clearly reflect the taxable income (and tax liability) of the
group as a whole by preventing intercompany transactions from creating, accelerating,
avoiding, or deferring consolidated taxable income (or consolidated tax liability)." The
preamble of the regulations states that the Treasury and the Service believed that the
anti-avoidance rule is necessary to prevent transactions that are designed to achieve
results that are inconsistent with the purpcses of the regulations. The preamble goes on
to say that routine intercompany transactions undertaken for legitimate business
reasons will be unaffected by the anti-avoidance rules. The application of the anti-
avoidance rule is illustrated by four examples:

The SRLY Example

The first example deals with a situation where one member has a gain asset and another
member has net operating loss carryforwards_("NOLs") from separate return limitation
year rules ("SRLYs") that are subject to limitation under Treasury Regulation Section
1.1502-21(c). In the example, the member owning the gain asset, while remaining in
existence, shifts its gain to the member with the SRLY NOL. Under the anti-avoidance
rules, however, the SRLY member is precluded from using its SRLY loss to offset the

gain.2

The specific facts of the example are as follows. S owns land with a $10 basis and $100
value. B has SRLY NOLs. Pursuant to a plan to absorb the losses without limitation by
the SRLY rules, S transfers the land to an unrelated partnership in exchange for a 10%
interest in the capital and profits of the partnership. The partnership does not have an
IRC Section 754 election in effect. S sells its partnership interest to B for $100. In the
following year, the partnership sells the land to X for $100. Because the partnership
does not have an IRC Section 754 election in effect, its $10 basis in the land does not
reflect B's $100 basis in the partnership interest. Under IRC Section 704(c), the
partnership's $90 built-in gain is allocated to B, and B's basis in the partnership interest
increases to $190. In a later year, B sells the partnership interest to a nonmember for
$100. As a result, the hoped-for result is that B can use its SRLY NOLs to offset the gain
from the partnership's sale of the asset (S and B would also have offsetting gain and loss

! Treasury Regulation Section 1.1502-13(h)(1).

? Treasury Regulation Section 1.1502-13(h)(2), Example 1.
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on the partnership interest). The regulations provide that, under the anti-avoidance
rule, the partnership's $90 built-in gain allocated to B will not increase B's SRLY

limitation.

A few observations about this example are important. First, an intercompany
transaction was used as part of the transaction (i.e., S's sale of the partnership interest to
B) that resulted in a reduction of consolidated tax liability. Second, the hoped-for result
in this situation could not have been achieved without filing consolidated returns
because a necessary element of the result is the ability to move the gain inherent in the
land from S to B while deferring S's gain and offsetting it with B's loss on the sale of the
partnership interest. 1f S and B were not joining in filing a consolidated return, S's gain
would not have been deferred and B's loss could not have been used to offset S's gain.
Finally, the result in the example overrides another provision of the consolidated return
rules (i.e., the SRLY rules) rather than a statutory provision.

The Transitorv Intercompanv Transaction Example

In the second anti-avoidance example, the Service disregards a transitory intercompany
transaction that is consummated for a principal purpose of invoking provisions of the
Intercompany Transaction Regulations that would generate a tax deduction. The facts

of the example are as follows:

P historically has owned 70% of X's stock and the remaining 30% is owned by unrelated
shareholders. S has borrowed $100 from X. The P group has substantial net operating
loss carryovers, and the fair market value of S's note falls to $70 due to an increase in
prevailing market interest rates. X is not permitted under IRC Section 166(a)(2) to take
into account a $30 loss with respect to the note. Pursuant to a plan to permit X to take
into account its $30 loss without disposing of the note, P acquires an additional 10% of
X's stock, causing X to become a member, and P subsequently resells the 10% interest.
In this situation, Treasury Regulation Section 1.1502-13(g)(4) would ordinarily permit X
to take into account its $30 loss as a result of the note becoming an intercompany
obligation, and would cause S to take into account $30 of discharge of indebtedness
income. The example, however, concludes that the transitory status of S's indebtedness
to X as an intercompany obligation is structured with a principal purpose to accelerate
the recognition of X's loss and, therefore, S's note is treated as not becoming an

intercompany obligation.

Like the previous example, an intercompany transaction was used as part of the
transaction (i.e., the deemed satisfaction and reissuance of X's note when it enters S's
group). Here, however, the result is an acceleration (i.e., only the timing) of X's
deduction, not the consolidated group's tax liability. In fact, the consolidated group
suffers a reduction in its NOLs. Like the SRLY Example, however, the hoped-for result
in this situation could not have been achieved without filing consolidated returns
because a necessary element of the result is use of the deemed satisfaction-reissuance
rule in section 1.1502-13(g)(4) of the regulations. Finally, the result in the example
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overrides a provision of the Intercompany Transaction Regulations, not a statutory
provision.

Corporate Mixing Bowl Example

The third example involves the use of the consolidated return regulations to dispose of
an asset without recognizing gain. The facts of the example are as follows:

M1 and M2 are subsidiaries of P. M1 operates a business on land it leases from M2, and
the land is M2's only asset. P intends to dispose of the M1 business, as well as the land
owned by M2. P's basis in the M1 stock is equal to the stock's fair market value. M2's
land has a value of $20 and a basis of $0 and P has a $0 basis in the stock of M2. In Year
1, with a principal purpose of avoiding gain from the sale of the land, M1 and M2 form
corporation T. M1 contributes cash in exchange for 80 percent of the T stock and M2
contributes the land in exchange for the remaining 20 percent of the stock. InYear3, T
liquidates, distributing $20 cash to M2 and the land (plus $60 cash) to M1. Under
Treasury Regulation Section 1.1502-34, IRC Section 332 protects both M1 and M2 from
gain. In addition, under IRC Section 337, T recognizes no gain or loss from its
liquidating distribution of the land to M1 (since M1 owns &0 percent of the stock of T).
In Year 4, P sells all of the stock of M1 (which now includes the land) to X, an unrelated
party, and liquidates M2. The example concludes that because a principal purpose of
the formation and liquidation of T was to avoid gain from the sale of M2's land, M2
must take into account $20 of gain when the M1 stock is sold to X.

In this situation, several intercompany transactions were used as part of the transaction
(i.e., formation of T and liquidation of T) to reduce consclidated tax liability. However,
the effect of this series of transactions is to avoid what in substance would have been an
intercompany transaction -- the sale of the land from M2 to M1. Second, the hoped-for
result in this situation could not have been achieved without filing consolidated returns
because a necessary element of the result is the aggregation of members' interest in a
liquidating corporation for purposes of applying IRC Section 332. See Treasury
Regulation Section 1.1502-34. Finally, although the result in the example might be
viewed as overriding a statutory provision (i.e., IRC Sections 1001 and 1012), the result
seems to be based not on overruling the Code but treating the series of transactions
according to their economic substance — an intercompany sale of the land from M2 to

M1

Partnership Mixing Bowl Example

The fourth example of the anti-avoidance rule involves a situation where a partnership
involving members of a consolidated group is used to shift basis from land to an IRC
Section 197 amortizable intangible. The facts of the example are as follows:

M1 owns a self<created intangible asset with a 30 basis and a fair market value of $100.
M2 owns land with a basis of $100 and a fair market value of $100. In Year 1, with a
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principal purpese of creating basis in the intangible asset (which would be eligible for
amortization under IRC Section 197), M1 and M2 form partnership PRS; M1 contributes
the intangible asset and M2 ccntributes the land. X, an unrelated person, contributes
cash to PRS in exchange for 2 substantial interest in the partnership. PRS uses the
contributed assets in legitimate business activities. Five years and six months later, PRS
liquidates, distributing the land to M1, the intangible to M2, and cash to X. The group
reports no gain under IRC Sections 707(a)(2)(B) and 737(a) and claims that M2's basis in
the intangible asset is $100 under IRC Section 732 and that the asset is eligible for
amortization under IRC Section 197. The example concludes that a principal purpose of
the formation and liquidation of PRS was to create additional amortization without an
offsetting increase in consolidated taxable income by avoiding treatment as an
intercompany transaction and, therefore, "appropriate adjustments must be made."

In this situation, no intercompany transactions were involved. However, the effect of
the series of transactions was to avoid what in substance would have been an
intercompany transaction — the exchange of M2's land for M1's intangible asset. The
hoped-for result in this situation is the deferral of consolidated taxable income. Second,
unlike all of the other examples illustrating the application of this provision, the hoped-
for result in this situation could have been achieved without filing consolidated returns.
Finally, the result in the example might be viewed as overriding two statutory
provisions (i.e., IRC Sections 707 and 737). However, the result seems to be based in
substantial part on treating the series of transactions according to their economic
substance — an intercompany exchange of land for an intangible asset. —

Sale and Leaseback Example

The final example of the anti-avoidance rule is the only favorable example in this
section. The facts are as follows:

S operates a factory with a $70 basis and $100 value, and has loss carryovers from
SRLYs. Pursuant to a plan to take into account the $30 unrealized gain while
continuing to operate the factory, S sells the factory to X for $100 and leases it back on a
long-term basis. In the transaction, a substantial interest in the factory is transferred to
X. The sale and leaseback are not recharacterized under general principles of federal
income tax law. As a result of S's sale to X, the $30 gain is taken into account and
increases S's SRLY limitation. The example concludes that, although S's sale was
pursuant to a plan to accelerate the $30 gain, it is not subject to adjustment under the
anti-avoidance rule because the sale is not treated as engaged in or structured with a
principal purpose to avoid the purposes of the intercompany transaction regulations.
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Apvplication of Anti-Avoidance Rule to ECTS Transaction

Principles to be Derived From the Examples

The above-described examples illustrate several limiting principles that the Service will
use in applying this anti-avoidance rule. The first principle seems to be that the anti-
abuse rule may be applied where an intercompany transaction is part of the overall
transaction (e.g., the SRLY Example) or where the substance of the transaction involves
an intercompany transaction (e.g., Corporate and Partnership Mixing Bowl Examples).
In addition, the anti-abuse rule may apply where the transaction is structured as an
intercompany transaction but in substance is not an intercompany transaction (e.g., the
Transitory Intercompany Transaction Example). The ECTS transaction would not
escape the anti-abuse rule under this principle because the intercompany transaction in
this situation (i.e., the IRC Section 351 transfer to ECTS) is a necessary element to the tax

loss realized by ECT.

The second principle is that the anti-abuse rule may be applied where consolidated
taxable income is avoided (e.g., the SRLY and Corporate Mixing Bowl Examples) or
deferred (e.g., the Transitory Intercompany Transaction and Partnership Mixing Bowl]
Examples). Therefore, the ECTS transaction, would not escape the anti-abuse rule

under this principle.

The third principle is that the anti-abuse rule would seem to apply only in situations
where either consolidated return rules are used (e.g., the SRLY, Corporate Mixing Bowl,
and Transitory Intercompany Transaction Examples) or avoided (e.g., the Partnership
Mixing Bowl Example involves a situation where a partnership is used to avoid
treatment as an intercompany transaction) to achieve an untoward tax advantage. In
the ECTS transaction, consolidated return rules are not used to achieve a tax benefit; the
tax consequences of this transaction are not dependent on the Intercompany
Transaction Regulations or any other consolidated return regulations. The results are
dictated by statutory rules of Subchapter C of the Code (e.g., IRC Sections 351, 358, 361,
362). In addition, consolidated return rules are not avoided in the ECTS transaction;
such rules are applied according to their express terms. Furthermore, the transaction is
not properly viewed as, in substance, anything different than its form. In other words,
the tax consequences that obtain in the ECTS transaction (i.e., ECT's loss on the sale of
the preferred shares) would be the same if the corporations did not file a consolidated
return. Therefore, based on the use of this principle, the ECTS transaction would not be
subject to the anti-avoidance rule of the Intercompany Transaction Regulations.

The fourth principle is that the anti-abuse rule will not alter tax consequences that are
provided by the Internal Revenue Code. In particular, every example other than the
Partnership Mixing Bowl Example involves a situation where the anti-abuse rule is
overriding a consolidated return provision; the SRLY Example overrides the SRLY
rules, the Transitory Intercompany Transaction Example overrides the deemed
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satisfaction-reissuance rule in Treasury Regulation Section 1.1502-13(g)(4), the
Corporate Mixing Bowl example overrides the stock aggregation rule in Treasury
Regulation Section 1.1502-34. The only exception to this principle is the Partnership
Mixing Bowl Example, which seems to overrule IRC Sections 707 and 737. However,
this example is more properly viewed as recasting a series of transactions in accordance
with their economic substance rather than overriding statutory provisions. Applying
this principle to the ECTS transaction, the anti-avoidance rule should not apply because,
as discussed above, the tax consequences of this transaction are governed by provisions
of the Internal Revenue Code, not by the consolidated return regulations.

Additional Reasons Support the Taxpaver's Conclusions

Without deriving scme limiting principles from the examples illustrating the
application of the anti-avoidance rule, there is a substantial risk that the anti-avoidance
rule will apply to the ECTS transaction. If so, the appropriate adjustment would almost
certainly be a reduction in ECT's basis in its preferred shaves prior to the sale of such

shares.

The reason for this conclusion is that, in order for the literal language of the anti-
avoidance rule to apply, the Service or a court need only find that a transaction (not
necessarily an intercompany transaction) has 2 principal purpoese of using an
intercompany transaction to create, accelerate, avoid, or defer consolidated taxable
income (or consolidated tax liability). Therefore, if a principal purpose of the ECTS
transaction is to recognize a loss on the sale of the preferred shares and the anti-abuse
rule applies according to its literal language, the ECTS transaction would be subject to
"appropriate adjustments.”

As discussed above, however, the examples described above illustrate that the Service
does not intend to apply the anti-avoidance rule according to its literal language. This
is also buttressed by the statement in the preamble that routine intercompany
transactions undertaken for legitimate business reasons will be unaffected by the anti-
avoidance rules. In addition, it is our understanding that government officials have
reinforced this conclusion further by frequently suggesting that this rule does not affect
standard SRLY planning techniques such as merging a member with SRLY losses into a
profitable member. '

It is important to note several additional arguments that support the conclusion that the
anti-avoidance rule does not apply to the ECTS transaction. First, as described above,
the ECTS transaction is motivated by numerous substantial business purposes. ECTS is
capitalized with notes used to fund the credit reserve and FPRM contract management
activity assumed by it. The consideration issued is stock in ECTS in order to provide
the holders with highly negotiated equity and voting terms so that the holders are true
owners and participants in the activity as opposed to passive investors or mere
employees. As a result, we would argue that a reduction or deferral of consolidated tax
liability is not a principal purpose of the ECTS transaction. At this time, however, there
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is no guidance on the meaning of "a principal purpose.” Therefore, it is unclear whether
this argument would be successful.

Second, it can also be argued that, if the ECTS transaction is not affected by the anti-
avoidance provisions in the loss disallowance rules (Treasury Regulation Section 1.1502-
20(e)), the anti-avoidance rule in the Intercompany Transaction Regulations should be
inapplicable. It is a well settled principle of statutory and regulatory interpretation that
the specific must control over the general. In this situation, the anti-avoidance rule in =
the loss disallowance rules is more specific to the ECTS transaction than the anti-
avoidance rule in the Intercompany Transaction Regulations. As discussed above,
however, we believe that the loss disallowance rules should not disallow ECT’s loss on
the sale of the preferred shares. This conclusion is based in part on the fact that the loss .
disallowance rules are applied in full to the ECTS transaction and the loss that ECT
incurs is allowed under the express terms of those rules (i.e., the formula in section
1.1502-20(c) of the regulations). Therefore, the loss disallowance rules and their
purposes are not avoided in the ECTS transaction but rather are applied to their full
extent. As a result, the anti-avoidance rule in the Intercompany Transaction
Regulations should not disallow a loss on the sale of stock of a member if such loss
would be allowed by the loss disallowance rules. In other words, the loss disallowance
rules provide the circumstances where the Service believes that consolidated groups
should be permitted and denied losses on the sale of stock in members and the anti-
avoidance rule in the Intercompany Transaction Regulations should not alter that

treatment.

Finally, to the extent that the Service attempts to apply the anti-avoidance rules in the
Intercompany Transaction Regulations without the limiting principles described above,
such application will exceed the Service's authority under IRC Section 1502 and would
be declared invalid by the courts. There are several situations in which the courts have
recently declared the Service's legislative regulations invalid. In addition, the courts
have declared consolidated return regulations invalid in a number of circumstances.
These situations are analogous to the present situation and would provide ECT with
substantial arguments that the application of the anti-avoidance rule to the ECTS
transaction is an invalid exercise of the Service's regulatory authority.

A recent court decision is worthy of note. In RLC Industries v. Commissioner, 95-2
USTC 50,328 (Sth Cir., 1995), the court declared invalid section 1.611-3(d)(5) of the
regulations. This provision was promulgated pursuant to legislative regulatory power
to provide rules for determining a reasonable allowance for the depletion of timber. In
exercising this authority, the Service issued regulations that defined the units or blocks
that were to be used to calculate depletion deductions. In addition, the Service
provided in its regulations that: "For good and substantial reasons satisfactory to the
district director, or as required by the district director on audit, the timber or the land
accounts may be readjusted by dividing individual accounts, by combining two or more
accounts, or by dividing and recombining accounts.” The court declared this regulation
invalid because such regulation was inconsistent with the rulemaking authority granted
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the Service in IRC Section 611 in that the regulation attempted to vest in the Service the
overriding power to decide the reasonableness of a particular taxpayer's timber
depletion allowance and "eviscerate[d] the fundamental distinction that is deeply
embedded in administrative law between quasi-legislative and quasi-judicial power."
Because the court found the regulation to be an attempt to vest quasi-judicial power in
the Service and the regulatory authority to vest only quasi-legislative power in the
Service, the court found the regulation to go beyond the Service's authority as it was
granted in IRC Section 611.

In some ways, the anti-abuse rule in the Intercompany Transaction Regulations is
similar to the regulations promulgated under IRC Section 611; both attempt to retain for
the Service the ability to change the tax consequences of a transaction on a case-by-case
basis. This is properly viewed as quasi-judicial power that not granted the Service in
IRC Section 611 or IRC Secticn 1502 (compare IRC Section 166(2)(2)).

Applying this reasoning to our situation, IRC Section 1502 does not grant the Service
the authority to overrule statutory provisions. Since the tax consequences of the ECTS
transaction are dependent solely on the statutory rules governing IRC Section 351
transactions, if the Service applies the anti-abuse rule according to its literal language
and thereby overrides statutory provisions, the Service has exceed its authority as
granted in IRC Section 1502 ("to prescribe regulations as may be necessary in order that
the tax liability of any affiliated group of corporations making a consolidated return . ..
. may be returned, determined .. ..) —_

Finally, the courts have also declared certain consolidated return regulations invalid in
situations where the Service went beyond its statutory mandate. See for example,
American Standard, Inc v. U.S., 602 F.2d 256 (Ct Cl., 1979) ("[T}he statute does not
authorize the Secretary to choose a method that imposes a tax on income that would not
otherwise be taxed.") and Comm’r v. General Machinery Corporation, 95 F.2d 759 (6th
Cir., 1938) (taxpayers are not required to surrender any part of the statutory privilege as
a condition to filing a consolidated return).

IR IR IR R K I )
For the reasons described above, it is more likely than not that, in the ECTS transaction,

the loss claimed by the consolidated group on the sale of the preferred shares will not
be disallowed by the Intercompany Transaction Regulations.
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Summary

Based on the arguments discussed above, a loss on the sale of the preferred stock of
ECTS by ECT should, more likely than not, not be a duplicated loss within the meaning
of Treasury Regulation Section 1.1502-20(c)(1)(iii), not be disallowed under the anti-
avoidance or anti-stuffing rules of Treasury Regulation Section 1.1502-20(e), and not be
disallowed under the intercompany transaction rules of Treasury Regulation Section

1.1502-13.
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APPENDIX E

ACQUISITION MADE TO EVADE OR AVOID INCOME TAX

ECT’s contribution of the intercompany notes to ECTS in exchange for all of the voting
preferred stock of ECTS should, more likely than not, not constitute an acquisition made to
evade or avoid income tax within the meaning of IRC Section 269. '

ECT will transfer $267.32 million of intercompany notes receivable, subject to a contractual
assumption of $267.28 million of ECT's credit reserve and FPRM contract obligations. In
exchange, ECT will receive 100 percent of the voting preferred stock in ECTS.

This transaction raises the issue whether ECT’s contribution of the intercompany notes to ECTS
in exchange for all of the voting preferred stock of ECTS is an acquisition made to evade or
avoid income tax within the meaning of IRC Section 269.

IRC Section 269(a) states:
(a) In general — If—

(1) any person or persons acquire, or acquired on or after October 8, 1940,
directly or indirectly, control of a corporation, or

(2) any corporation acquires, or acquired on or after October 8, 1940, directly
or indirectly, property of another corporation, not controlled, directly or
indirectly, immediately before such acquisition, by such acquiring
corporation or its stockholders, the basis of which property, in the hands
of the acquiring corporation, is determined by reference to the basis in
the hands of the transfer corporation, '

and the principal purpose for which such acquisition was made is
evasion or avoidance of Federal income tax by securing the benefit of a
deduction, credit, or other allowance which such person or corporation
would not otherwise enjoy, then the Secretary may disallow such
deduction, credit, or other allowance. For purposes of paragraphs (1)
and (2), control means the ownership of stock possessing at least

50 percent of the total combined voting power of all classes of stock
entitled to vote or at least 50 percent of the total value of shares of all

classes of stock of the corporation.

ECTS was "acquired” as that term is used in IRC Section 269(a)(1) when ECT subscribed to all
of the common stock of its predecessor, EGGI. The principal purpose of acquiring EGGI/ECTS
at that time was not tax avoidance. For IRC Section 269(a)(1) to apply, the

principal purpose of the acquisition must be the evasion or avoidance of federal income tax by
securing the benefit of a deduction, credit or allowance which the acquiring corporation would
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not otherwise enjoy. ECT's principal purpose in acquiring ECTS is determined at the time
ECTS was formed and ECT received all of its common stock, not when ECT received the voting
preferred stock. The voting preferred stock will represent less than 20 percent of the vote and
value of ECTS. Therefore, ECT will not acquire control of ECTS within the meaning of IRC
Section 269(a)(1) when it obtains the voting preferred stock, since ECT controlled ECTS from its
inception and continued to control ECTS at all times thereafter.

In The Challenger Corporation v. Commissioner, 23 TCM 2096 (1964), the taxpayer transferred
property to two dormant corporations that it controlled. The Commissioner argued that the
revival of dormant corporations was the equivalent of the "acquisition" of the corporation
under IRC Section 269(a)(1) and that the taxpayer should not be entitled to multiple surtax
exemptions. The court disagreed with the Commissioner and stated:

Section 269(a)(1) requires acquisition of "control," not acquisition of the
corporation. Congress undertook to define "control" for these purposes in terms
of stock ownership. [citation omitted]. The revival of a2 dormant corporation
does not constitute the acquisition of ownership of stock.

IRC Section 269 is essentially a reenactment of Section 129 of the Internal Revenue Code of
1939, added by Section 128 of the Revenue Act of 1943. The Senate Finance Committee Report

stated (S. Rep. No. 627, 78th Cong., 1st Sess., 1943, p. 60):

Control once acquired could not be again acquired, unless the group was in
some way broken. A mere shift in the form of control — from direct to indirect,
from indirect to direct, or from one form of indirect to another form of indirect —
cannot, therefore, amount to acquisition of control within the meaning of

(Section 269).

ECT acquired control of ECTS when it subscribed to all of the common stock of its predecessor,
EGGI. It acquired EGGI/ECTS for nontax purposes. ECT controlled EGGI/ECTS at its
formation and that control has continued unbroken at all times since. Most importantly,
EGGI/ECTS has continued to be an ongoing operating business since its inception in 1985.
Therefore, it is clear under the rationale of The Challenger Corporation case that when ECT
exchanged the intercompany notes, subject to the credit reserve and FPRM contract obligations
for all the voting preferred stock of ECTS, it was not acquiring control of ECTS under IRC

Section 269(a)(1).

Even if ECT acquired control of ECTS under IRC Section 269(a)(1) at the time it acquired all the
voting preferred stock of ECTS, the principal purpose of the acquisition was not the evasion or
avoidance of federa] income tax.

IRC Section 269 provides for the disallowance of deductions and other tax benefits when tax
avoidance is the principal purpose for acquisition of control of a corporation or for certain
transfers from one corporation to another. A corporation'’s principal purpose in acquiring
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another corporation's stock or assets is tax avoidance if it "exceeds the importance of any other
purpose.” Treasury Regulation Section 1.269-3(a).

As stated above, ECT has represented that the principal purpose of ECTS was not the evasion
or avoidance of income tax. The business purposes for which ECTS was formed include, but

are not limited to:

- to consolidate ECT's selected credit reserve and FPRM contract liability management
activities in one subsidiary,

- to better control the administrative costs and expected losses associated with in-the-
money contracts, and

- to offer management and certain employees associated with the credit reserve and
FPRM contract management function an incentive to control these costs and to share in -

the cost savings.

IRC Section 269(a)(2) is not applicable to this transaction. IRC Section 269(a)(2) only applies to
the acquisition of property by the transferee corporation (i.e., ECTS) where the principal
purpose is to secure a deduction, etc., by the transferee corporation which it would not
otherwise enjoy. Here, the loss at issue is a loss by the transferor (ECT) and not the transferee

(ECTS).

Treasury Regulation Section 1.269-3(c) clarifies that IRC Secam 269(a)(2) only applies to the
transferee corporation. IRC Section 269(a)(2) applies in transactions where there is a transfer of
built-in loss property for the purpose of recognizing the loss at the transferee corporation, and
transactions where there is a transfer of built-in gain property to a transferee with losses
otherwise unavailable to the transferor so that the transferee may recognize the gain and utilize
its losses. ECT’s contribution of the intercompany notes is not similar to either of these

transactions, and IRC Section 269(a)(2) does not apply.

LR X BN R R BN

Based on the arguments discussed above, ECT’s contribution of the intercompany notes to
ECTS in exchange for all of the voting preferred stock of ECTS should, more likely than not,
not be an acquisition made to evade or avoid income tax within the meaning of IRC

Section 269.
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ATTORNEYS AT LAW
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BRUSSELS A REGISTERED LIMITED LIABILITY PARTNERSHIP
HOUSTON INCLUDING PROFESSIONAL CORPORATIONS
LONDON
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SUITE 4100

PHILADELPHIA DALLAS, TEXAS 752014675
SAN ANTONIO (214) 969-2800
WASHINGTON FAX (214) 9694343

December 16, 1997

PRIVILEGED ATTORNEY
CLIENT COMMUNICATION

R. Davis Maxey, Esq.

Enron Corporation

1400 Smith Street, EB-4627
Houston, Texas 77002-7361

Dear Dave:

You have requested our opinion as to certain federal income tax consequences of
the transaction summarized in this paragraph (the “Transaction”) in which various subsidiaries of
Enron Corp. (the “Company”), Bankers Trust (Delaware) (“BTDel”), and Bankers Trust
Company (“BTCo”) (BTDel and BTCo, collectively the “BT Entities”) have contributed certain
assets to ECT Investing Partners, L.P. (“ECT”), a newly-formed Delaware limited partnership
that will elect to be classified as a corporation for federal income tax purposes, in exchange for
all of the general and limited partnership interests in ECT.

In preparing our opinion, we have examined such documents related to the
Transaction as we deemed necessary and have assumed that they represent the true, accurate, and
entire agreement of the parties with respect to the matters described therein, that they have been
and will be respected by the parties as such, and that the parties will act in accordance with the
form of such documents. Further, we have relied upon your representation that you have
reviewed the factual matters set forth herein and that such factual matters are correct. In the
event that the factual matters so relied upon are incorrect, our opinion could change.

Except as explicitly set forth herein, we express no opinion as to the tax
consequences, whether federal, state, local, or foreign, of the Transaction to any party.
EC2 000033867
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1. FACTS
A. The Transaction

The Certificate of Limited Partnership of ECT was filed with the Secretary of
State of the State of Delaware and the Agreement of Limited Partnership of ECT was signed on
October 27, 1997. Such Agreement of Limited Partnership admitted only ECT Investing Corp.
(“Enron GP”), ECT Investments Holding Corp. (“Enron LP”), and Enron Pipeline Company
(“Enron Pipeline”) as Partners of ECT. On October 30, 1997, the Amendment to the Agreement
of Limited Partnership of ECT (the “Amendment”) was executed to provide for certain
contributions from such Partners, the issuance of general partnership interests (Class A Shares)
and limited partnership interests (Class B Shares), and the authorization of Enron GP to enter
into short term borrowings on behalf of ECT. The First Amended and Restated Partnership
Agreement of ECT was executed on October 31, 1997, and admitted BTCo and BTDel as limited

partners of ECT.

The Transaction consists of the following steps, all of which occurred on October
30, 1997, or October 31, 1997, as indicated below:

¢)) Initial Capitalization of ECT

(a) On October 30, 1997, Enron Pipeline, a wholly owned subsidiary
of the Company, contributed $61.5 million of preferred stock of Enron Liquids Holding Corp.
(“Enron Liquids™) to Enron LP in exchange for 100% of Enron LP preferred stock. In addition,
Enron Capital & Trade Resources Corp. (“ECTR”) contributed $2,532,648 of cash to Enron LP
in exchange for 100% of the common stock of Enron LP. Enron LP then contributed the
preferred stock of Enron Liquids to ECT! in exchange for Class A Shares of approximately $61.5

million.

(b) On October 30, 1997, Enron Pipeline contributed $32 million of
the preferred stock of Enron Liquids to ECT in exchange for Class B Shares of ECT of $32
million.

! As indicated supra, while ECT has been formed as a limited partmership under Delaware law, it will timely
elect, on IRS Form 8832, to be classified from its inception (October 27, 1997) as an association taxable as a
corporation for federal income tax purposes. See also Reg. § 301.7701-3. Accordingly, for tax purposes, the
general and limited partnership interests in ECT (i.e., the Class A Shares and the Class B Shares) will effectively be
treated as common and preferred stock interests for federal income tax purposes.

Unless otherwise indicated, all section references herein are to the Internal Revenue Code of 1986, as
amended (the “Code”), or the Treasury regulations promulgated thereunder.
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(© On October 30, 1997, ECTR contributed $1,366,138 of cash to
Enron GP in exchange for 100% of the common stock of Enron GP, and Enron GP contributed
$683,069 of cash to ECT in exchange for Class A Shares of the same amount.

(@ Prior to the foregoing contributions, on October 29, 1997, ECT
borrowed $51,208,736 from ECTR on a short term basis (the “Short Term Borrowing”).

(e) On October 30, 1997, ECT purchased bonds from Bankers Trust
New York Corporation (“BTNY”) for $51,208,736 in cash. Such bonds are hereinafter referred
to as the “Corporate Bonds™.

2) Formation of ECT Equity Corp.

(a) On October 31, 1997, ECT contributed the $93.5 million of
preferred stock of Enron Liquids to a newly formed entity, ECT Equity Corp. (“ECT Equity”), in
exchange for 100% of the preferred stock of ECT Equity representing 20 percent of the total vote
and value of ECT Equity.

(b) On the same date, ECTR contributed a $110 million note (the
“Enron Reserve Acquisition Corp. Note”) in exchange for 100% of the common stock of ECT -
Equity, representing 80% of the total vote and value of ECT Equity. The Enron Reserve
Acquisition Corp. Note is a recently executed note replacing a like amount of an intercompany
obligation that Enron Reserve Acquisition Corp. has owed to ECTR for over two years.

3) Transfer of Preferred Stock of Enron Liquids

On October 31, 1997, ECT Equity then transferred the $93.5 million of preferred
stock of Enron Liquids to the Company in exchange for an existing $93.5 million note receivable
from Houston Pipeline Company, another wholly owned subsidiary of the Company.

4 Additional Contributions of Enron GP, Enron LP and Enron Pipeline

On October 31, 1997, the First Amended and Restated Partnership Agreement of ECT
(the “Partnership Agreement”) was executed, with the foiiowing additional contributions being
made to the Partnership by Enron GP, Enron LP, and Enron Pipeline:

(a) Enron GP contributed $683,069 of cash in exéhange for $683,069
of Class A Shares.

EC2 000033869
C-79



R. Davis Maxey, Esq.

Enron Corp. PRIVILEGED ATTORNEY
December 16, 1997 CLIENT COMMUNICATION
Page 4

(b) Enron Pipeline contributed $4 million of cash in exchange for
Class A Shares of the same value.

(© Enron LP contributed the beneficial interest in certain leased assets
with an aggregate fair market value of $42,645,177 (the “Leased Assets”) and cash in the amount
of $42,763,555 in exchange for $42,763,555 of Class A Shares. For tax purposes, the Leased
Assets are subject to $42,645,177 of debt and the beneficial interests in the Leased Assets were
leased back to the Company pursuant to terms constituting a true lease for tax purposes. The
Leased Assets and $40,230,907 of cash were contributed to Enron LP by ECTR for additional
common stock of Enron LP on October 30, 1997.

(5) Formation of ECT Diversified Investments

A On October 31, 1997, ECT contributed the Corporate Bonds to a newly-formed,
wholly owned limited liability company, ECT Diversified Investments, L.L.C. (“EDI LLC”) in
exchange for (i) approximately $2,532,648 of membership interests representing 100 percent of
the total vote and value of EDI LLC, and (ii) $48,676,088 million of debt of EDI LLC. EDI LLC
is a single member limited liability company.

(6) Contributions of BT Entities to ECT

(a) On October 31, 1997, BTCo contributed (i) approximately
$1,760,982 in cash, (ii) a 40 percent participation interest in Goldman Sachs REMIC Residual
Interests (“Residual Interests™) with a fair market value of $2,998,018 and a tax basis of
approximately $83,898,288, and (iii) Citibank REMIC Residual Interests with a fair market value
of $100,000 and a tax basis of approximately $24,018,322, to ECT in exchange for (i) Class B
Shares of ECT with a fair market value of approximately $3,049,531, and (ii) debt securities of
ECT (“Debt Securities”) with a fair market value of approximately $1,809,469. The Class B
Shares received by BTCo represent, after the completion of each of the steps of the Transaction,
approximately 2.04447 percent of the total vote and value of ECT’s then-outstanding stock.

(b) On October 31, 1997, BTDel contributed (i) approximately
2,641,973 in cash, and (ii) Goldman Sachs Residual Interests (subject to the 40 percent
participation interest described above) with a fair market value of approximately $4,497,027 and
a tax basis of approximately $125,847,433 to ECT in exchange for (i) Class B Shares of ECT
with a fair market value of approximately $4,480,469, and (ii) Debt Securities with a fair market
value of approximately $2,658,531. The Class B Shares received by BTDel represent, after the
completion of each of the steps of the Transaction, approximately 3.00381 percent of the total
vote and value of ECT’s then-outstanding stock.

%) Additional Steps in Transaction
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(a) Immediately after the foregoing exchanges, BTCo contributed its
Class B Shares and Debt Securities in ECT to BT Green, Inc., a wholly-owned subsidiary of
BTCo (“BT Green™), in exchange for additional voting common stock in BT Green.

(b) Also, immediately after the foregoing exchanges, ECT paid
$50,532,648 in cash to ECTR in satisfaction of a portion of the Short Term Borrowing. The
remaining $676,088 will be repaid within six (6) months from the date of borrowing.

(c) Immediately after each of the foregoing steps in the Transaction,
each of BTCo and BTDel purchased two put options for $500 per option (i.e., each of BTCo and
BTDel will pay $1,000 for its respective options). Such options allow BTCo and BTDel to put
their New Debt Securities to the Company at specified times (2 years and 6 1/2 years,
respectively).

The Class B Shares will provide a preferred dividend return equal to 79 percent of
the product of the initial value of such interests and a floating market dividend rate. In addition,
the Class B Shares have a liquidation preference equal to 79 percent of the initial value of such
interests plus any undistributed preferred dividends upon liquidation of ECT. The preferred
dividend return is cumulative and payable on a quarterly basis. The Class A Shares and Class B
Shares are also entitled to a special distribution on October 31, 2001 (the “Special Payment
Amount”) in the aggregate equal to the excess of (i) the net fair market value of ECT over (ii) the
sum of the amount of equity contributions made by the Partners in exchange for their Class A
Shares and Class B Shares plus $12 million. The Special Payment Amount may be satisfied, at
the option of each Partner, in cash or by the issuance of a third class of stock senior in preference
to the Class B Shares.

The Debt Securities are zero coupon notes with a 20 year term to maturity, and the
stated principal amount of each note is equal to the accreted value of such note at maturity. The
Debt Securities are not prepayable or callable.

As a result of the Transaction, Enron Pipeline, Enron LP, and Enron GP (together,
the Enron Subsidiaries) owns Class A Shares and Class B Shares in ECT representing
approximately 94.95172 percent of the total vote and value of the entity’s then outstanding stock,
and BTDel and BTCo (subsequently BT Green) own Class B Shares in ECT representing
5.04828 of the total vote and value of the entity’s then outstanding stock and Debt Securities.

ECT, in tum, owns Residual Interests with an aggregate fair market value and tax
basis of approximately $7,595,045 and $233,764,043, respectively, 20 percent of the stock of
ECT Equity, 100 percent of the membership interests of EDI LLC, a $48,676,088 million note of
EDI LLC, $2 million cash, and $42,645,177 in Leased Assets with a zero tax basis and subject to

an equal amount of debt.
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ECT will join the consolidated group (as defined in Reg. § 1.1502-1(h)) of which
the Company is the common parent.

B. Purposes of the Transaction

The Company, the Enron Subsidiaries and ECT are engaging in the Transaction
for the principal purpose of generating financial accounting benefits to the Company. Such
benefits will arise as a result of anticipated tax losses generated from the residual interests held
by ECT. These anticipated losses will allow the Company’s financial accounting group to either
immediately reduce a deferred tax liability or record a deferred tax asset on its books. In
addition, the Transaction is expected to reduce federal income taxes owed by the Company and
ECT in future years. The financial accounting benefits, however, will precede the anticipated
reduction in federal income taxes (resulting from the recognition of built-in tax losses) by a
substantial period of time. Further, the Transaction is expected to generate investment profits for
the Company, the Enron Subsidiaries and ECT. Finally, the acquisition of the Corporate Bond
portfolio and access to Bankers Trust’s investment expertise is an additional purpose for the
Transaction.

C. Potential Future Events

At any time afier five years from the date of the Transaction, any equity owner of
ECT may cause a recapitalization of ECT (the “Recapitalization”), pursuant to which the Class B
Shares and Debt Securities held by BTDel and BTCo (subsequently BT Green) would be
exchanged for new debt securities of ECT with a 10 year term 1o maturity and a current cash pay
LIBOR-based rate of return (the “New Debt Securities”). The New Debt Securities would not be
prepayable or callable.

Additionally, after the Recapitalization, and pursuant to two separate Put
Agreements purchased each by BTDel and BTCo on the date of the Recapitalization, BTDel and
BTCo (subsequently BT Green) will have the right to require a non-tax consolidated subsidiary
of the Company to purchase the New Debt Securities at their fair market value. The first put
option will be exercisable 2 years subsequent to the Recapitalization and will not be transferable.
The secord put option will be exercisable 6 1/2 years subsequent to the Recapitalization and will
be transferable. Both put options will be guaranteed by the Company.

The Transaction would be undertaken regardless of whether either of ‘these
potential future events occur, and no contracts, agreements, understandings or arrangements exist
with respect to such future events apart from the provisions of the Partnership Agreement of ECT
relating to the Recapitalization and the provisions of the Put Agreements.
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Il. REPRESENTATIONS

You have represented to us the following additional facts, which we have relied
upon in forming our opinion with respect to the Transaction:

(1)  The Company, the Enron Subsidiaries and ECT would not have entered
into the Transaction in the absence of the anticipated accelerated accounting benefit of reducing
a deferred tax liability or recording a deferred tax asset.? Furthermore, the Company, the Enron
Subsidiaries and ECT would have entered into the Transaction even if no net cash benefit was
anticipated to arise as a result of an excess of net present value tax savings over transaction costs.

2) The Company and the Enron Subsidiares undertook the Transaction for
the principal purpose of generating financial accounting benefits to the Company’s financial
accounting group and generating investment profits. Those accounting benefits are attributable
10 a reduction in the group’s deferred tax liability or the recording of a deferred tax asset. Such
accounting benefits will precede any anticipated reduction of actual tax liabilities by a substantial
period of time.

3) All steps in the Transaction have been and will be undertaken at arm’s
Jength and with arm’s length pricing. '

4) The documents reflecting the above described exchanges will be respected
and adhered to by all parties hereto.

5 Other than as part of a contribution from BTCo to BT Green, or as part of
the Recapitalization, there is no plan or intention on the part of the Enron Subsidiaries or the BT
Entities to dispose of any of the ECT shares received in the Transaction.

(6)  The Enron Subsidiaries anticipate that the Class A Shares and the Class B
Shares received in the Transaction will appreciate in value during the period such parties hold
such Shares.

@) The Transaction is not being undertaken by the Company or the Enron
Subsidiaries in order (i) to use an intercompany transaction to create, accelerate, avoid or defer
consolidated taxable income and the anti-abuse rule of Treas. Reg. § 1.1502-13(h), (ii) to make it
likely that a distribution by the Company will be treated as a return of basis under section
301(b)(2) of the Code to the shareholders of the Company, rather than as a taxable dividend, or

2 For this purpose, an accounting benefit is accelerated 10 the extent that the year the accounting benefit is

recorded under GAAP on the income statement of the Company’s financial accounting group precedes the year the
corresponding tax benefit results in a reduction of federal income taxes.
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(iii) to obtain any benefit for the Company’s consolidated group under or in connection with the
Treasury regulations dealing with investment adjustments (principally Reg. § 1.1502-32).

(8) Other than as part of the Recapitalization, there is no plan or intention by
ECT to redeem or otherwise reacquire any stock or indebtedness issued in the Transaction.

9 Each of the Enron Subsidiaries and, to the best of the Company’s
knowledge, the BT Entities, will receive in the Transaction stock and other property with a fair
market value approximately equal to that of the property contributed to ECT by that party.

_ (10) The Company intends for ECT to remain in existence and_to retain
(directly or through subsidiaries) and to use the property contributed to it.

(11)  There is no plan or intention by either the Company or ECT to dispose of,
or cause to be disposed, the property contributed to ECT other than in the normal course of its
business operations.

(12) The Leased Assets represent more than 20 percent of the value of the assets
of ECT on October 31, 1997. ECT has no intention to take any actions that would make the
preceding sentence untrue.

(13) No election will be filed to treat EDI LLC as an entity separate from ECI for
federal tax purposes.

111. OPINION

Based upon the facts set forth above, the representations given to us by the
Company and the existing law:

) We believe that the Enron Subsidiaries’ contribution of cash, Leased
Assets and preferred stock of Enron Liquids to ECT in exchange for the Class A Shares and
Class B Shares, and each of the BT Entities’ contribution of cash and Residual Interests to ECT
in exchange for Class B Shares and other property, should constitute transfers governed by
section 351 of the Code.

(2)  We believe that ECT’s basis in the Residual Interests contributed to it by
the BT Entities should equal the basis of such assets in the hands of the respective contributors.

(3)  We believe that the deductibility by ECT of the net losses “(Net Losses”)
(determined without regard to the Transaction) attributable to the Residual Interests contributed
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by BTDel and BTCo should not be disallowed, including pursuant to the business purpose
doctrine, section 269, the step transaction doctrine, or Treas. Reg. §1.1502-13(h).

4) We believe that the Net Losses realized during the five year period after
the closing of the Transaction more likely than not will be subject to limitation under the SRLY
rules of the consolidated return regulations.

%) We believe that ECT should be eligible to join the consolidated group of
which the Company is the common parent.

‘ Our opinion is based on the Code in effect on date hereof, and applicable Treasury
regulations, case law, administrative rulings and pronouncements, and other authoritative
sources. In the event of any change in the body of law upon which our opinion is based, our
opinion on the matters expressed herein may change. We disclaim any undertaking to advise you
of any subsequent changes in applicable law.

Our opinion represents our best legal judgment as to the ultimate outcome if the
issues addressed herein were presented to a court of law. Our opinion is not binding on the
Internal Revenue Service (the "Service") or the courts, however, and there can be no assurance
that the Service or the courts would agree with our opinions on the issues discussed herein if
those issues were presented to them.

IV. ANALYSIS
A. Application of Section 351
1. General Overview

Under section 351, gain or loss generally is not recognized if property is
transferred to a corporation (other than an investment company) by one or more persons solely in
exchange for stock in such corporation if, immediately after the transfer, such persons are in
control (within the meaning of section 368(c)) of the corporation (such persons a “control
group”). If nonstock consideration or “nonqualified preferred stock” (as defined below) (i.e.,
boot) also is received in the exchange, gain (if any) realized on the transferred property is
recognized but not in an amount that exceeds the value of the boot. Section 351(b). In addition
to these statutory requirements, a transfer to a controlled corporation should be supported by a
valid, non-tax business purpose in order to qualify for nonrecognition treatment.

In the instant case, all the requirements for the application of section 351 as
summarized above should be satisfied. In particular, the cash, the Leased Assets, the preferred
stock of Enron Liquids, and the Residual Interests contributed to ECT by the Enron Subsidiaries
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and the BT Entities should constitute property for purposes of section 351. Further, the ECT
equity interests owned by the Enron Subsidiaries and the BT Entities immediately after the
Transaction will represent 100 percent of the stock (by both vote and value) of ECT. Finally,
and as discussed in more detail below, the reasons for undertaking the Transaction should satisfy
the business purpose requirement, and section 351 treatment should not be impaired by the
investment company, accommodation transferor, or other rules discussed below.

Residual Interests as Property

Section 351 of the Code generally provides that no gain or loss shall be
recognized if “property” is exchanged solely for stock of a controlled corporation. -Gther than
specifically excepting certain items from the definition of “property” (including services,
indebtedness of the transferee corporation which 1s not evidenced by a security, and certain
accrued interest on indebtedness of the transferee corporation), section 351 does not define the
term. The courts and the Service have broadly interpreted the term “property” to include
(without limitation) tangible and intangible items such as cash, stock, industrial know-how,

partnership interests, and contracts.” Accordingly, the cash, the Leased Assets, and the preferred
stock of Enron Liquids contributed by the Enron Subsidiaries and the BT Entities should
constitute property for purposes of section 351.

While no direct authority addresses the treatment of REMIC residual interests as
property for purposes of section 351, the Residual Interests should be so treated. In this regard,
the legislative history underlying the statutory enactment of REMIC residual interests provides
that “[r]esidual interests generally are treated as stock for Federal income tax purposes.” H.R.
Rep. No. 841, 99th Cong., 2d Sess. 11-224 (1986). As noted above, stock is considered property
for purposes of section 351.

To the extent that a REMIC residual interest has a positive value based on a
holder’s entitlement to a significant share of cash flow, such REMIC residual interest should be
characterized as property. Conversely, to the extent that a holder of a REMIC residual interest

3 See, e.g., Rev. Rul. 81-38, 1981-1 C.B. 386 (interest in a partnership considered property under section
351); Rev. Rul. 74-503, 1974-2 C.B. 117 (stock of a corporation, including stock in the transferor, considered
property for purposes of section 351); Priv. Ltr. Rul. 8107099 (November 21, 1980) (working interests in oil and
gas properties and interests in 0il and gas reserves are property under section 351).

Private letter rulings and Technical Advice Memoranda cannot be used or cited as precedent (other than by the
particular taxpayer to whom the ruling was directed). Section 6110(j)(3). They may provide useful insight as to the
views of the Service, however, and if issued afier October 31, 1976, also constitute “authority” for purposes of the
“substantial authority” exception to the accuracy-related penalty for 2 substantial understatement of tax. Section
6662(2), (b)(2), (A)2XB)(); Reg. § 1.6662-4(d)(3)(ii).
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has little or no expected cash flow from such interest and has liabilities for future tax costs
greater than the future tax benefits, a REMIC residual interest has a negative economic value
and, therefore, represents a net liability of the holder. See Van Brunt, Kirk, “Tax Aspects of
REMIC Residual Interests,” 94 Tax Notes Today 219-77. Nevertheless, such a REMIC residual
interest should be considered property because even though an asset may be encumbered by
obligations for a period of time, the right to future tax losses is a positive tax attribute (as are net
operating losses) and, thus, such interest is not purely a liability. Further, even though a REMIC
residual interest may have a positive or negative value during any given period, financial
products such as interest rate swaps have been held to constitute interests in personal property for
purposes of section 1092 of the Code despite the fact that an interest rate swap may be an asset or
a liability depending on the movement of interest rates. Treas. Reg. § 1.1092(d)-1(c).* -

Finally, the tax basis provisions of the Code consistently refer to the basis of
“property.” Section 1011 of the Code determines the taxpayer’s adjusted basis for determining
the gain or loss from the sale or other disposition of “property.” Section 1012 of the Code
determines the taxpayer’s basis in “property” (other than in a substituted or carryover basis
transaction). It is clear that these provisions would apply to the purchaser and seller of a REMIC
residual interest. As a consequence, these sections strongly imply that a REMIC residual interest
should be considered property.

For the foregoing reasons, we believe the Residual Interests contributed by the BT
Entities should be considered property for purposes of section 351.

Business Purpose Requirement

While a non-tax business purpose requirement is not specified in section 351 or
the regulations promulgated thereunder, the Service has long taken the position that such a
requirement exists.” The case law is somewhat mixed, but substantial authority supports the
existence of a business purpose requirement and it would be hazardous to disregard it.

4 While the value of a typical interest rate swap may vary from positive to negative and vice versa from one

period to the next based on interests rate movements, a Residual Interest will usually be negative in the early years
(because the present value of any cash flow and tax benefits arising in the later years of the REMIC is outweighed
by the tax costs of the income inclusion in the early years), but will typically turn positive and stay positive. Thus, a
strong argument exists that if an interest rate swap, which may continually fluctuate in value, is property when
negative, then a Residual Interest should also be property.

5 Indeed, the private letter ruling guidelines for section 351 require that the taxpayer explain the business
reasons for the transfer, state whether the corporation will remain in existence and use the property after the transfer,
and identify any transferred property that the transferee expects to dispose of in other than normal business
operations. Rev. Proc. 83-59, 1983-2 C.B. 575. ’
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a. Transitory Ownership Authorities

Most of the earlier authorities addressing the business purpose issue in the section
35] context did so somewhat tangentially in the context of fact patterns in which stock acquired
in the purported section 351 transaction was held for only a short period. Consequently, the
adverse results in certain of these authorities appear to be more attributable to the transitory
ownership factor than to non-compliance with a business purpose requirement.

One such authority is Rev. Rul. 55-36, 1955-1 C.B. 340, in which one-sixth of the
shares of a corporation (Oldco) were transferred to a new corporation (Newco) for stock and
securities of Newco. The stock of Newco was contributed to a charitable corporation, which
immediately liquidated Newco and assumed Newco's liability on the securities. The securities of
Newco were later donated to the charity. The Service ruled that the transfer of the Oldco stock to
Newco did not qualify under section 351 and was fully taxable due to the absence of any
business purpose for the transfer, in that Newco did not engage in the conduct of any trade or
business and remained in existence only long enough to implement the donation of Newco to the
charity.

In Rev. Rul 70-140, 1970-1 C.B. 73, individual A owned a sole proprietorship as
well as X corporation. Unrelated Y corporation was willing to acquire both the sole
proprietorship and X corporation in exchange for Y stock. In order for A to obtain tax-free
exchange treatment on the disposition of the sole proprietorship as well as on the disposition of
his X corporation stock, and all pursuant to a prearranged agreement with Y, A (i) transferred
the proprietorship assets to X in a purported section 351 transaction, and (ii) transferred the X
stock to Y in exchange for Y stock (in a purported reorganization under section 368(a)(1)(B)).
Ruling that section 351 did not apply to A's transfer of assets to X due to noncompliance with the
control "immediately after" requirement (since all the steps in the overall transaction "were part
of a prearranged integrated plan and may not be considered independently of each other for
federal income tax purposes”), the Service went on to disregard A's dropdown of assets
altogether, ruling instead that A would be treated as if he had sold the proprietorship assets to Y
in a taxable exchange for Y stock (the actual exchange of X stock for Y stock otherwise was held
to qualify as a B reorganization).

Some courts have supported the Service's position. In West Coast Marketing
Corp. v. Commissioner, 46 T.C. 32 (1966), the Tax Court applied the business purpose doctrine
to disregard a transfer to a transitory corporation. There, the taxpayer had contracted to sell
certain property to a corporation (“X”) in exchange for preferred stock in X. Instead of
effectuating that transaction, however, the taxpayer transferred the property to a new corporation
(“Y”) in exchange for Y’s stock, and then transferred that Y stock to X in exchange for the
preferred stock of X. The latter exchange complied with the literal requirements for a B
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reorganization. X dissolved Y shortly after the acquisition. The court treated the transaction as a
taxable acquisition of the property for preferred stock because Y, the new corporation, was not
organized and would not be used for any business purpose.

Weikel v. Commissioner, 51 TCM (CCH) 432 (1986), should be contrasted with
West Coast Marketing. In Weikel, a dentist transferred a patent t0 a new corporation (Newco)
and four months later transferred the stock of Newco to a publicly traded corporation in a B
reorganization. The incorporation occurred in contemplation of a later sale or exchange of
Newco but prior to a definitive agreement, and it was not contingent on such a sale or exchange.
Newco remained in existence for three years before the acquirer liquidated it. Thus, its corporate
existence was not transitory. Moreover, the court found that the initial formation of Newco
would not have been fruitless if the acquisition had not occurred. Newco was engaged in
business both before and after the acquisition. The Tax Court's prior decision in West Coast
Marketing was distinguished on the grounds that a disposition of the underlying property in the
latter case "was imminent and was in fact prearranged,” the acquirer of the new corporation
having previously made a formal offer.

b. Other Section 351 Authorities

In cases in which ownership of stock received in the purported section 351
transaction is not transitory, the courts appear to be quite liberal in finding compliance with the
business purpose requirement. In Caruth v. United States, 688 F. Supp. 1129, 1138 (N.D. Tex.
1987), aff'd, 865 F.2d 644 (5th Cir. 1989), the taxpayer transferred stock in one wholly-owned
corporation to another; the first corporation planned to declare and pay a dividend, and the
taxpayer wanted the second corporation to receive additional capital. Jd. at 1140. Noting the
close relationship of section 351 to the reorganization provisions, the Caruth court states that
"the business purpose requirement should be applied to section 351, just as it has been applied to
section 368." The Caruth court held, however, that the provision of additional funds to the
second corporation constituted a valid business purpose. In this regard, the court pointed out that
"there was no evidence that the [corporation] was a meaningless, shell corporation which was
merely being used for tax avoidance purposes.” Jd. at 1142.°

6 It is somewhat difficult to reconcile Caruth with Rev. Rul. 60-331, 1960-2 C.B. 189, in which the
individual shareholders of a personal holding company (PHC) sought to avoid imposition of the PHC tax by causing
the corporation to distribute a deficiency dividend in a manner that did not result in dividend income to them. To
that end, they transferred all of the shares in the PHC to a second corporation wholly-owned by those transferors
before the PHC distributed the deficiency dividend. Had the transfer been respected, the deficiency dividend
received by the second corporation would have been eligible for the dividends received deduction, rather than fully
taxable to the individual transferor shareholders. Concluding in reliance upon Gregory v. Helvering, 293 U.S. 465
(1935) and Higgins v. Smith, 308 U.S. 47 (1940), that no purpose other than tax avoidance existed for the transfer of
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The Service does not always find a business purpose lacking, however. In
T.A.M.. 8045001 (Oct. 25, 1978), for example, the Service ruled that a valid business purpose
existed when the owner of two corporations transferred the stock of those corporations to a new
corporation in exchange for common stock, preferred stock, and bonds. The purpose of the
transaction was to keep the business in the family, to pass voting control to the children active in
the business, and to provide financial security to children not active in the business. In analyzing
this transaction, the Service stated that the regulations under the tax-free reorganization
provisions are "equally applicable in determining whether a transaction qualifies as 2 tax-free
transaction under section 351."

c. Business Purpose Requirement in the Section 368 Context -

The business purpose requirement under section 351 can be traced to the business
purpose requirement applicable to reorganizations governed by section 368. The regulations
under section 368 refer to the business purpose requirement in three instances. First, according
to Treas. Reg. § 1.368-1(b), the purpose of the reorganization provisions is "to except from the
general rule certain specifically described exchanges incident to such readjustments of corporate
structures made in one of the particular ways specified in the Code, as are required by business
exigencies and which effect only a readjustment of continuing interests in property under
modified corporate forms." Second, "a scheme, which involves an abrupt departure from normal
reorganization procedure in connection with a transaction on which the imposition of tax is
imminent, such as a mere device that puts on the form of a corporate reorganization as a disguise
for concealing its real character, and the object and accomplishment of which is the
consummation of a preconceived plan having no business or corporate purpose, is not a plan of
reorganization." Treas. Reg. § 1.368-1(c). Finally, "the transaction or transactions embraced in a
plan of reorganization must not only come within the specific language of section 368(a), but the
readjustments involved in the exchanges or distributions effected in the consummation thereof
must be undertaken for reasons germane to the continuance of the business of a corporation a
party to the reorganization." Treas. Reg. § 1.368-2(g).

It is well-established in the tax-free reorganization context that the taxpayer must
prove the existence of a non-tax business purpose. Laure v. Commissioner, 653 F.2d 253, 259
(6th Cir. 1981). Further, "[i]t is not enough for the transaction to meet the "inert language' of the
statute”"; rather, it must satisfy the purpose of Congress in postponing tax liability. Wortham

the PHC stock to the second corporation, the Service ignored that transfer for purposes of taxing the deficiency
dividend to the individual shareholders (and therefore, technically, did not reach the issue of whether the transfer of
PHC stock to the second corporation was governed by section 351). In both Caruth and Rev. Rul. 60-331, a
corporate level benefit was achieved in a manner that avoided dividend income to the individual shareholders--in
Rev. Rul. 60-331, that benefit was avoidance of 2 PHC tax (in 2 statutorily permissible manner) by the acquired
corporation, whereas in Caruth the benefit was a needed capital infusion into the acquiring corporation.
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Machinery Co. v. United States, 521 F.2d 160, 163 (10th Cir. 1975). Wortham concerned a "C"
reorganization in which the Wortham corporation acquired all of the Madera corporation's assets
in exchange for some of Wortham's stock. /d. at 163. Although the transaction therefore fell
within the "inert language” of section 368(a)(1)(C), Madera had no business, and "the only
attraction . . . for the acquisition of Madera was the net operating loss carryover which Wortham
used in its tax return to reduce its tax liability." /d. Thus, the court held that there was no valid
business purpose for the transaction. /d.

In Continental Sales & Enterprises, Inc. v. United States, 63-2 U.S.T.C. (CCH)
99506 (N.D. 111. 1963), the court held that Continental Sales & Enterprises, Inc.'s inclusion in a
merger was to be disregarded. Prior to the merger of Continental with two other companies,
Continental was "a mere corporate shell” and consisted of virtually "nothing other than a net
operating loss accumulation.” Jd  The court stated that the "sole reason for including
Continental . . . in the merger was to attempt to utilize the net operating loss accumulation,” and
thus its inclusion in the merger "was a 'sham' without reality or substance and should be
disregarded." Id. Similarly, in Priv. Ltr. Rul. 8941004 (Oct. 13, 1989), the taxpayer placed one
income-producing building into a loss corporation via a "C" reorganization. The Service stated
that absent any other reason, "an objective of maximizing the use of net operating losses through
a reorganization would not satisfy the business purpose requirement.” Id. Based on the facts
presented to it, the Service rejected several purported business purposes, including, for example,
the placement of the building in the legal entity responsible for its management because the
building was managed by an independent management concern. ld

In Laure, two brother-sister corporations, W-L (a plastics manufacturing business)
and Lakala (an airline charter and maintenance business), merged. Laure, 653 F.2d at 254. After
the merger, W-L sold off many of Lakala's assets and claimed net operating loss carryover
deductions attributable to Lakala; the Service disallowed these deductions on the grounds that the
reorganization was not valid. Jd. at 255-56. Reversing the trial court, the appellate court held
that either (1) the assurance of continued charter and repair services or (2) the preservation of
goodwill and business reputation was by itself a sufficient business purpose for a valid
reorganization. Jd. at 258-59. Thus, a non-tax business reason that was not quantifiable into a
dollar amount of pre-tax cash flow to the survivor of the merger was a valid business purpose for
the merger.

While it is well-established in the tax-free reorganization context that the taxpayer
must prove the existence of a non-tax business purpose, only one satisfactory purpose generally
is required. Jd. at 259. Simply because a transaction is undertaken in part to decrease or avoid
taxes does not preclude compliance with the business purpose requirement if the transaction
serves a genuine and legitimate corporate business purpose. See e.g., Munroe v. Commissioner,
39 B.T.A. 685, 699 (1939) (tax-free reorganization treatment in applicable if the sole purpose is
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“to effect a transfer of property ... in such a way as to decrease or avoid taxes”). See also
Riddlesbarger v. Commissioner, 200 F.2d 165, 171-75 (7" Cir. 1952); Coca-Cola Co. v. United
States, 47 F. Supp. 109, 117-18 (Ct. Cl. 1942).

d. The ACM Decision

In ACM Partnership v. Commissioner, 73 T.C.M. (CCH) 2189 (1997), the Tax
Court analyzed whether the tax treatment afforded a transaction in which notes were purchased
and sold in a short period of time under the installment sales provisions of section 453 should be
respected for Federal income tax purposes. In ACM Partnership, Colgate (through a newly-
formed, wholly-owned subsidiary, Southampton) together with Kannex (a newly-formed,
wholly-owned foreign subsidiary of a foreign bank) and MLCS (a newly-formed, wholly-owned
subsidiary of Merrill Lynch) formed a partnership which purchased certain private placement
debt obligations and sold those obligations after 24 days for cash and certain floating rate LIBOR
notes. The partnership reported the transaction under the contingent payment sale provisions of
section 453, thereby creating a gain which was allocated primarily to Kannex. Thereafter,
Kannex's partnership interest was liquidated and, when the LIBOR notes were sold for a loss, the
bulk of such loss was allocated to Southampton. The Tax Court disallowed the loss upon its
finding that the investment strategy of the partnership had no economic substance. The taxpayer
argued that the partnership "was rationally designed to address genuine liability management
needs." Id.

The Tax Court stated that "[w]hether a transaction has economic substance is a
factual determination . ... Key to this determination is that the transaction must be rationally
related to a useful nontax purpose that is plausible in light of the taxpayer's conduct and useful in
light of the taxpayer's economic situation and intentions." The court further stated that "[a]
rational relationship between purpose and means ordinarily will not be found unless there was a
reasonable expectation that the nontax benefits would be at least commensurate with the
transaction costs." The court analyzed each step of the transaction and found that no rational
profit motive existed on the part of the partnership. With respect to the need for a profit motive
in the economic substance analysis, the court stated that "the strategy must have provided
[Southampton] a realistic possibility of recovering [the transaction costs] for the section 453
investment strategy to be deemed profitable.” The court found that only in the most extreme of
circumstances could the partnership have expected to make 2 profit. Thus, the court concluded
that "the partnership, and ultimately Colgate, would almost certainly lose money."

The Tax Court derived support for its position from a number of leading business
purpose doctrine cases. For example, the Tax Court pointed to Frank Lyon Co. v. United States,
435 U.S. 561 (1978), for the dividing line between a transaction with economic substance as
compared to one without economic substance. The Tax Court cited Frank Lyon for the
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proposition “that the Government should honor the allocation of rights and duties effectuated by
the parties ‘where, as here, there is a genuine multiple-party transaction with economic substance
which is compelled or encouraged by business . or regulatory realities, is imbued with tax-
independent considerations, and is not shaped solely by tax-avoidance features that have
meaningless labels attached’, [Frank Lyon] at 583-584." ACM Partnership, 73 T.C.M at 2215.
The Supreme Court in Frank Lyon had upheld the tax treatment of the purported lessor-owner of
a building as the owner for tax purposes, where the lessee was prohibited by banking regulations
from owning the building but the panoply of agreements placed virtually all the burdens and
benefits of appreciation and depreciation of the building with the lessee. Among the factors
considered relevant by the Supreme Court in establishing that the “economic substance” of the
transaction was in fact consistent with its form was the adverse impact of carrying mortgage debt
on the balance sheet of the owner-lessor. The Supreme Court stated “[The owner-lessor] has
disclosed this liability on its balance sheet for all the world to see. Its financial position was
affected substantially by the presence of this long-term debt, despite the offsetting presence of
the building as an asset.” Thus, this controlling Supreme Court authority, upon which the ACM
Partnership court relied as authority, specifically accepts the financial accounting implications of
business transactions as having independent and real significance.

In the instant case, the Company, the Enron Subsidiaries and ECT have sound
non-tax business reasons, as detailed above, for entering into the Transaction (i.e., obtaining
certain accelerated accounting benefits as well as generating investment profits). You have
represented to us that the Transaction is being undertaken for these business reasons, and that the
Transaction would not be undertaken but for those business reasons. Thus, the transaction is
fundamentally unlike the ACM case because the desire of the Company to pursue the transaction
is not contingent upon any present value tax savings but rather is predicated on non-tax
considerations. Accordingly, based on the foregoing authorities, we believe the Transaction
should satisfy the business purpose requirement as applied to section 351.

4. The Accommodation Transfer Rule

Under the “accommodation transferor” rule of the section 351 regulations, a
transferor that must be included in the “control group” of transferors in order to ensure
compliance with the 80 percent control requirement will be disregarded in certain (but not all)
cases in which the transferor is participating primarily to permit other transferors to obtain tax-
free section 351 treatment. If the rule applies, the other transferors are not entitled to tax-free
exchange treatment by reason of the accommodating party’s transfer. The regulation reads as
follows:

[S]tock or securities issued for property which is of relatively small
value in comparison to the value of the stock and securities already
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owned (or to be received for services) by the person who
transferred such property, shall not be treated as having been
issued in return for property if the primary purpose of the transfer
is to qualify under this section the exchanges of property by other
persons transferring property.

Treas. Reg. § 1.351-1(a)(1)(ii) (emphasis added). The accommodation transferor rule literally
has no application where, as here, the transferee is a newly formed entity taxed as a corporation
and assuming the contributions on October 30 and October 31 are considered together. While
the Service on occasion has made references to the accommodation transferor rule, or has applied
sirnilar concepts, in the newly formed corporation context, the facts at issue in those-cases are
clearly distinguishable in key respects from those at issue here. See Rev. Rul. 79-194, 1979-1
C.B. 145; Rev. Rul. 68-349, 1968-2 C.B. 143. Even if the contributions on October 31 are
treated separately, each of the five shareholders transferred to ECT on October 31 more than a
“relatively small value in comparison to the value of the stock and securities already owned.”
See Rev. Proc. 77-37, 1977-2 C.B. 565, where the Service sets forth its advance ruling
requirement that a shareholder transfer property with a value equal to at least 10 percent of the
value of the stock of the transferee already held to avoid the accommodation transfer rule.

5. Disproportionate Stock Issuances

The section 351 regulations provide that if stock received in a section 351
transaction involving two or more transferors is disproportionate to the value of contributed
property, appropriate ancillary adjustments will be made, e.g., the transferors may be treated as
having received the correct proportionate interests, and to have then engaged in some other
transaction between themselves. Treas. Reg. § 1.351-1(b)(1). In the instant case, a constructive
wransfer between the Enron Subsidiaries and either of the BT Entities would be inappropriate
because the parties received equity interests in ECT with a value substantially in proportion to
the value of the property that each contributed to ECT.

6. Control Immediately Afier the Transfers

The Service conceivably could take the position, based on general step transaction
principles, that the potential future events described above (i.e., the Recapitalization) cause the
section 351 control requirement not to be satisfied.

The leading case describing the step transaction doctrine in the context of section
351 is American Bantam Car Co. v. Commissioner, 11 T.C. 397 (1948), aff'd per curiam, 177
F.2d 513 (3rd Cir. 1949), cert. denied, 339 U.S. 920 (1950). As relevant here, the court reasoned
that a series of formally separate steps will be treated as a single transaction if the steps are
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“mutually interdependent” and without independent significance, ie., if “the steps are so
interdependent that the legal relations created by one transaction would have been fruitless
without a completion of the series.” 11 T.C. at 405.

In the instant case, you have represented to us that the Enron Subsidiaries’
contribution of cash, Leased Assets and preferred stock of Enron Liquids to ECT in exchange for
Class A Shares and Class B Shares, and each of the BT Entities’ contribution of cash and
Residual Interests to ECT in exchange for Class B Shares and Debt Securities, would be
undertaken whether or not any of the potential future events occur. Accordingly, we do not
believe the Service would prevail if it were to assert that the potential future events precluded
compliance with the control requirement. -- -

Further, the transfer of the shares acquired by BTCo to BT Green should not
adversely impact the qualification under section 351 of the transfer by any party. With respect to
the transfers by partners in ECT other than BTCo, the number of shares held by the partners
other than BTCo are sufficient to constitute control within the meaning of section 368(c) without
considering the shares received by BTCo. Thus, each of those transfers should satisfy the control
requirement of section 351.

With respect to the transfer by BTCo, Treas. Reg. section 1.1502-34 provides as
follows

For purposes of sections 1.1502-1 through 1.1502-80, in
determining the stock ownership of a member of the group in
another corporation (the “issuing corporation”) for purposes of
determining the application of section...332(b)(1)...[or]
351(a)...in a consolidated return year, there shall be included stock
owned by all other members of the group in the issuing
corporation. Thus, assume that members A, B, and C each own
331/3 % of the stock issued by D. In such case, A, B, and C shall
each be treated as meeting the 80-percent stock ownership
requirement for purposes of section 332, and no member can elect
to have section 333 apply.

In Rev. Rul. 89-46, 1989-1 C.B. 272, P was the parent of an affiliated group that
filed consolidated returns and the sole shareholder of X and Y. X transferred property to Y in
exchange for a security of Y (at a time when a security as well as stock could be received tax free
under section 351). The Service observed that the transaction satisfied the then applicable
requirements of section 351(a) except that X, which owned no stock of Y was not in control of
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Y. The ruling addressed the application of Treas. Reg. section 1.1502-34 to the facts and held
that “even though X had no actual stock ownership in Y, X is considered, for purposes of section
351(a), the owner of the Y shares held by P.” Consequently, section 351(a) applied to the
transfer of the property from X to Y.

Thus, for purposes of applying section 351(a) to BTCo, it shall be deemed to hold
the stock held by BT Green. As a result, we believe that the transfer by BTCo to ECT should
satisfy the control requirement of section 351(a) since such transferor (“BTCo”) actually
received ECT stock and, after its transfer of such stock to BT Green, constructively continued to
hold such stock for purposes of such section.

Finally, we note that the transferors on October 30, the Enron Subsidiaries,
retained 80% control after the transactions of October 31. Thus, even if the transfers on October
30 and October 31 are not stepped together, the Enron Subsidiaries retained control after the
transactions of October 31. :

7. Investment Company Status

Under section 351(e)(1) of the Code, non-recognition treatment under section
351(a) does not apply to transfers of property to an investment company. The Code, however,
does not specifically define an investment company for this purpose. Rather, the regulations
promulgated thereunder provide that a transfer of property will be considered to be made to an
investment company if:

(i) The transfer results, directly or indirectly, in diversification of
the transferor’s interests [the “diversification requirement”], and

(ii) The transferee is (a) a regulated investment company, (b) a real
estate investment trust, or (c) a corporation more than 80 percent of
the value of whose assets (excluding cash and nonconvertible debt
obligations from consideration) are held for investment and are
readily marketable stocks or securities, or interests in regulated
investment companies or real estate investment trusts [the “80
percent test”].

Treas. Reg. § 1.351-1(c)(1) (emphasis added).

For purposes of the 80 percent test, recently enacted amendments to section
351(e) as part of the Taxpayer Relief Act of 1997 (the “1997 Act”) have the effect of including in
the numerator non-marketable stocks and securities and other enumerated financial assets. These
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assets include equity interests in a corporation, evidences of indebtedness, options, forward or
futures contracts, notional principal contracts and derivatives, any foreign currency, any interest
in a real estate investment trust, a common trust fund, a regulated investment company, a
publicly-traded partnership (as defined in section 7704(b)) or any other equity interest (other than
in a corporation) which pursuant to its terms or any other arrangement is readily convertible into,
or exchangeable for, any assets described above.

The legislative history to the 1997 Act states, however, that the amendments to
section 351(e) were only intended to change the types of assets to be considered for purposes of
the 80 percent test. The amendments were not intended to override any of the other regulatory
provisions concerning investment companies, including, for example, the diversification
requirement. Further, the amendments were not intended to override the “look through” rule
pursuant to which stock of a subsidiary is disregarded and its parent is considered to own its
ratable share of the subsidiary’s assets. Treas. Reg. § 1.351-1(c)(4). Finally, the amendments
were not intended to override the rule that excluded stock and securities from the numerator of
the 80 percent test if they are “(i) held primarily for sale to customers in the ordinary course of
business or (ii) used in the trade or business of banking, insurance, brokerage or a similar trade or
business.”

Accordingly, two tests must be satisfied in order for a transfer to be considered to '
be made to an investment company. First, the transfer must result in diversification to the
wransferee. Second, the transfer must be to a corporation, 80 percent of the value of whose assets
are held for investment and are readily marketable stocks or securities. For purposes of the 80
percent test, the focus is on gross assets rather than net assets. See generally H. Rep. No. 1445,
95th Cong., 2nd Sess. 15-16 (1978).

In the instant case, ECT will acquire certain non-financial assets in the
Transaction (i.e., the Leased Assets), and these assets represented more than 20 percent (by
value) of the assets of ECT after the Transaction. As a result, the 80 percent test should not be
satisfied.

Based on the foregoing, we do not believe that ECT should be considered an
investment company for purposes of section 351.

8. Nongqualified Preferred Stock

The 1997 Act amended section 351 to treat certain preferred stock (i.e.,
“nonqualified preferred stock™) as boot (subject to a few exceptions). Section 351(g). As a
result, if a taxpayer transfers appreciated property to a corporation in exchange for nonqualified
preferred stock, the taxpayer will recognize gain to the extent of the fair market value of the
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nonqualified preferred stock received in the transaction. However, nongualified preferred stock
continues to be treated as stock for purposes of qualifying a transaction under section 351, unless
and until regulations under section 351(g) may provide otherwise. See H. R. Conf. Rep. No. 148,
105th Cong., 1st Sess (1997).

In general, new section 351(g) of the Code defines “nonqualifed preferred stock”
as preferred stock (i.e., stock that is limited and preferred as to dividends and does not participate
in corporate growth to any significant extent) with respect 10 which (i) the holder has the right to
require the issuer or a related person (within the meaning of sections 267(b) or 707(b)) to redeem
or purchase the stock, (ii) the issuer or related person is required to redeem or purchase the stock,
(ii1) the issuer or a related person has the right to redeem or purchase the stock and,-as of the
issue date, it is more likely than not that such right will be exercised, or (iv) the dividend rate on
the stock varies in whole or in part (directly or indirectly) with reference to interest rates,
commodity prices or other similar indices. For this purpose, items (i), (ii) and (iii) above apply
only if the right or obligation may be exercised within 20 years of the date the instrument is
issued and such right or obligation is not subject to a contingency which, as of the issue date,
makes remote the likelihood of the redemption or purchase.

Based on the foregoing, the Class B Shares should not be treated as nonqualified
preferred stock because, as noted above, such stock shares in the growth of ECT to a significant
extent through the Special Payment Amount, other dividend rights, and its valuation at
liquidation or recapitalization.

Further, even if the Class B Shares are considered nonqualified preferred stock,
the Class B Shares should nonetheless be considered stock for purposes of qualifying each of the
contributions of cash and Residual Interests by the BT Entities to ECT under section 351 of the
Code. Thus, the transfer by the BT Entities of property as to which no gain was realized (i.e., the
Residual Interests), should be unaffected by the status of the Class B Shares as nonqualified
preferred stock. 1In addition, because the BT Entities did not transfer appreciated property 10
ECT, they should not recognize any gain in the Transaction by virtue of section 351(g).

In summary, new section 351(g) should not cause any of the contributions to ECT
to fail to qualify under section 331 and should not cause gain recognition to any of the transferors
in the Transaction.

9. Bifurcation of the Transaction

The Service might assert that the Transaction does not qualify for tax-free
treatment under section 351 because the receipt of stock and non-stock consideration (i.e., boot)
by the BT Entities should be treated as two distinct transactions. Dividing the transaction into
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two parts is referred to herein as “bifurcation.” Under a bifurcation analysis, the Service might
argue that the BT Entities should be treated as (i) having received Class B Shares in exchange for
the contribution to ECT of a portion of each asset contributed of equal value in a transaction
governed by section 351, and (ii) having transferred the balance of the assets as consideration for
the Debt Securities in a transaction that does not qualify for nonrecognition under section 3351.

(a) Section 351

In any case in which nonstock consideration (including the assumption of
liabilities) is received by a transferor in a section 351 transaction, the Service potentially could
assert a bifurcation argument. The courts and the Service have analyzed the bifurcation issue
both in the context of the issuance of "other property” to the transferors and the assumption of
contingent liabilities of the transferors. These authorities support the position that a single
transaction cannot be bifurcated but instead must be analyzed entirely under section 351 since
section 351 is not an optional section of the Code. Where its terms are met (i.e., property is
wransferred in exchange for stock or stock and other property), exchange treatment under section
351 applies. A leading treatise describes the mandatory application of section 351 as folows:

Even if the transaction is cast in the form of a "sale" of property for
stock plus cash or other property, its tax consequences ar¢
governed by 351(a) and 351(b), so that the transferor will
recognize gain (but not loss) to the extent of the boot [i.e., property
received other than stock of the transferee]. Again a contrary
construction would endow the transferor with an option that was
not intended by Congress . . ..

B. Bittker & J. Eustice, Federal Income Taxation of Corporations and Shareholders 3-75 (6™ ed.
1994).

The Fifth Circuit addressed the preeminence of section 351 in a case where the
taxpayer argued that section 351 did not apply to a note issued as boot in a transaction otherwise
governed by section 351 because the note was of such a speculative nature that its receipt may
have given rise to an "open transaction” had section 351 not been found to control. Clement O.
Dennis v. CIR, 473 F.2d 274 (Sth Cir. 1973). There the court stated, in response to the taxpayer's
attempts to wriggle free of the grasp of section 351, that:

Section 351 operates automatically and mandatorily whenever its
factual prerequisites are met . ... Although our Internal Revenue
Code is not free of incongruities, it does not foster or sanction a
simultaneous right hand taxable sale or exchange with a left hand
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tax-free transaction. A section 351 transaction is not a non-taxable
transaction for some purposes and a taxable transaction for
others . ... The note that [the transferor received in the section
351 transaction] was a section 351 security. We are not at liberty
to denominate it otherwise.

Id. at 286.

Other courts also have reviewed the application of section 351 to a transaction
styled as a distinct sale transaction but that occurred in close proximity to a transaction clearly
described in section 351. Those cases address whether factually distinct steps should be
integrated and assume, in the event of integration, that the transaction as a whote will be
governed by section 351. In'some cases integration is found and in other cases itis not.

For example, in Houck v. Hinds, 215 F.2d 673 (10th Cir. 1954), the taxpayer was
a partner in a partnership which sold its assets to a newly formed corporation. Such corporation
was formed on September 26, 1943, by a third party ("X") who became the sole shareholder. X's
intent with respect to the corporation was (i) to sell the remaining shares to outsiders, (ii) to
purchase the assets of the partnership, and (iii) to then sell either his stock or the assets of the
corporation. A bill of sale was executed on October 1, 1943, to purchase the partnership's assets.
in exchange for notes issued to the partners in proportion to their partnership interests. At such
time, X had no intention of selling shares to the partners. However, as of October 17, 1943, X
concluded that there was no reasonable prospect of selling the remaining shares or assets of the
corporation and, therefore, X sold his stock to the partners. The Tenth Circuit concluded that
although the parties intended to have two distinct transactions (a section 351 transaction followed
by a sale), the result in substance was a single integrated transaction and the payments made to
the partners/shareholders pursuant to the notes were actually dividends.

On the other hand, in Murphy Logging Co. v. U.S., 378 F.2d 222 (9th Cir. 1967),
the court determined that two formally distinct transactions should not be integrated in a single
transaction qualifying under section 351. In such case, three brothers in a partnership formed a
new corporation by contributing $1,500 cash for the stock. The corporation was formed for the
purpose of obtaining a new logging contract and purchasing logging equipment from the
partnership in exchange for a note. The agreement to sell the equipment was made shortly after
the corporation was formed. Several months later, the new corporation borrowed money from a
third party to pay off the note. The Ninth Circuit was unwilling to collapse the transaction into
an integrated section 351 transaction.

Thus, the case law has explored whether two factually distinct steps should be
integrated for purposes of applying the Code and, where integration is considered to be
appropriate, has then applied section 351 to the entire transaction.
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(b) Bifurcation as a Matter of Law of a Single Transaction

Although the generic rubric of bifurcation is used in this discussion, the
bifurcation argument the Service would have to make with respect to the Transaction goes
beyond that previously examined by the cases. The cases deal with the potential integration of
two steps that are distinct in form because the steps are or are not, as a matter of fact, a part of a
single transaction. The bifurcation argument the Service would need to make in order to attack
the Transaction, by contrast, would have to be legally rather than factually based. Specifically,
the Service would have to argue that a single transaction must be bifurcated as a matter of law.
In none of the cases or rulings we have reviewed has a single, integrated section 351 type
transaction been divided into two transactions.’ -

In non-binding authority, the Service has rejected the proposition that integrated
steps in a section 351 type transaction should be analyzed separately for tax purposes. G.CM.
38873 (July 7, 1982), cited favorably in G.C.M. 39413 (September 25, 1985). The relevant
passage of G.C.M. 38873, which addresses the incorporation of a partnership (“P”), reads as
follows:

If several transfers are parts of a single integrated plan to
effect a unified transaction of the type described in section 351,
they will not be analyzed independently. Rather, they will be
treated as elements of the unified transaction. The principles that
normally would apply to each transfer accordingly will not apply;
rather, each will be governed by part III of subchapter C (section
351-85).... For example, a transfer of property to a corporation
that would otherwise be treated as a sale will instead be treated as a
transfer under section 351, thereby limiting the corporation’s basis
in the property to that of the transferor.... Similarly, a
corporation's note that would normally be treated as an evidence of
indebtedness received in a loan transaction may be considered
"other property” for purposes of section 351.

! We note that the factual pattern of a number of cases and rulings in the captive insurance subsidiary area
may have presented the Service with the argument that a premium paid to the captive insurance subsidiary
contemporaneously with the initial capitalization of that subsidiary must be integrated with the section 351
transaction, so as to preclude an insurance premium deduction to the parent company without recourse to an
analysis of whether the arrangement constituted true winsurance.” The failure of the Service to make such an
argument should not be viewed as support for the proposition that legal bifurcation would have overridden any
factual integration.

1
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P's incorporation conceivably could be fragmented into two
parts -- 1) a transfer of $800x to the corporation to compensate it
for assuming the remaining liability under the membership
contracts, and (2) a section 351 transfer to the corporation of P's
other assets and liabilities in return for stock and securities. If the
incorporation could be so fragmented, under the principles of Rev.
Rul. 68-112 P would be entitled to a section 162 deduction in the
amount of $800x. We believe, however, that under the authorities
cited above those two parts must be viewed as elements in a single
integrated plan to effect a unified transaction—the incorporation of
P's business. The principles that would normally apply to the . _
wansfer of $800x (i.e., the principles of Rev. Rul. 68-1 12)
accordingly will not apply; rather, part III of subchapter C will
govern. As a result, the $800x cannot be deducted under section
162. Instead, this amount will be treated as property transferred to
the corporation under section 351, and under section 358(a) it will
be part of the basis in the stock or securities received in return.

©) Rev. Rul. 95-74 and Rev. Rul. 94-45

Consistent with the discussion of the foregoing cases and G.C.M,, the two recent
revenue rulings issued by the Service involving the assumption of contingent liabilities squarely
support the preeminence of section 351 and confirm the inapplicability of a bifurcation argument
to the Transaction. First, in Rev. Rul. 95-74, the section 351 transferor benefited from the
assumption of certain contingent environmental obligations by the transferee corporation. If
bifurcation were appropriate, some portion of the assets transferred by the transferor could be
deemed to have been exchanged for the assumption of the contingent environmental liabilities.
Instead, bifurcation is not raised as an argument and section 351 governs the entire transaction.

Similarly in Rev. Rul. 94-45, a life insurance company transferred its contingent
liabilities pursuant to certain insurance contracts issued to it by a subsidiary. Despite the
application of several specialized insurance company regulations that ordinarily would have
required both the recognition of taxable income and the allowance of deductions, the Service
held that section 351 preempted the specific and otherwise applicable insurance company
regulations and that the transaction would not be bifurcated to accommodate such rules.

We believe that each of these rulings supports the opinion we have reached. Each
involves the assumption of contingent liabilities. In Rev. Rul 95-74, section 351 was
preeminent, precluding any bifurcation as a result of the assumption of contingent liabilities.
Rev. Rul. 94-45 goes even farther and holds, in the context of the shifting of insurance risks, that
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section 351 both applies to the entire transaction and preempts other sections of the Code that
would ordinarily have resulted in gain recognition in the transaction.

The approach to bifurcation taken in these two published rulings recently was
reaffirmed by the Service in Tech. Adv. Mem. 9716001 (June 17, 1996). In particular, that TAM
reaffirms the exclusivity of section 351 for purposes of determining the tax consequences of
integrated transactions that might, from an economic perspective, be separated into component

parts.®

10. Conclusion

We believe the case law and the various Service pronouncements summarized
above are supportive of our opinions with regard to the application of section 351. More
specifically, we believe the Enron Subsidiaries’ contribution of cash, Leased Assets and
preferred stock of Enron Liquids to ECT in exchange for the Class A Shares and Class B Shares,
and each of the BT Entities’ contribution of cash and Residual Interests to ECT in exchange for
Class B Shares and other property, should constitute transfers governed by section 351 of the
Code. Further, and as a consequence, we believe ECT’s basis in the Residual Interests
contributed to it by the BT Entities should equal the basis of such assets in the hands of the
respective contributors.

B. Application of Section 269

Section 269(a)(1) provides that if any person acquires, directly or indirectly,
control of a corporation, and the principal purpose for such acquisition was the evasion or
avoidance of Federal income tax, then the deduction, credit or other allowance obtained by such
acquisition may be disallowed. For purposes of section 269, “control” means "the ownership of
stock possessing at least 50 percent of the total combined voting power of all classes of stock
entitled to vote or at least 50 percent of the total value of shares of all classes of stock of the
corporation.” '

8 Tech. Adv. Mem. 9716001 involved a section 351 transaction in which the transferee (*S”) assumed the
transferor’s (“P’s”) not-yet-deducted but economically accrued vacation pay liabilities. Two facts that caused the
examining agent to challenge the deduction of S of the amounts it ultimately paid with respect to the vacation pay
liabilities were (i) that P would not have benefited from the deduction because P had operating losses, and (ii) that P
effectively made a cash payment to S specifically to compensate S for assuming the vacation pay liabilities.
Relying on the principles of Rev. Rul. 95-74, the Tech. Adv. Mem. holds that S was entitled to deduct its payment
of the vacation pay liabilities.
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The creation of ECT represents an acquisition of “control” of that entity (by the
Enron Subsidiaries and the BT Entities) for purposes of section 269(a)(1). See Reg. §1.269-

3(b)(2) and (3).

Because the Transaction therefore satisfies the threshold control requirement for
the application of section 269(a)(1), an analysis of the “principal purpose” requirement is
necessary. A purpose is considered to be the “principal purpose” if it outranks or exceeds in
importance any other purpose. See S. Rep. No. 627, 78" Cong., 1* Sess. 59 (1943) (legislative
history of prior section 129, statutory predecessor of current section 269); Treas. Reg. § 1.269-
3(a)(2). See also Pepi v. Commissioner, 448 F.2d 141 (2d Cir. 1971); Scroll Inc. v.
Commissioner, 447 F.2d 612 (5" Cir. 1971); Commodores Point Terminal _Carp. v.
Commissioner, 11 T.C. 411 (1948). Courts generally compare the tax-avoidance purposes of a
particular transaction (as a class) with the non-tax-avoidance purposes of the transaction (as a
class) and apply section 269 only to the extent that the former class exceeds the latter class. See
e.g. Bobsee Corp. v. United Siates, 411 F.2d 231 (5" Cir. 1969). Whether a tax-avoidance
purpose outranks the non-tax-avoidance business motivation for a particular transaction requires
“scrutiny of the entire circumstances in which the transaction or course of conduct occurred, in
connection with the tax result claimed to arise therefrom.” Treas. Reg. § 1.269-3(a)(2).

Accordingly, a determination as to whether the principal purpose for the
acquisition by ECT of the Residual Interests was the evasion or avoidance of Federal income tax
is an inherently factual undertaking. Based on the facts described above, and in particular, the
business purposes for engaging in the Transaction, we do not believe that ECT should be viewed
as having made the acquisition of the Residual Interests for the principal purpose of evading or
avoiding federal income tax. However, while the principal purpose standard tumns on the
subjective intent of the parties, a court is likely to consider objective factors in determining
intent. In this regard, we note that the greater the present value of the tax benefits obtained by ECT
(and the Company’s financial accounting group) as a result of the Transaction, the greater the
possibility that a court would question the evidentiary value of the factual assertions that there was
no principal purpose to avoid tax. Further, a court is likely to view the present value cash flow
benefits, if any, of the Transaction as observable economic reality, but may view the benefit of the
upfront creation of pre-tax GAAP income as a more intangible economic reality that is not readily
quantifiable into real cash dollars. However, as indicated in the discussion of Laure and Frank
Lyon above, a business purpose need not be readily quantifiable into cash flow.

Based on the foregoing, we believe that the business purposes for the Transaction
set forth above, including the principal purpose of obtaining certain accelerated accounting benefits
apart from any net cash benefits and investment profits, should be sufficient to satisfy the principal
purpose test under section 269. Accordingly, we believe that the deductibility of Net Losses by
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ECT should not be limited by the principal purpose test under section 269. This result is consistent
with our conclusion regarding business purpose above.

C. The Consolidated Return Regulations
1. The Separate Return Limitation Year Rules

Losses of ECT that are generated from the phantom deductions inherent in the
Residual Interests may be subject to certain limitations under the SRLY rules of the consolidated
return regulations. Under Treas. Reg. § 1.1502-21T(c) the net operating losses of a member of
an affiliated group that arose in a SRLY, as defined in the consolidated return regulations, may
effectively be used to offset only the income generated by such member. As relevant here, Treas.
Reg. § 1.1502-15T(a) provides that a “built-in loss” is treated as a “hypothetical net operating
loss carryover . . . arising in a SRLY.” Under Treas. Reg. § 1.1502-15T(b)(1):

If a corporation has a net unrealized built-in loss under section
382(h)(3) .. . on the day it becomes a member of the group . . . , its
deductions and losses are built-in losses under this section to the
extent they are treated as recognized built-in loss under section
382(h)(2Q)B). ...

And under Treas. Reg. § 1.1502-15T(b)(2)(i1):

In the case of an asset acquisition by a group, the assets and
liabilities acquired directly from the same transferor pursuant to the
same plan are treated as the assets and liabilities of a corporation
that becomes a member of the group... on the date of the
acquisition.

Treas. Reg. § 1.1502-15T draws from the operating rules and definitions under section 382(h) of
the Code, ° including generally treating the date a member joins a group or the date an asset
acquisition occurs as the date of an “ownership change” for purposes of determining the amount
of the net unrealized built-in losses and the amount of the recognized built-in losses.
Interestingly, under the new Treas. Reg. § 1.1502-15T, the SRLY limitation effectively extends
for only five years for built-in losses. A ten year SRLY limitation applied to built-in losses under
the predecessor regulation.

Section 382 itself is not implicated given that ECT is a newly created entity.
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Sections 382(h)(2)(B).and 382(h)(6)(B) of the Code provide the three occasions
‘where a loss or deduction will be treated as a_“‘recognized built-in Joss” -- (i) the “disposition of
~ any asset” held by the loss corporation on the date of the ownership change to the extent of the
built-in loss on such asset on such date (section 382(h)(2)(B)), (i) any “depreciation,
amortization, or depletion” that is attributable to such built-in loss on such date (section
382(h)(2)(B) flush language), and (iii) “any amount which is allowable as a deduction during the

recognition period but which is attributable to periods before the change date...” (section
382(h)(6)(B))-

In the instant case, if ECT were to “dispose” of the Residual Interests, the loss
should be considered a built-in loss under the “disposition of any asset” rule described in.clause
(i) of the preceding paragraph. However, ECT is not expected to dispose of the Residual
Interests, but, rather, is expected to take into account significant net losses of the REMIC as a
result of and during its ownership of the Residual Interests. Section 860C(a)(1). The net loss (or
taxable income) of a REMIC is determined under the accrual method of accounting. Section
860C(b). The principal deduction of the REMIC that will generate the net loss will be the
amounts treated as interest deductions on the regular interests in the REMIC, which deductions
are determined based on the accrual method (or under the original issue discount rules). Such
deductions to ECT do not appear to be built-in losses by virtue of being a “disposition of any
asset” or “depreciation, amortization, or depletion.” These concepts have specific meaning in the
Code that would not appear to include the pass through of annually incurred interest deductions
from a flow through entity. Thus, if the net losses that are to be taken into account by ECT as the
holder of the Residual Interests are to be considered built-in losses subject to the SRLY rules, the_
Josses will need to result from “deductions during the recognition period...which [are]
attributable to periods before the change date. ...~ Section 382(h)(6)(B).

There is scant authority as to the meaning of deductions that are artributable to a
prior period, and none with respect to the application of the concept in a flow through entity or a
residual interest.’®) The expected stream of net losses to the holder of a residual interest similar
to the Residual Interests (which losses represent a recovery of tax basis in excess of fair market

10 Neither the legislative history to section 382 nor the preamble to Treas. Reg. § 1.1502-15T provide any
helpful guidance on the issues discussed in the accompanying text. The most illustrative private letter ruling of the
breadth of the term attributable under section 382(h) is Priv. Ltr. Rul. 9328021 (April 16, 1993). In that ruling, the
Service found that cancellation of indebtedness income that was realized by a loss corporation after an ownership
change under section 382 should be treated as anributable to the period prior to the ownership change. The loss
corporation had undergone a financial restructuring that resulted in the ownership change that included the grant of
rights to creditors to have long term debt retired in advance at a discount. When these rights were executed,
cancellation of indebtedness income resulted to the issuer. This ruling shows the Service’s broad view of income
atributable to a prior period. In the ruling, no asset of the issuer was involved in the circumstances that gave rise to
the income that was treated as a built-in gain item under the income corollary to section 382(h)(6)(B).
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value) are surely the sort of losses that the policy of the built-in loss rules were intended to limit
(under section 382 after an “ownership change™) or isolate (under the SRLY rules of the
consolidated return regulations). On the other hand, as outlined in the preceding paragraph, the
language of section 382(h) is poorly designed to encompass the pass through of annually
incurred interest deductions that are being taken into account by a REMIC as they accrue.
However, the future phantom net losses of a holder of the residual interest in a typical multiclass
REMIC can be distinguished from the accrual of interest deductions over time on a debt
instrument. Generally, the phantom losses are a direct function of the preexisting relationship of
the tax “liability” represented by the adjusted issue price of the regular interests and the adjusted
tax basis of the underlying assets held by the REMIC. With respect to REMICs that have turned
to phantom loss generators, the difference in these amounts is ordinarily expected to-esult in
phantom losses to the holder of the residual interest, so long as the residual interest is held by
such person, regardless of the prepayment rate of such interests.

Consequently, with respect to the Residual Interests, ECT can expect to receive a
determinable amount of phantom deductions that are not attributable to the passage of time. Asa
result, a strong argument could be made that these phantom deductions, when realized, are more
appropriately attributable to the time period that created the disparity between the adjusted issue
price of the regular interests and the adjusted tax basis of the underlying assets held by the
REMICs rather than any subsequent period of time. Under such an argument, the phantom
losses would be subject to the SRLY rules in the hands of ECT during the five year recognition
period. Further, in the event of a sale of the Residual Interests, ECT would recognize a loss on
the disposition of the Residual Interests that would be a built-in loss within the meaning of
section 382(h)(2)(B). Accordingly, the pre-contribution build-up of the high basis with respect
10 the Residual Interests will result either in a “disposition” loss to ECT that is a built-in loss in
the event that the Residual Interests are disposed of or a stream of net losses (from interest
deductions) that operates to recover the high basis if the Residual Interests are retained. Thus,
the loss may have sufficient certainty apart from future results of the operation of the REMIC to
make the loss artributable, in whatever form it takes, to the period before the contribution to

ECT.

On balance, therefore, we believe that a court would more likely than not find that
the word attributable is broad enough to encompass the anticipated net losses to be allocated to

ECT with respect to the Residual Interests. Thus, such net losses will more likely than not be

limited to use by the Company’s affiliated group under the SRLY rules during the five year
recognition period.
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2. Anti-Abuse Rules

The consolidated return regulations contain several anti-avoidance rules that can
impact the treatment of certain transactions under those regulations. These rules should not
impact the ireatment of the Transaction so long as (i) the Company and ECT have no intent to
achieve tax benefits through the use of “intercompany transactions,” (ii) the Company and ECT
have no intent to benefit members of the Company’s affiliated group or its shareholders as a
result of the impact of the Transaction on the earnings and profits of members of the Company’s
affiliated group, and (iii) the Company and ECT have no intent to achieve a tax benefit as a result
of any “investment adjustment” arising from the Transaction.

(a) Intercompany Transaction Anti-Avoidance Rule

The intercompany transaction anti-avoidance rule must be considered in
determining whether the Transaction would be treated as an intercompany transaction. "An
intercompany transaction is a transaction between corporations that are members of the same
consolidated group immediately afier the transaction.” Treas. Reg. § 1.1502-13(b)(1)(1).
Intercompany transactions include contributions to the capital of another member. Treas. Reg.
§ 1.1502-13(b)(1)(GXA).

Treas. Reg. § 1.1502-13(h)(1) states that "if a transaction is engaged in or structured
with a principal purpose to avoid the purposes of this section (including, for example, by avoiding
treatment as an intercompany transaction), adjustments must be made to carry out the purposes of
this section”. Treas. Reg. § 1.1502-13(a)(1) states that "this section provides rules for taking into
account items of income, gain, deductions, and loss of members from intercompany transactions.
The purpose of this section is to provide rules to clearly reflect the taxable income (and tax
liability) of the group as a whole by preventing intercompany transactions from creating,
accelerating, avoiding or deferring consolidated taxable income (or consolidated tax liability)."
(Emphasis added).

Based on the foregoing, the Transaction is an intercompany transaction, but its tax
treatment is dictated by section 351 of the Code. In this regard, we note that the Transaction was
effected for the principal purpose of obtaining accelerated accounting benefits by reducing a
deferred tax liability or recording a deferred tax asset and for the generation of investment profits.
Also, you have represented that the Transaction was not unidertaken in order to use an intercompany
transaction to create, accelerate, avoid or defer consolidated taxable income and the anti-avoidance
rule of Treas. Reg. § 1.1502-13(h) in forming our opinion set forth above.
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(b) Earnings and Profits Anti-Avoidance Rule

A second anti-avoidance rule governing earnings and profits under the
consolidated return regulations provides that "if any person acts with a principal purpose contrary
to the purposes of this section, to avoid the effect of the rules of this section or [to] apply the
rules of this section to avoid the effect of any other provision of the consolidated retun
regulations, adjustments must be made as necessary to carry out the purposes of this section.”
Treas. Reg. § 1.1502-33(g). The purpose of the section is to treat the earnings and profits of all
of the members as being earned by a single entity and thereby consolidate the group's eamnings
and profits in the common parent of the group. Treas. Reg. § 1.1502-33(a)(1). The Preamble to
the regulations, when proposed, defined the function of the earnings and profits anti-avoidance
rule as "measuring dividend paying capacity." T.D. 8560, 1994-2 C.B. 200, 201. Generally, the
earnings and profits flow up the chain of members, beginning with the lowest tier member, until
they ultimately are included in the common parent's earnings and profits.

The Service could implement this anti-avoidance rule only if the members of the
Company’s affiliated group entered into the Transaction with a principal purpose to avoid the
effect of the rules of “this section or to apply the rules of” this section to avoid the effect of any
other provision of the consolidated return regulations. With respect to the rules of this section,
because intra-group dividends are eliminated, any change in the earnings and profits of any member
of the Company’s affiliated group will not impact the taxable income or tax liability of the group.
Further, you have represented that the Transaction was not undertaken in order to make it likely that
a distribution made by the Company would be treated as a return of basis under section 301(b)(2) to
the shareholders of the Company rather than a taxable dividend.

We have considered your representation to us and the anti-avoidance rule of Treas.
Reg. § 1.1502-33(g) in forming our opinion set forth above.

(c) Investment Adjustment Anti-Avoidance Rule

A third anti-avoidance rule is a part of Treas. Reg. § 1.1502-32, the investment
adjustment regulation. Thereunder, "if any person acts with a principal purpose contrary to the
purposes of this section, to avoid the effect of the rules of this section or apply the rules of this
section to avoid the effect of any other provision of the consolidated return regulations,
adjustments must be made as necessary to carry out the purposes of this section." Treas. Reg.
§ 1.1502-33(e)(1). The purpose of the investment adjustment regulation is to adjust the basis of
the upstream entities for the items of income, gain, deduction, and loss taken into account for the
period that ECT is a member of the consolidated group. The purpose of the adjustment is to treat
the members as a single entity so that consolidated taxable income reflects the group's income, in
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particular by not having income of ECT taken into account a second time on the Company's
disposition of ECT's stock. Treas. Reg. § 1.1502-32(a)(1).

The regulatory examples of this anti-avoidance each illustrate situations in which
transactions were entered into for the principal purpose of an upward distortion in the tax basis of
the stock of a member of a consolidated group.

We have considered your representation that the Transaction was not undertaken in
order to gain any benefit under the investment adjustment regulations and the anti-avoidance rule of
Treas. Reg. § 1.1502-32(e) in forming our opinion set forth above.

D. Affiliation: Section 1504 Implications

) In order for ECT to be included in the Company’s consolidated group (as defined
in Reg. § 1.1502-1(h)), the Class A Shares and the Class B Shares held by the Enron Subsidiaries
must represent at least 80 percent of the total vote and value of the outstanding stock of ECT.
Because the Enron Subsidiaries will hold more than 94 percent of the total vote and value of the
outstanding stock of ECT after the Transaction, ECT should be eligible to join the Company’s
consolidated group. ‘

1. Beneficial Ownership of Stock

The affiliation rules of section 1504 are applied by reference to the beneficial owner
of stock; mere legal title is not sufficient. See, e.g., Macon, Dublin & Savannah Railroad Co. v.
Commissioner, 40 B.T.A. 1263, 1272 (1939), acg., 1940-1 C.B. 3 (stock ownership for affiliation
purposes "is not merely possession of the naked legal title, but beneficial ownership, which carries
with it dominion over the property"); Miami National Bank v. Commissioner, 67 T.C. 793, 801
(1977) (section 1504 is concerned with beneficial ownership, and contrary to the contention of the
Commissioner, such beneficial ownership did not exist merely in the context of "nominee or
escrow arrangements”). In the instant case, the Enron Subsidiaries will hold the Class A Shares and
Class B Shares for their own account and will exercise full rights of ownership over such shares.
Such holders therefore will be the beneficial as well as the legal owners of such shares

2. Status as Voting Stock

The Class A Shares and the Class B Shares also must be respected as possessing at
Jeast 80 percent of the total vote of all the outstanding stock of ECT. In general, stock is treated as
"voting" stock for purposes of section 1504 if it carries the current right to participate in the
corporation's management, which typically is achieved through the right to vote for directors of the
corporation.  Erie Lighting Company v. Commissioner, 93 F.2d 883, 885 (Ist Cir. 1937)

C-110 EC2 000033900




R. Davis Maxey, Esq.

Enron Corp. PRIVILEGED ATTORNEY
December 16, 1997 CLIENT COMMUNICATION
Page 35

(concluding that stock was nonvoting stock if it did not carry "the right to vote for directors who
control the management of the corporation"); Rev. Rul. 69-126, 1969-1 C.B. 218 ("participation in
the management of the subsidiary through election of the board of directors is the criterion of the
voting power in this case"); Rev. Rul. 71-83, 1971-1 C.B. 268 (actual voting power when affiliation
is tested is the key; existence of nonvoting stock that is convertible to voting stock is irrelevant to
the analysis).

The Service has taken the position that the mechanical right to elect directors is not
dispositive if, by reason of special arrangements, those directors do not have normal management
authority. In TAM 9452002 (August 26, 1994), the Service ruled that while the 80-percent voting
power requirement for affiliation normally is determined on the basis of the mechanical right to
elect directors, such right is not dispositive "where substantial restrictions are placed on the
authority of those directors." In that case, a consolidated group holding a class of subsidiary stock
representing 50 percent of the voting power of that subsidiary sought to recapitalize the subsidiary
so that it would be includible in the consolidated group. Another class of subsidiary stock held by
three entities outside the consolidated group held the remaining voting power. The TAM implies
that the restructuring was motivated by the fact that the consolidated group was generating
significant losses that could shelter the subsidiary's income in the consolidated return."!

In order to include the subsidiary in the consolidated group, the subsidiary was
recapitalized so that consolidated group members acquired a class of subsidiary stock (Class C) that
carried the right to elect 4 directors, each of whom possessed two votes. The non-consolidated
group members continued to hold a separate class of stock (Class B) that carried the right to elect
two directors, each of which had a single vote. Consequently, the Class C stock satisfied the 80
percent voting power requirement as determined by the mechanical right to elect directors
((2x4)/[(2x4) + 2] = 80 percent). However, certain "significant corporate decisions" (or “restricted
matters”) traditionally within the discretion of a majority of the board required the approval of the
Class B shareholder and/or the Class B directors.!? In addition, two of the three Class B

1 The TAM notes that an alternative contention made by the Appeals Office was that the recapitalization "was
a sham that should be disregarded for tax purposes.” Appeals believed that the sole reason for undertaking the
recapitalization was to permit losses of the existing consolidated group to offset gains of the subsidiary, and that
“there was no intention [to give the consolidated group] . .. managerial control. . . in light of the restrictions
imposed on the Board.” In view of its voting power analysis, the Service did not find it necessary to reach the sham

theory.

12 These decisions consisted of (i) any acquisition or disposition of material (five percent of book value)
assets, (ii) any appropriation or asset disposition equal to at least 1.8 percent of the value of the corporation’s assets,
(iii) selection/dismissal of the CEO, (iv) any merger of the corporation, and (v) any loan to an affiliate of the
corporation that was not in the ordinary course of business. Items (i) and (iii) were the most significant to_the
Service’s analysis.
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shareholders (designated "Corp. XY") had the right to purchase Class C stock at any time after the
occurrence of certain specified events that could jeopardize the investment of those shareholders,
except that the Class C shareholders had a prior right to convert their shares to a class of stock
having the same voting power as the Class B stock (thereby causing a reversion to the 50/50 voting
power existing before the recapitalization) (the "call-or-convert" provision, or the “objectionable
action provision”). Finally, the Board was required to declare dividends in an amount equal to at
least 35 percent of the subsidiary's net income, with those dividends distributed 80 percent to the
Class B shareholders and 20 percent to the Class C shareholders (the “mandatory dividend
provision”). This feature was described as "a further restriction on the Board and on [the
consohdated group's] . . . ability under the Charter to control the management of [the subsidiary]."

With regard to the call-or-convert provision, the taxpayer asserted that "the
Service consistently disregards the fact that a subsidiary's stock is subject to a call or to dilution
upon the exercise of conversion rights by other persons,” and that such result obtained "even
where voting power necessarily will change over time."' The Service responded as follows:

We do not suggest that the ability of Corp XY to purchase the
[subsidiary] ... shares owned by [the consolidated group]...
nullified [the consolidated group's]... ownership of the shares
under the law and regulations applicable to the years in issue. Nor
do we maintain that the call right itself destroyed affiliation. The
importance of the call-or-convert provision in this case results from
its trigger and price elements and their effect on the . .. Board [of
the subsidiary] throughout the years in issue -- even before their
exercise. Presumably, the provision's net effect was to require the
Board AT ALL TIMES to act in a manner not materially adverse
to Corp XY's economic interests.

(Emphasis in original).

Under these circumstances, the Service ruled that the subsidiary was not affiliated
with the consolidated group notwithstanding that the stock owned by group members carried 80
percent of the directors' votes as a mechanical matter. This followed because actual management
control was not possessed by the Class C stock.

The Class C shareholders subsequently litigated the Service’s conclusion in TAM
9452002 in Tax Court. In Alumax Inc. v. Commissioner, 109 T.C. No. 8 (September 30, 1997), the
Tax Court " similarly held that voting power under section 1504 is not to be determined
mechanically based on the shareholder’s ability to elect directors under circumstances where there
are substantial restrictions placed on the authority of those directors. In particular, the Tax Court
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could not disregard the special voting rights with respect to restricted matters, the mandatory
dividend provision, and the objectionable action provision. The Tax Court concluded that the
cumulative effect of these provisions reduced the voting power of the Class C stock below 80
percent, and therefore that the subsidiary was not affiliated with the consolidated group.

In the instant case, the Transaction was structured so that the Enron Subsidiaries
hold more than 94 percent of the total vote of all of the ECT stock. Further, no formal or
informal arrangements will cause the Enron Subsidiaries to have a voice in management that is
less meaningful than is normally possessed by a shareholder with the same voting rights. In fact,
the Enron Subsidiaries possess more than the typical voting power since the general partner of
ECT, a subsidiary of the Company, is imbued with the full control of the busingss of the
Partnership. In addition, the Enron Subsidiaries own at least 80 percent of each of the two
classes of stock. These two factors (the general partner status of the Company subsidiary and the
formal voting rights possessed by the Company subsidiaries) are consistent with the Enron
Subsidiaries having in excess of 80 percent of the vote and value of the equity of ECT.

On the fourth anniversary of the capitalization of ECT, the Partnership Agreement
provides that ECT shall cause its assets to be marked-to-market and a Special Payment to
perhaps be made. In Alumax the Tax Court held that an automatic dividend provision caused
some change in the voting power of the shares of that corporation. Because in Alumax the voting '
power of the purported common parent was otherwise at 80 percent the Tax Court did not need
to determine the percentage amount of the change in the voting power from 80 percent as any
percentage change was sufficient. We believe that a one-time dividend provision should not
under existing authority cause the Enron Subsidiaries to be treated as having less than 80 percent
of the vote and value of ECT.

Accordingly, we believe that the Enron Subsidiaries should be respected as
possessing at least 80 percent of the total vote of ECT.
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V1. CONCLUSION

The foregoing opinions of the Firm represent our best legal judgment on the
issues discussed and are subject to the limitations discussed herein, including changes in law or
the inaccuracy of any factual matter relied on herein.

Very truly yours,
Blon, oump, Sterins, /?/W i 2l 1P

Akin, Gump, Strauss, Hauer & Feld, L.L.P.

#74268v2
076409-0002
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Dear Dave:

You have requested our opinion as to whether the accuracy-related penalty under
section 6662 of the Internal Revenue Code of 1986, as amended (the “Code”),1 would be
imposed in the event that the Internal Revenue Service (the “Service”) disallowed tax deductions
for the net losses generated from the REMIC residual interests contributed by Bankers Trust
(Delaware) (“BTDel”) and Bankers Trust Company (“BTCo”) to ECT Investing Partners, L.P.
(“ECT”) in the transaction (the “Transaction”) that is the subject of our separate opinion dated
the same date herewith (the “REMIC Opinion”). In addition, you have requested our opinion as
to whether the tax shelter registration requirements of section 6111 will apply to the Transaction.

I. FACTS AND REPRESENTATIONS

The facts and representations set forth in the REMIC Opinion are incorporated
herein by reference, as is the description, in the second paragraph on page one of the REMIC
Opinion, of the scope of our review and of the matters upon which we have relied in preparing
our opinion.

Except as explicitly set forth herein and in the REMIC Opinion, we express no
opinion as to the tax consequences, whether federal, state, local, or foreign, of the Transaction to

any party.

All section references herein are to the Code or the Treasury regulations promulgated thereunder.
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II. OPINION
Based upon the facts and representations incorporated herein and the existing law:

(1) We believe that the accuracy-related penalty under section 6662 should not
apply in the event that the net losses otherwise generated from the REMIC residual interests
contributed by BTDel and BTCo to ECT are disallowed.

(2) We believe that no person principally responsible for, or participating in,
the organization and management of ECT should be required to register ECT as a tax-shelter
under section 6111.

Our opinion is based on the Code in effect on the date hereof, and applicable
Treasury regulations, case law, administrative rulings and pronouncements, and other
authoritative sources. In the event of any change in the body of law upon which our opinion is
based, our opinion on the matters expressed herein may change. We disclaim any undertaking to
advise vou of any subsequent changes in applicable law.

Our opinion represents our best legal judgment as to the ultimate outcome if the
issues addressed herein were presented to a court of law. Our opinion is not binding on the
Service or the courts, however, and there can be no assurance that the Service or the courts would
agree with our opinions on the issues discussed herein if those issues were presented to them.

III. ANALYSIS

A. The Accuracv-Related Penalty

Under section 6662, if any portion of an underpayment of tax is attributable to,

inter alia, “negligence or disregard of rules or regulations” (the * ‘negligence component”) or a

“substantial understatement of income tax” (the “substantial understatement component”), then,

subject to certain exceptions discussed below, an accuracy-related penalty equal to 20 percent of
such portion of the underpayment is imposed. Section 6662(a) and (b)(1), (2)

1. The Negligence Component

With regard to the negligence component of the accuracy-related penalty, the
regulations provide that “[a] position with respect to an item is attributable to negligence if it

-

- The accuracy-related penalty also applies to underpayments attributable to substantial valuation
misstatements, substantial overstatements of pension liabilities, and substantial estate or gift tax valuation
understatements, but none of those are relevant under the instant facts.
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lacks a reasonable basis.” Reg. § 1.6662-3(b). The “reasonable ba51s standard 1s “significantly
higher than the not frivolous standard,” Reg. § 1.6662- g(b)(p)(u) but less stringent than the
“substantial authority” standard (discussed infra). See Reg. § 1.6664-4(d)(2); Prop. Reg. §
1.6662-3(b)(3). The regulations further provide that **‘disregard’ includes any careless, reckless
or intentional disregard of rules or regulations.” Reg. § 1.6662-3(b)(2).

2. The Substantial Understatement Component

a. Overview

With regard to the substantial understatement component of the accuracy-related
penalty, an “understatement” is defined as the excess of (i) the amount of tax required to be
shown on the taxpaver’s return for the taxable vear, over (ii) the amount of tax actually shown on
that return (reduced by certain credits, refunds. or other payments). Section 6662(d)(2); Reg.
§ 1.6662-4(b)(2). An understatement is “substantial” if it exceeds the greater of 10 percent of the
tax required to be shown on the Iaxpaver s return for the taxable year or $10,000. Section
6662(d)(1); Reg. §1.6662- 4(b)(1).* The accuracy-related penalty for a substantial
understatement does not apply to any portion of the understatement that is attributable to a tax
position for which the taxpayer has “substantial authority,” except that any portion of the
understatement that represents a “tax shelter” item is subject to the penalty. Section
6662(d)(2)(B)(i) & (C)(ii).’

b. Substantial Authority Defined

Under the regulations, the “substantial authority” standard is less stringent than
the “more likely than not” standard (i.e., a greater than 50 percent likelihood of success if
litigated) but, as noted supra, more stringent than the “reasonable basis” standard. Reg.
§ 1.6662-4(d). A taxpayer’s tax treatment of an item is supported by substantial authority if the
WC]Qh[ of authorities supporting such tax treatment “is substantial in relation to the weight of

Reg. § 1.6694-2(c)(2) provides that a frivolous position “is one that is patently improper.”

* Only the statutory provisions applicable to C corporations (other than personal holding companies) are
reviewed herein.

f Additionally. the understatement may be reduced by the portion thereof that is attributable to any item

(other than a tax shelter item) if the facts relevant to the tax reatment of that item are adequately disclosed on the
taxpayer’s return (or on an attached statement) and there was a “reasonable basis” for the tax treatment of the item.
Section 6662(d)(2)(B)(ii); Reg. § 1.6662-4(a), -4(e), -4(f). Pursuant to a 1997 Act amendment to section 6662, a
corporation does not have a “reasonable basis” for the tax treatment of an item attributable to a “multi-party
financing transaction” if the weatment does not clearly reflect the income of the corporation.  Section

6662(d)(2)(B)(ii).
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authorities supporting contrary tax treatment.” Reg. § 1.6662-4(d)(3)(i). The weight of an
authority depends on its relevance, persuasiveness, and source. Reg. § 1.6662-4(d)(3)(11).
Substantial authority may exist for more than one position on an item. In addition, substantial
authority may exist despite the absence of certain types of authority. Accordingly, a taxpayer
may have substantial authority for a position that is “supported only by a well-reasoned
construction of the applicable statutory provision.” Id.

The substantial authority exception applies if substantial authority exists either at
the time the taxpayer’s return is filed or on the last day of the taxpayer’s taxable year. Reg.

§ 1.6662-4(d)(3)(iv)(C).

c. Tax Shelter Items

Prior to the enactment of the Taxpayer Relief Act of 1997 (the *1997 Act”), a “tax
shelter” was defined as any entity, plan or arrangement “‘the principal purpose” of which was to
avoid or evade federal income tax. Section 6662(d)(2)(C)(iii) (prior to amendment).® As part of
the 1997 Act. and effective for items with respect to transactions entered into after August 5,
1997, Congress amended the definition of a “tax shelter” for purposes of the accuracy-related
penalty. A tax shelter is now defined as any entity, plan or arrangement that has “a significant
purpose” (rather than the principal purpose) of tax avoidance or evasion.

Regulations interpreting the pre-1997 Act definition of a “tax shelter” state that a
purpose to obtain a tax benefit “in a manner consistent with the statute and Congressional
purpose” is not a tainted tax avoidance or evasion purpose. Reg. § 1.6662-4(g)(2)(i1). Nothing
in the recent legislation indicates that this provision was intended to be overridden.

d. Summary

To summarize, an underpayment attributable to an item for which the taxpayer has
substantial authority is not subject to the substantial understatement component of the accuracy-
related penalty unless that item is a tax shelter item. Such an item also would not be subject to
the negligence component of the accuracy-related penalty, since a position for which the taxpayer
has substantial authority necessarily is a position that satisfies the “reasonable basis” standard.’

¢ The regulations promulgated under that provision provide that a purpose is the principal purpose if it
“exceeds any other purpose.” Reg. § 1.6662-4(2)(2)(i). In addition, those regulations provide that an item is a “tax
shelter item” if it *is directly or indirectly attributable to the principal purpose of a tax shelter to avoid or evade
Federal income tax.” Reg. § 1.6662-4(g)(3).

’ Under a literal reading of the regulations, the “disregard of rules or regulations” prong of the negligence

component could be satisfied if the taxpayer knowingly disregarded, and took a position contrary to, 2 regulation,
even if that contrary position was supported by substantial authority. (A regulatory exception for a contrary position
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3. The Reasonable Cause and Good Faith Exception

a. General Rules

An underpayment that satisfies all the requirements for the imposition of the
accuracy-related penalty under section 6662 nonetheless will not be subject to that penalty to the
extent that the taxpaver had reasonable cause for the position taken and acted in good faith (the
“reasonable cause and good faith exception”). Section 6664(c)(1); Reg. § 1.6664-4(a). Set forth
below is a review of the general rules for the operation of this exception. Special rules applicable
1o tax shelter items are discussed separately thereafter.

The reasonable cause and good faith exception is applied on a case-by-case basis
and requires a review of “all pertinent facts and circumstances.” Reg. § 1.6664-4(b). The
regulations specify that the most important consideration in determining whether the exception
applies “is the extent of the taxpayer’s effort to assess the taxpayer’s proper tax liability.” Reg.
§ 1.6664-4(b)(1). In addition, the regulations provide the following guidance:

Circumstances that may indicate reasonable cause and good faith
include an honest misunderstanding of fact or law that is
reasonable in light of the experience, knowledge and education of
the taxpayer. An isolated computational or transcriptional error
generally is not inconsistent with reasonable cause and good faith.
Reliance on an information return or on the advice of a
professional (such as an appraiser, attorney or accountant) does not
necessarily demonstrate reasonable cause and good faith.
Similarly, reasonable cause and good faith is not necessarily
indicated by reliance on facts that, unknown to the taxpayer, are
incorrect. Reliance on an information return, professional advice
or other facts, however, constitutes reasonable cause and good faith
if, under all the circumstances, such reliance was reasonable and
the taxpayer acted in good faith.

Reg. § 1.6664-4(b).

Accordingly, the regulations governing the reasonable cause and good faith
exception expressly state that reliance 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.” Id. This rule is illustrated in the regulations by the following example: '

that “has a realistic possibility of being sustained on its merits” literally applies only to revenue rulings or notices.
Reg. § 1.6662-3(b)(2).) However, the overriding “reasonable cause and good faith” exception, described below,
should apply in such circumstances.
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Example 1. A, an individual calendar year taxpayer,
engages B, a tax professional, to give him advice concerning the
deductibility of certain state and local taxes. A provides B with the
full details concerning the taxes at issue. B advises A that the
taxes are fully deductible. A, in preparing his own tax return,
claims a deduction for the taxes. Under these facts, A is
considered to have demonstrated good faith by seeking the advice
of a tax professional, and to have shown reasonable cause for any
underpayment attributable to the deduction claimed for the taxes.
However, if A had sought advice from someone that he knew, or
should have known, lacked knowledge in federal income taxation,
A would not be considered to have shown reasonable cause or to
have acted in good faith.

Reg. § 1.6664-4(b)(2) Ex. 1.

PRIVILEGED ATTORNEY
CLIENT COMMUNICATION

The scope of the reasonable cause and good faith exception, however, is limited
by Reg. § 1.6664-4(c), which provides as follows:

©) Reliance on opinion or advice—(1) Facts and
circumstances, minimum  requirements. All  facts and
circumstances must be taken into account in determining whether a
taxpayer has reasonably relied in good faith on advice (including
the opinion of a professional tax advisor) as to the treatment of the
taxpayer (or any entity, plan, or arrangement) under Federal tax
law. However, in no event will a taxpayer be considered to have
reasonably relied in good faith on advice unless the requirements
of this paragraph (c)(1) are satisfied. The fact that these
requirements are satisfied will not necessarily establish that the
taxpayer reasonably relied on the advice (including the opinion of a
professional tax advisor) in good faith. For example, reliance may
not be reasonable or in good faith if the taxpayer knew, or should
have known, that the advisor lacked knowledge in the relevant
aspects of Federal tax law.

(1) All facts and circumstances considered. The advice
must be based upon all the pertinent facts and circumstances and
the law as it relates to those facts and circumstances. For example,
the advice must take into account the taxpayer’s purposes (and the
relative weight of such purposes) for entering into a transaction and
for structuring a transaction in a particular manner. In addition, the

C-120
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requirements of this paragraph (c)(1) are not satisfied if the
taxpayer fails to disclose a fact that it knows. or should know, to be
relevant to the proper tax treatment of an item.

(i)  No unreasonable assumptions. The advice must not
be based on unreasonable factual or legal assumptions (including
assumptions as to future events) and must not unreasonably rely on
the representations, statements, findings, or agreements of the
taxpayer or any other person. For example, the advice must not be
based upon a representation oOr assumption which the taxpayer
knows, or has reason to know, is unlikely to be true, such as an
inaccurate representation or assumption as 10 the taxpayer’s
purposes for entering into a transaction or for structuring a
transaction in a particular manner.®

b. Tax Shelter Items

A corporation generally is considered to have acted with reasonable cause and in
good faith with respect to a tax shelter item (as defined supra) if (i) there is substantial authority
for the tax treatment of the item (the ‘“authority requirement”) and (ii) “the corporation
reasonably believed, at the time the return was filed, that the tax treatment of the item was more

: In addition to the foregoing regulatory provisions regarding reliance on a tax professional, the courts have

long recognized that a taxpayer’s bona fide reliance on the advice of a tax professional constitutes “reasonable
cause” sufficient to preclude the imposition of tax penalties. The Supreme Court’s decision in United Siates v.
Boyvie. 469 U.S. 241 (1985). although involving the penalty for failure to file a return rather than the substantial
understatement penalty, frequently is cited in this regard:

Courts have frequently held that “reasonable cause” is established when a
taxpayer shows that he reasonably relied on the advice of an accountant or
attorney that it was unnecessary to file a return. even when such advice wrned
out to have been mistaken . . . .

When an accountant or atiornev advises a taxpaver on a matter of tax
law. such as whether liability exists, it is reasonable for the 1axpaver to relv on
that advice. Most taxpayers are not competent to discern error in the substantive
advice of an accountant or atiorney. To require the taxpaver 1o challenge the
attorney, 1o seek a “second opinion,” or 1o 1wy Io monttor 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. . . . “Ordinary business care and
prudence” do not demand such actions.

469 U.S. at 251 (emphasis added). In Boyle, the Court concluded that the taxpayer there at issue could not avoid the
failure 1o file penalty by blaming his attorney, since “one does not have to be a tax expert to know that tax returns
have fixed filing dates and that taxes must be paid when they are due.” Jd.
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likely than not the proper tax treatment” (the “belief requirement”). Reg. § 1.6664-4(e)(2)(A) &
(B). Further:

[A] corporation is considered reasonably to believe that the tax
treatment of an item is more likely than not the proper tax
treatment if (without taking into account the possibility that a
return will not be audited, that an issue will not be raised on audit,
or than an issue will be settled)--

(1) The corporation analyzes the pertinent facts and
authorities . . . and in reliance upon that analysis, reasonably
concludes in good faith that there is a greater than 50-percent
likelihood that the tax treatment of the item will be upheld if
challenged by the Internal Revenue Service; or

(2) The corporation reasonably relies in good faith on
the opinion of a professional tax advisor, if the opinion is based on
the tax advisor’s analysis of the pertinent facts and authorities . . .
and unambiguously states that the tax advisor concludes that there
is a greater than 50-percent likelihood that the tax treatment of the
item will be upheld if challenged by the Internal Revenue Service. .

Reg. § 1.6664-4(e)(2)(B). The regulations describe the foregoing rules for tax shelter items as
“minimum requirements,” and reserve to the Service broad discretion to disallow the reasonable
cause and good faith exception in cases of perceived abuse:

For example, depending on the circumstances, satisfaction of the
minimum requirements may not be dispositive if the taxpayer’s
participation in the tax shelter lacked significant business purpose,
if the taxpayer claimed tax benefits that are unreasonable in
comparison to the taxpayer’s investment in the tax shelter, or if the
taxpayer agreed with the organizer or promoter of the tax shelter

that the taxpayer would protect the confidentiality of the tax
aspects of the structure of the tax shelter.

Reg. § 1.6664-4(e)(3).
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4. Application of the Accuracy-Related Penaln 1o Losses Auributable 10 the
Transaction

Focusing first on the rules applicable to items other than tax shelter items, the
accuracy-related penalty should not apply to any underpayment attributable to a disallowance of
losses on the REMIC residual interests held by ECT as a result of the Transaction if and to the
extent that such disallowance is based on a position contrary to one of the opinions set forth in
the REMIC Opinion. This follows because each of those opinions is expressed in terms of the
tax result that “should” or that “more likely than not” would obtain. Each of those standards is
more stringent than the ‘“substantial authority” standard applicable to the substantial
understatement component of the accuracy-related penalty. As seen, moreover, the substantial
authority standard is itself more stringent than the “reasonable basis” standard applicable to the
negligence component of the penalty. With regard to the “disregard” prong of the negligence
component, none of the opinions set forth in the REMIC opinion is premised on the disregard of
any rule or regulation.

Even if “substantial authority”” were deemed ot to exist for the positions taken n
the REMIC Opinion, the reasonable cause and good faith exception properly should apply by
reason of the taxpayers’ reliance on an opinion of counsel (the REMIC Opinion) that takes into
account all of the relevant facts and that is not premised upon any unreasonable factual or legal
assumptions or representations.

Even if the Transaction were characterized as a tax shelter, moreover, the
reasonable cause and good faith exception should apply if the losses were disallowed on the basis
of a position contrary to one of the express opinions set forth in the REMIC Opinion. This
follows because (i) substantial authority exists for each of the opinions set forth in the REMIC
Opinion, (ii) the taxpayer-recipients of the REMIC Opinion properly should be considered to
have reasonably relied in good faith on the REMIC Opinion, and (iii) the REMIC Opinion
unambiguously concludes that the likelihood that the opinions expressed therein will be upheld is
greater than 50 percent.

B. Tax Shelter Registration

Section 6111(a)(1) of the Code requires a “tax shelter organizer” to register a “tax
shelter” with the Service no later than the day on which the first interest in the tax shelter is
offered for sale.

For this purpose, a “tax shelter” is defined to include any investment with respect
to which an investor could reasonably infer from representations made, or to be made, n
connection with the offering for sale of interests in the investment, that the “tax shelter ratio” is
greater than 2 to 1 for any investor as of the close of any of the first 5 years ending after the date
on which such investment is offered for sale. Section 6111(c)(1)(A). Additionally, the
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investment must (i) be required to be registered under a federal or state securities law, (ii) be sold
pursuant to a registration exemption that requires the filing of a notice with the appropnate
federal or state securities regulators, or (iii) involve a substantial investment (i.e., the aggregate
amount offered for sale exceeds $250,000 and 5 or more investors are expected). Section
6111(c)(1)(B); Section 6111(c)(4).

\

|

{ The “tax shelter ratio” for any vear is the ratio that (i) the aggregate amount of
| deductions and 350 percent of the credits which are represented as potentially allowable to any
| investor for all periods through the close of such year, bears to (ii) the “investment base” for such
{ vear. Section 6111(c)(2). The “investment base,” in turn, for any year generally is the amount of
| money and the basis of any property (less any Jiabilities to which such property is subject)
| contributed by the investor as of the close of such year. Section 6111(c)(3).

\

\

|

|

\

|

|

|

In addition to the foregoing, the Taxpayer Relief Act of 1997 recently expanded
the definition of a “tax shelter” to include centain confidential arrangements. Under new section
6111(d) of the Code, a “tax shelter” also includes any entity, plan, arrangement or transaction (1)
a significant purpose of which is the avoidance or evasion of federal income tax by a direct or
indirect corporate participant, (i) that is offered to any potential participant under conditions of
confidentiality, and (iii) for which the tax shelter promoters may receive aggregate fees In excess
of $100,000. Section 6111(d)(1).

In this regard, a transaction Is considered to be offered under conditions of
confidentiality if a potential participant (or person acting on its behalf) has an understanding or
| agreement with or for the benefit of any promoter to limit disclosure of the transaction or any of
| its significant tax features. Section 611 1(d)(2)(A). In addition, a transaction is considered to be
offered under conditions of confidentiality if any promoter “(i) claims, knows or has reason to
know, (ii) knows or has reason to know that any other person (other than the potential
participant) claims, or (iii) causes another person to claim, that the tax shelter (or any aspect
thereof) is proprietary to the promoter or any person other than the potential participant or is

otherwise protected from disclosure to or use by others. Section 6111(d)(2)(B).

The Transaction might be analyzed in one of two ways as a “tax shelter” under
section 6111. The first, and the better, reading of section 6111 is that the Residual Interests are
themselves the object of a tax shelter investment by ECT. In that event, while the 2 to ] tax
shelter ratio test for registration is likely met, the tax shelter does not appear to meet the
remaining part of the conjunctive test for registration. Specifically, (i) no securities registration
is required for such investment, (i1) no exemption requiring the filing of a notice with securities
regulators was employed, and (iii) no “substantial investment” is present because ECT is the sole
investor (and five investors are required for a substantial investment).’ ‘Thus, where the Residual

9 Reg. § 301.6111-1T Q&A 22 provides that similar investments involving fewer than 5 investors will be
“aggregated solely for the purpose of determining whether investments involving fewer than 5 investors...are
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Interests are themselves treated as the object of the tax shelter, registration should not be

required.

The second mode of analysis that might be applied is that the investments in ECT
are themselves the investment in the tax shelter. This mode does not appear appropriate because
since ECT is not a flow through entity, the investors in fact receive no deductions from the
Residual Interests. Those deductions are all realized by ECT.'"® However, Bankers Trust has
prepared a calculation of the tax shelter ratio that includes the very conservative assumption that
the deductions of ECT should be compared to the outside investment base of the Enron-affiliate
investors in ECT. The computation of the tax shelter ratio is also conservative in that it uses a-
series of assumptions as to the rate at which deductions would be generated by the Residual
Interests that is far in excess of the projected rate of deductions and that was presented to Enron
as a sensitivity analysis rather than as a projection. Even at this unanticipated rate of deductions
from the Residual Interests, a tax shelter ratio of less than 2 to 1 was determined.!’ The rules in
calculating the tax shelter ratio, especially the investment base, are not elaborately established.
However, the calculation of the investment base utilized, which included the contribution to ECT
of the preferred stock of Enron Liquids Holding Corp. as the only contribution increasing the
investment base, is a conservative calculation under the rules. Thus, although we do not believe
that this second mode of analysis is the appropriate analysis under section 6111, we believe that
the tax shelter ratio calculation under such scenario should sustain a determination that no

registration was required.

In addition, the newly added provisions relating to corporate tax shelters should
not be applicable. We understand and assume that Enron and its affiliates have not entered into
any agreement with nor have any understanding with any person that directly or indirectly
restricts Enron’s disclosure of the Transaction. Further, we understand and assume that Enron
does not believe that the Transaction is proprietary to any person.

substantial investments.” In Section 2.3(c) of the Contribution Agreement between BTDel, BTCo and ECT, BTDel
and BTCo have represented that each of them and their affiliates will not be involved in more than 3 additional
similar investments. Thus, even with aggregation of future similar transactions, the Transaction should not be a
substantial investment if it is analyzed as though the Residual Interests were the tax shelter.

10 Even if the Service were to take the position that ECT is a flow through entity by virtue of the consolidated
return rules, the deductions from the Residual Interest are subject to the SRLY rules.

1 The greatest amount of potential deductions under the Residual Interests was used inasmuch as the
regulations refer to deductions represented as “potentially allowable.” See Reg. § 301 6111-1T Q&A 6.
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The foregoing opinions of the Firm represent our best legal judgment on the issues
discussed and are subject to the limitations discussed herein, including changes in law or the
inaccuracy of any factual matter relied on herein.

Very truly vours,

Akin, Gump, Strauss, Hauer & Feld, LLP

#79546v2
76409-0002
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Attorneys at Law Fax:  (202) 775-8586

.E_ll E R NS T& YO UN G 1919 M Street, N.W.,, Suite 800 www.mckeenelson.com

Washington, D.C. 20036

PRIVILEGED AND CONFIDENTIAL
SUBJECT TO ATTORNEY-CLIENT PRIVILEGE
AND WORK-PRODUCT DOCTRINE

March 21, 2001

R. Davis Maxey

Vice President Tax Research and Planning
ENRON Corp.

1400 Smith Street

P.O. Box 1188

Houston, Texas 77251-1188

Dear Dave:

You have requested our opinion with respect to certain federal income tax consequences
under the Internal Revenue Code of 1986, as amended (the “Code”), of the formation and
operation of Maliseet Properties, Inc. (“Maliseet™).

| This document is subject to the attorney-client privilege and the work-product doctrine.

It contains the legal opinions, thoughts, impressions, and conclusions of McKee Nelson, Emst &
Young LLP with respect to certain federal income tax matlers. McKee Nelson, Emst & Young
LLP, as special tax counsel for Enron Corp., an Oregon corporation (“Enron”), has prepared this
document at the request of Enron for its sole use. It has been prepared to aid Enron, among other
things, in anticipation of possible future litigation regarding the federal income tax matters
addressed herein. In that regard, this document is prepared to help define, and as part of, the
litigation strategy of Enron in the event of any challenge to the federal income tax treatment
claimed with respect to the transactions that it addresses.

L DOCUMENTS EXAMINED

In rendering this opinion, we have examined and relied upon the following documents:

N165UA Assignment and Assumption Agreement dated as of January 28, 1999, by and between
BT Ever, Inc., a New York Corporation (“BT Ever”), and ECT Investments Holding Corp., a
Delaware Corporation (“ECT");

Aircraft Interest Purchase Agreement (N165UA) dated as of January 28, 1999, by and between
BT Ever and ECT (the “N165UA Purchase Agreement”);

Consent, Waiver and Agreement N165UA dated as of January 28, 1999, by and among United
Airlines, Inc., a Delaware corporation, BT Ever, ECT, and First Security Bank, National
Association, as Trustee (the “Trustee™) (the “United Airlines Consent”);

EC2 000033988
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N83870 Assignment and Assumption Agreement dated as of January 28, 1999, by and between
BT Ever and ECT,

Aircraft Interest Purchase Agreement (N83870) dated as of January 28, 1999, by and between
BT Ever and ECT (together with the N165UA Purchase Agreement, the “Aircraft Purchase

Agreements”);

Consent, Waiver and Agreement N83870 dated as of January 28, 1999, by and among
Continental Airlines, Inc., a Delaware corporation, BT Ever, ECT, and the Trustee (the
“Continental Airlines Consent,” together with the United Airlines Consent, the “Consents”);

Amended and Restated Certificate of Incorporation of Maliseet Properties, Inc., a Delaware
corporation filed January 27, 1999 (“Certificate of Incorporation”);

Amended and Restated Bylaws of Maliseet Properties, Inc., adopted January 27, 1999 (the
“Bylaws”);

Purchase and Sale Agreement dated as of J anuary.28, 1999, by and between BT Green, Inc, a
New York Corporation (“BT Green”), and Enron (the “Enron Mortgage Securities Purchase

Agreement”);

Purchase and Sale Agreement dated as of January 28, 1999, by and between BT Green and
Bankers Trust Company, a New York banking corporation (“Bankers Trust”), acting through its
branch office in London, England (the “London Branch”) (the “Bankers Trust Mortgage

Securities Purchase Agreement”);

Subscription and Contribution Agreement dated as of January 28, 1999, by and between Enron
and Maliseet (the “Enron Contribution Agreement”);

Stock Purchase Agreement, dated as of January 28, 1999, by and between Enron and Bankers
Trust (the “Initial Common Stock Purchase Agreement”);

Two Year Put Agreement dated as of January 28, 1999, by and between Bankers Trust and Enron
(the “Two Year Put Agreement”);

78 Month Put Agreement dated as of January 28, 1959, by and between Bankers Trust and Enron
(the “78 Month Put Agreement,” together with the Two Year Put Agreement, the “Put

Agreements”);

Guaranty of Obligations dated as of January 28, 1999, by Enron in favor of Bankers Trust (the
“Guaranty”);
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Shareholder Agreement dated as of January 28, 1999, by and among Enron, Bankers Trust, and
Maliseet (the “Shareholders Agreement”);

Management Agreement dated as of January 28, 1999, by and between Maliseet and Enron;

Subscription and Contribution Agreement dated as of January 28, 1999, by and between Bankers
Trust and Maliseet (the “Bankers Trust Contribution Agreement,” together with the Enron
Contribution Agreement, the “Contribution Agreements”);

Put and Call Agreement dated as of January 28, 1999 by and between Bankers Trust and Enron
(the “Put and Call Agreement”); and

Promissory Note of Maliseet, dated January 28, 1999, in the principal amount of $5,396,318 (the
“Debt Security”).

In our examination of documents and in our reliance upon them in issuing this opinion,
we have assumed, with vour consent, that all documents submitted to us as photocopies faithfully
reproduce the originals, that the originals are authentic, that all documents submitted to us have
been duly executed and validly signed to the extent required in substantially the same form as
they have been provided to us, that each executed document constitutes the legal, valid, binding,
and enforceable agreement of the signatory parties, that all representations and statements set
forth in the documents are true and correct, and that all obligations, covenants, conditions, or
terms imposed on the parties by any of the documents have been or will be performed or
satisfied in accordance with their terms. We have further assumed that, for our examination in
connection with this opinion, you have disclosed to us all of the documents that are relevant to
the transactions that are the subject of this opinion and that there are no undocumented
agreements related to these transactions that modify or alter the effect of any documents listed
above or that create any additional obligations or rights in the parties to those documents. We
are not aware of any documents related to these transactions that would alter our opinion as set

forth below.

Any capitalized terms not defined herein have the same meaning as in the appropriate
documents from the list above. For purposes of this letter, the terms “phantom income” and
“phantom deductions” refer, respectively, to items of taxable income or deduction with respect to
a REMIC residual interest that are not matched by economic benefits or burdens associated with
the ownership of such interest. Similarly, the terms *“‘economic income” and ‘“‘economic
deductions” refer, respectively, to items of income or deduction with respect to a REMIC
residual interest that are matched by economic benefits or detriments associated with the

ownership of such interest.
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0. STATEMENT OF FACTS

In rendering this opinion, we have relied upon the facts as set forth below, which you
have represented 1o us are true 1o the best of your knowledge and belief.

A. The Bankers Trust and the Enron Affiliated Groups

BT Ever, BT Green, Bankers Trust, and Bankers Trust Corporation, a New York
corporation (“BT Corp”), are all members of the affiliated group, within the meaning of section
1504(a)(1),' of which BT Corp is the common parent (the “Bankers Trust Affiliated Group”).
Enron and ECT are members of the affiliated group, within the meaning of section 1504(a)(1), of
which Enron is the common parent (the “Enron Affiliated Group”).

B. The London Branch’s Acquisition of the Residual Interests and the
Mortgage Securities

Prior to January 1, 1999, Bankers Trust, operating through the London Branch,’
purchased residual interests (the “Residual Interests”), within the meaning of section 860G(a)(2),
in 2 number of REMICs, as defined in section 860D(a). The London Branch purchased the
Residual Interests in two packages. The Residual Interests currently generate phantom income
and are not expected to generate phantom deductions until after January 1, 2004. In addition,
prior to January 28, 1999, BT Green purchased certain mortgage securities (the “Mortgage
Securities”). '

C. The Leased Equipment

Prior to January 28, 1999, BT Ever owned all the beneficial interests in certain trust
estates, which included two aircraft and related records and equipment (the “Leased
Equipment™). Each aircraft was subject to a lease, one to United Airlines and one to Continental

Airlines (the “Leases”).

! All references 1o sections are to the Code, as amended and in effect as of the date of this letter, unless
otherwise noted. All references to regulations are to U.S. Treasury Department regulations, as most recently
adopted, amended, or proposed, as the case may be, as of the date of this letter, unless otherwise noted.

2 Unless otherwise noted, all references to actions of the London Branch refer to actions of Bankers Trust
operating through the London Branch.
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D.  Maliseet

Prior to January 28, 1999, Enron owned all of the outstanding stock of Maliseet. Such
stock consisted of 1,000 shares (the “Initial Common Stock™) of the common stock of Maliseet

(the “Common Stock™).

E. The January 28, 1999, Transactions

1. The Maliseet Transactions

a. The Capitalization of Maliseet

On January 28, 1999, BT Green sold to the London Branch undivided interests in certain
of the Mortgage Securities (the “BT Mortgage Securities”) for $2,724,817.79 pursuant to the
Bankers Trust Mortgage Securities Purchase Agreement, and sold to Enron its remaining
undivided interests in the Mortgage Securities (the “Enron Mortgage Securities™) for
$24,798,594.21 pursuant to the Enron Mortgage Securities Purchase Agreement. Immediately
thereafter, in accordance with the Enron Contribution Agreement, Enron contributed the Enron
Mortgage Securities to Maliseet in exchange for 39,000 shares of Maliseet Series A Preferred
Stock (the “Series A Preferred Stock™), and 572 shares of Maliseet Series B Preferred Stock (the
“Series B Preferred Stock,” together with the Series A Preferred Stock, the “Preferred Stock™; the
39,000 shares of the Series A Preferred Stock and the 572 shares of the Series B Preferred Stock
received by Enron pursuant to the Enron Contribution Agreement are herein referred to as the
“Enron Shares”). Pursuant to the Initial Common Stock Purchase Agreement, Enron then sold to
the London Branch the Initial Common Stock for $100. The London Branch then contributed
the BT Mortgage Securities and the Residual Interests to Maliseet in exchange for 1,000 shares
of the Common Stock (the “Additional Common Stock,” together with the Enron Shares, the
“Shares”), worth approximately $1,250,000, and the Debt Security, with a principal amount of
$5,396,318 and an agreed value of $1,639,818, pursuant to the Bankers Trust Contribution

Agreement.

The following sections describe the rights and privileges attached to shares of the Senes
B Preferred Stock, the Series A Preferred Stock, and the Common Stock that Enron and the
London Branch received pursuant to the Contribution Agreements.

1. The Series B Preferred Stock

(a) Dividends

Dividends with respect to each share of Series B Preferred Stock are cumulative and
accrue at an annual rate of 15 percent (the “Series A Dividend Rate”) of the liquidation
preference with respect to such stock (the “Preferred B Liquidation Preference”) as of the start of
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each three-month period beginning on January 1, April 1, July 1, and October 1 (eacha
“Quarterly Distribution Period”). Initially, the Preferred B Liquidation Preference was $1,000
(the “Initial Preferred B Liquidation Preference”). Payment of dividends for any Quarterly
Distribution Period with respect to the Series B Preferred Stock is limited by the lesser of (1) the
cash received by Maliseet during the quarter from all sources (including certain borrowings) over
expenditures during that period (including repayments of principal of certain borrowings and
amounts paid to redeem the outstanding Preferred Stock) (“*Available Net Cash Proceeds™); and
(2) the funds that are legally available for the payment of such dividends on such date as
determined in accordance with General Corporate Law of the State of Delaware (“Legally
Available Funds”). To the extent that dividends accrued with respect to the Series B Preferred
Stock are greater than the lesser of Available Net Cash Proceeds and Legally Available Funds,
such amount will increase the Preferred B Liquidation Preference. In addition, to the extent that
there is an excess of Legally Available Funds and Available Net Cash Proceeds over the
aggregate quarterly dividend on the Preferred Stock, an amount equal to the lesser of Available
Net Cash Proceeds and Legally Available Funds, afier giving effect to the payment or required
payment of dividends on the Preferred Stock, will be distributed to reduce pro rata the aggregate
Preferred B Liquidation Preference and the Preferred A Liquidation Preference, as that term is
defined herein, to the extent that such liquidation preferences were previously increased (such
distributions are referred to herein as “Excess Distributions”); Excess Distributions with respect
to the Series B Preferred Stock will decrease the Preferred B Liquidation Preference, but not
below the Initial Preferred B Liquidation Preference. The Certificate of Incorporation requires
that dividends be paid to the holders of the outstanding shares of the Series B Preferred Stock
prior to the holders of any other classes or series of shares of Maliseet.

(b) Liquidating Distributions

In the event of a voluntary or involuntary liquidation, dissolution, or winding up of
Maliseet, the holders of shares of the Series B Preferred Stock then outstanding are entitled to
receive an amount equal to the lesser of (1) the aggregate amount of the Preferred B Liquidation
Preference, plus all accrued and unpaid dividends to the date fixed for such distribution that have
not yet been included in such Preferred B Liquidation Preference (the “*‘Adjusted Preferred B
Liguidation Preference”); and (2) the net fair market value of Maliseet. These distributions are
to be paid out of the assets of Maliseet available for distribution to stockholders and are to be
paid before any distributions are made to the holders of any other class or senies of shares of
Maliseet. The holders of the Series B Preferred Stock are not entitled to any further liquidating
distributions.

© Voting Rights

Except as required by law, the holders of the outstanding shares of Series B Preferred
Stock are not entitled to vote on, or consent to, any matter.
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(d)  Redemption Rights

Maliseet may redeem the Series B Preferred Stock at any time after January 28, 1999,
upon the vote of the holders of 80 percent of the shares of the Series A Preferred Stock then
outstanding and 80 percent of the Common Stock then outstanding. At any time on or after
January 28, 2004, the board of directors of Maliseet may cause Maliseet to redeem the Senies B
Preferred Stock, provided that the holders of 80 percent of the shares of the Senies A Preferred
Stock then outstanding and 80 percent of the shares of the Common Stock then outstanding vote
in favor such redemption. The redemption price paid to the redeeming shareholder of Series B
Preferred Stock depends on the date of the redemption. If Maliseet redeems the Series B
Preferred Stock prior to January 28, 2001, the holder of such stock is entitled to cash equal to
120 percent of the Adjusted Preferred B Liquidation Preference; if Maliseet redeems the Series B
Preferred Stock on or after January 28, 2001, but prior to January 27, 2002, the holder of such
stock is entitled to cash equal to 115 percent of the Adjusted Preferred B Liquidation Preference;
if Maliseet redeems the Series B Preferred Stock on or after January 28, 2002, but prior to
January 27, 2003, the holder of such stock is entitled to cash equal to 110 percent of the Adjusted
Preferred B Liquidation Preference; if Maliseet redeems the Series B Preferred Stock on or after
January 28, 2003, but prior to January 27, 2004, the holder of such stock is entitled to cash equal
1o 105 percent of the Adjusted Preferred B Liquidation Preference; finally, if Maliseet redeems
the Series B Preferred Stock on or afier January 28, 2004, the holder of such stock is entitled to
cash equal to 100 percent of the Adjusted Preferred B Liquidation Preference.

1. The Series A Preferred Stock

(a) Dividends

Dividends with respect to outstanding shares of the Series A Preferred Stock are
cumulative and, as of January 27, 1999, began to accrue at an annual rate of 5.06788 percent (the
“Series A Dividend Rate”) of the liquidation preference with respect to such stock (the
“Preferred A Liquidation Preference”) as of the start of each Quarterly Distribution Period. On
December 31 of each year, however, the Series A Dividend Rate then in effect, s increased or
decreased by the “Yield Differential,” provided, however, that the Series A Dividend Rate can
never exceed 5.06788 percent. For this purpose, the Yield Differential as of December 31 of any
year means (i) the “Adjusted Yield” for the calendar year ended on such date minus (ii) the
Adjusted Yield for the preceding calendar year. The “Adjusted Yield” for any calendar year
other than the calendar year ended on December 31, 1998, means the quotient, expressed as a
percentage, obtained by dividing (i) the aggregate amount of all interest payments received or
receivable on account of the “Portfolio Securities” during such period by (i1) the aggregate
principal amount of all such Portfolio Securities. For purposes of calculating the Yield
Differential as of December 31, 1999, the Adjusted Yield for the calendar year ended December
31, 1998, was fixed at 5.60591 percent. “Portfolio Securities” for this purpose means the
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securities and investments, including temporary investments and cash equivalents, held by
Maliseet from time to time in accordance with the Bylaws.

Initially, the Preferred A Liquidation Preference was $620.98 (the “Initial Preferred A
Liquidation Preference”). Payment of dividends with respect to the Series A Preferred Stock is
limited by the lesser of Available Net Cash Proceeds and Legally Available Funds, after taking
into account dividends paid with respect to the Series B Preferred Stock. To the extent that
dividends accrued with respect to the Series A Preferred Stock are greater than the lesser of
Available Net Cash Proceeds and Legally Available Funds, after taking into account dividends
paid with respect to the Series B Preferred Stock (the “Undistributed Preferred A Dividends”),
such amount will increase the Preferred A Liquidation Preference. Excess Distributions with
respect to the Series A Preferred Stock will decrease the Preferred A Liquidation Preference, but
not below the Initial Preferred A Liquidation Preference. Claims of holders of the Senies A
Preferred Stock to dividend distributions are junior to those of holders of the Series B Preferred
Stock, but are senior to those of holders of all other classes and series of shares of Maliseet.

(b) Liguidating Distributions

In the event of a voluntary or involuntary liquidation, dissolution, or winding up of
Maliseet, the holders of the Series A Preferred Stock then outstanding are entitled to receive an
amount equal to the lesser of (1) the aggregate amount of the Preferred A Liguidation Preference,
plus all accrued and unpaid dividends to the date fixed for such distribution that have not yet
been included in such Preferred A Liquidation Preference (the “Adjusted Preferred A
Liquidation Preference”); and (2) the net fair market value of Maliseet less the aggregate
Adjusted Preferred B Liquidation Preference. These distributions are 10 be paid out of the assets
of Maliseet available for distribution to holders of the Series A Preferred Stock after satisfying
the claims of the holders of the Series B Preferred Stock, but before any distributions are made to
the holders of all other classes and series of shares of Maliseet. The holders of the Series A
Preferred Stock are not entitled to any further liquidating distributions.

© Voting Rights

Except as required by law, the holders of the outstanding shares of the Series A Preferred
Stock are entitled to vote with the holders of the Common Stock as a single class. Each holder of
the Series A Preferred Stock is entitled to cast one vote for each such outstanding share. The
holders of the Series A Preferred Stock have the right to vote for the directors. The vote of the
holders of 80 percent of the shares of the Series A Preferred Stock then outstanding and 80
percent of the shares of Common Stock then outstanding is required (1) to amend or repeal the
Certificate of Incorporation; (2) except in certain circumstances, to issue, redeem, purchase or
otherwise acquire additional shares of Maliseet after January 28, 1999; (3) to cause Maliseet to
merge or consolidate with another entity or dissolve; (4) to incur, assume or obligate Maliseet by
contract for any indebtedness, except indebtedness authorized by the Bylaws; (5) to declare
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bankruptcy; (6) to transfer amounts from Maliseet’s surplus account to its capital account(s); and
(7) to increase the par value of the Preferred Stock and the Common Stock.

(d) Redemption Rights

Maliseet may redeem the Series A Preferred Stock at any time after January 28, 1999,
upon the vote of holders of 80 percent of the shares of the Series A Preferred Stock then
outstanding and 80 percent of the shares of the Common Stock then outstanding.

il The Common Stock

(a) Rights to Distributions

Holders of the Common Stock are entitled to receive dividends as the board of directors
declares such dividends. If any accrued dividends with respect to the Preferred Stock have not
been fully paid through the next recently completed Quarterly Distribution Period, however, no
dividend will be declared, paid, or set aside for distribution to the holders of the Common Stock.
Furthermore, distributions to the holders of the Common Stock, when aggregated with any
distributions made 1o the holders of the Preferred Stock, cannot exceed Maliseet’s Legally
Available Funds on the date of such distribution.

(b) Liquidation Rights

In the event of a voluntary or involuntary liquidation, dissolution, or winding up of
Maliseet, the holders of the Common Stock are entitled to share in the funds, assets, and property
of Maliseet, but only after amounts sufficient to satisfy the Preferred B Liguidation Preference
and the Preferred A Liguidation Preference, and any dividend arrearages with respect to the
Preferred Stock have been paid or set aside in cash.

(©) Voting Rights

The voting rights of the holders of the Common Stock are identical to those of the holders
of the Series A Preferred Stock. '

(d) Redemption Rights

Maliseet may redeem the outstanding shares of the Common Stock at any time after
January 28, 1999, upon the vote of the holders of 80 percent of the shares of the Series A
Preferred Stock then outstanding and 80 percent of the shares of the Common Stock then

outstanding.
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b. The Shareholders Agreement

In connection with the execution and consummation of the Contribution Agreements, on
January 28, 1999, Enron and the London Branch entered into the Shareholders Agreement,
which sets forth the parties’ agreement regarding certain matters relating to the Shares and the
Initial Common Stock and the operation and management of Maliseet. The following paragraphs
describe certain provisions of that agreement.

i The Recapitalization Right

Under the Shareholders Agreement, at the request of any holder of shares of Maliseet
representing at least one percent of the aggregate number of shares of the Series A Preferred
Stock or one percent of the aggregate number of shares of Common Stock outstanding at such
time on or after January 28, 2004, Maliseet will be recapitalized (a “Recapitalization™). Upon
the exercise of a shareholder’s right to effect a Recapitalization (the “Recapitalization Right”),
Enron will cause Maliseet to redeem all of the outstanding shares of the Series B Preferred Stock
in accordance with the Certificate of Incorporation. In addition, the holders of the Series A
Preferred Stock and the Common Stock will cause their stock to be voted in favor of the
redemption of the Series B Preferred Stock.

On the date of a Recapitalization (a “Recapitalization Date”), each holder of shares of the
Common Stock and the holder of the Debt Security will exchange such mstruments for notes
having an aggregate fair market value of the shares or the Debt Security surrendered
(“Recapitalization Notes™); each holder of shares of Series A Preferred Stock will exchange
shares of the Series A Preferred Stock for shares of Common Stock on a share-for-share basis.
Pursuant to the Guaranty, Enron has guaranteed all obligations of Maliseet that currently exist or
may exist under any Recapitalization Notes.

1. REIT Status of Maliseet

Pursuant to the Shareholders Agreement, Enron agreed to take all action necessary to
cause Maliseet to qualify as a real estate investment trust as defined in section 856(a) (a2 “REIT”)
for all times from and after January 1, 1999, and prior to January 1, 2004.

1ii. Consent Dividends

Pursuant to the Shareholders Agreement, Bankers Trust agreed to treat Maliseet as
having paid it sufficient “consent dividends” within the meaning of section 565, to maintain
Maliseet’s status as a REIT. Section 4 of the Shareholders Agreement provides as follows:

[Bankers Trust] acknowledges that [Maliseet] is expected to have U.S. federal
taxable income (before taking into account the dividends paid deduction allowed
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to a REIT) in excess of its cash flow for one or more taxable years of [Maliseet],
which will require [Bankers Trust] to agree to treat [Maliseet] as having paid to
[Bankers Trust] “consent dividends,” within the meaning of Section 565 of the
Code, in order to maintain [Maliseet]’s status as a REIT under the Code.
[Bankers Trust] agrees that, upon receipt of reasonable advance notice by
[Maliseet] of the amount of the consent dividend required to be consented to by
[Bankers Trust] for any taxable year of [Maliseet], it will consent to be treated for
U.S. federal and applicable state income tax purposes as if [Bankers Trust] had
received an actual cash dividend from [Maliseet] at the end of such taxable year
equal to the amount of such consent dividend . . . .

c. The Put Agreements

Pursuant to the Two Year Put Agreement, Bankers Trust has the right to require Enron to
cause certain of its affiliates to purchase from it any Recapitalization Notes it receives in a
Recapitalization at any time on or after the two-year anniversary of a Recapitalization Date.
Pursuant to the 78 Month Put Agreement, Bankers Trust has the right to require Enron to cause
certain of its affiliates to purchase from it any Recapitalization Notes it receives in a
Recapitalization at any time on or after the 78-month anniversary of a Recapitalization Date.

d. The Put and Call Agreement

Pursuant to the Put and Call Agreement, in the event that, as a result of a change in law,
Maliseet would not qualify as a REIT, would not be permitted to hold the Residual Interests or
would not be able to make certain consent dividends that are deductible in computing real estate
investment trust taxable income (as defined in section 857(b)(2) such that Maliseet could reduce
its taxable income 1o less than 5 percent of its real estate taxable income (computed without
adjustment for the deduction for dividends paid for in section 857(b)(2)(B)) (a “Change of
Law”), Enron would have the right to require Bankers Trust to purchase, and Bankers Trust
would have the right to purchase from Enron, all rights, title and interest of Enron in any shares
of the Preferred Stock for an amount equal to their fair market value, as determined pursuant to
the Put and Call Agreement.

The transactions implemented pursuant to the Bankers Trust Mortgage Securities
Purchase Agreement, the Enron Mortgage Securities Purchase Agreement, the Contribution
Agreements, the Initial Common Stock Purchase Agreement, the Shareholders Agreement, the
Two Year Put Agreement, the 78 Month Put Agreement and the Put and Call Agreement are
referred to herein as the “Maliseet Transactions.”
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2. The Leased Equipment Transactions

As of January 28, 1999, pursuant to the Aircraft Purchase Agreements, BT Ever sold all
of its rights, title, and interest relating to the Leased Equipment, subject to the United Lease and
the Continental Lease, to ECT for an aggregate amount of $44,046,885.85. Pursuant 1o the
Consents, United Airlines and Continental Airlines consented to the assignment and assumption

of the Leases by ECT.
The transactions contemplated by the Aircraft Purchase Agreements are referred to herein
as the “Leased Equipment Transactions.” The Maliseet Transactions and the Leased Equipment

Transactions together are referred to herein as the “Transactions.”

F. The Subsequent Transaction

On or about June 4, 1999, Deutsche Bank purchased all of the outstanding stock of BT
Corp (the “DB Acquisition”). We have assumed that, as a result of that stock purchase, BT Corp
underwent a change in ownership within the meaning of section 382(g).

1. REPRESENTATIONS AND ASSUMPTIONS

In rendering this opinion, we have relied upon the representations and assumptions set
forth below. You have represented to us the following, which are true to the best of your
knowledge and belief:

1. All members of the Enron Affiliated Group, all members of the Bankers Trust Affiliated
Group, and Maliseet have and will at all times act in accordance with the form of the
transactions as reflected in the documents listed in Section I of this letter.

2. Maliseet was incorporated under the laws of the State of Delaware on Aprl 16, 1985. 1t
was not incorporated in anticipation of or in connection with the Maliseet Transactions.

3. From April 16, 1985, until the transfer of the Residual Interests and the Morigage
Securities to Maliseet, Enron owned 100 r=-cent of the outstanding stock of Maliseet.

4, The three most important purposes of the members of the Enron Affiliated Group for
participating in the Transactions, as of January 28, 1999, were (a) to invest in the
Mortgage Securities and the Residual Interests, (b) to invest in the Leased Equipment,
and (c) to increase the pre-tax financial accounting income and the net earnings on the
Enron consolidated financial statements as a result of the Transactions. As of January 28,
1999, the members of the Enron Affiliated Group believed that the Transactions would
achieve all of the purposes described in the preceding sentence, which would in turn
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provide the members of the Enron Affiliated Group with significant and matenal
benefits.

5. Enron made its investment in the Enron Mortgage Securities on an all-equity basis and
ECT made its investment in the Leased Equipment on an all-equity basis. The invested
funds came from existing cash on hand at Enron, ECT, and other entities of which Enron
owned 50 percent or more by vote or value (“Affiliates”). Although Enron was
borrowing in the market for general corporate purposes at the time it made its investment
in the Enron Mortgage Securities and at the time ECT made its investment in the Leased
Equipment, neither Enron, ECT, nor any Affiliates of Enron borrowed any money or
incurred any debt for the specific purpose of making the investments in the Enron
Mortgage Securities or the Leased Equipment.

6. As of January 28, 1999, the Enron Affiliated Group expected to earn a pre-tax profit of at
least five percent, annually, in connection with its investment in the Series A Preferred
Stock, a pre-tax profit of at least 15 percent, annually, in connection with its investment
in the Series B Preferred Stock, and a pre-tax profit, annually, of at least 4.12 percent,
and very possibly more, in connection with its investment in the Leased Equipment.

7. If Maliseet had _purchased thq Residual Interests from the London Branch, Enron would
have reponed an increase in net mcome for fmanc1al accounting purposes of ‘
EpproxmeiETVSWAISJOUO'(thrguzh a reduction in tax expense) for its taxable years
19992003 (ihe “Purchase Benefit”). Enron will report the Purchase Benefit as a
Comsequence of the Transactions. The increased financial accounting income benefit to.
Enron from Maliseet’s acquisition of the Residual Interests in a carryover-basis
transaction 1s apprommate]y $44,338,950 (the “Carryover Benefit”). While the
Carryover Benefit is 51gn1ﬁcant (and may be qualitatively somewhat superior to the
Purchase Benefit in that it is presented for accounting purposes in an arguably more
favorable light), it is matenally less 1rr_1}g_r_1ant than the Purchase Benefit, and thus
Enron’s pnnmpa’l—p_u"_se for engaging in the Maliseet Transactions was to obtain the

Purchase Beng_ﬁt

8. The Purchase Benefits of the two packages of Residual Interests were not matenally
different from each other and the Carryover Benefits of the two packages of Residual
Interests were not materially different from each other. Each of the two packages of
Residual Interests as contributed to Maliseet would have contributed significantly to the
financial accounting benefits available to the entities included in the Earon consohidated
financial statements had Maliseet purchased the Residual Interests.

9. No member of the Enron Affiliated Group intends to take or, as of the date hereof, has
taken any action that would generate, for federal income tax purposes, any item of
income, gain, deduction, or loss from the utilization, directly or indirectly, of any increase
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or decrease in the basis of any asset (other than a Residual Interest) that is attributable,
directly or indirectly, to phantom income or phantom deductions with respect to the
Residual Interests, other than to the extent such items would have been available to Enron

had Maliseet purchased the Residual Interests.

10.  No representations were made to any member of the Enron Affiliated Group with respect
to the allowability of deductions for interest on any borrowing by any other member of
the Enron Affiliated Group or any member of the Bankers Trust Affiliated Group in
connection with the acquisition of interests in Maliseet or the Leased Equipment. No
representations were made to any member of the Enron Affiliated Group with respect to
the allowability of deductions for legal fees or bank fees incurred by Enron in connection

with the Transactions.

11.  No debt that may have been incurred by any of Bankers Trust or its Affiliates in
connection with the acquisition by the London Branch of the Residual Interests, the BT
Mortgage Securities, and the Initial Common Stock it purchased pursuant to the Initial
Common Stock Purchase Agreement was borrowed from or arranged by any of Enron or
its Affiliates. Neither Enron nor any of its Affiliates know, or have reason to know, that
any amounts were borrowed, directly or indirectly, from a lender located outside the
United States in connection with the London Branch’s acquisition of the Residual
Interests and the BT Mortgage Securities.

12.  No debt that may have been incurred by Enron or its Affiliates in connection with the
Transactions was borrowed from or arranged by Bankers Trust or any of its Affiliates or
any lender located outside the United States.

13.  No federal income tax credits have been or will be generated by the operations of
Maliseet, by the Leased Equipment, or otherwise by any of the Transactions.

14.  Bankers Trust provided Enron and its Affiliates with written projections for the Leased
Equipment, and of accruals of items of income and deductions of investors in Maliseet
Yot Taxable years ending before January 1, 2004. All such written projections stated, or
would have led a reasonable investor to believe, that the cumulative amount of all items
of gross income (excluding items of gross income attributable to cash, cash equivalents,
or marketable securities) that would be accrued by investors in Maliseet or by the Enron
Affiliated Group as a result of the Transactions for federal income tax purposes through
the end of each taxable year ending before January 1, 2004, would exceed the cumulative
amount of all items of gross deduction that would be accrued by investors in Maliseet or
by the Enron Affiliated Group for federal income tax purposes through the end of such
year. No oral projections or representations provided or made to Enron or its Affiliates
stated, or would have led a reasonable investor to believe, that the cumulative amount of
all items of gross deduction that would be accrued by the investors in Maliseet or by the
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Enron Affiliated Group as a result of the Transactions for federal income tax purposes
through the end of each taxable year ending before January 1, 2004, would exceed the
cumulative amount of all items of gross income (excluding items of gross income
attributable to cash, cash equivalents, or marketable securities) that would be accrued by
investors in Maliseet or by the Enron Affiliated Group for federal income tax purposes
through the end of such year. For purposes of this paragraph, the term “marketable
securities” means any securities that are part of an issue, any portion of which is traded
on an established securities market, and any securities that are regularly quoted by
brokers or dealers making a market.

15.  Enron’s investments in Maliseet and the Leased Equipment were each undertaken with
the objective of deriving a “cash-on-cash profit,” without regard fo the value of any
federal income tax attributes arising from such investments, and taking into account all
fees paid in connection with such investments. As of January 28, 1999, Enron, Bankers
Trust, and any other investor in Maliseet each had a reasonable expectation of earning a
cash-on-cash profit from its investment in Maliseet and its investment in the Leased

Equipment.

16. At the time it transferred the Enron Mortgage Securities to Maliseet in exchange for the
Enron Shares, Enron had no plan or intention of transferring, disposing of, or exchanging
stock of Maliseet representing 20 percent or more of the total combined voting power of
all classes of stock entitled to vote or 20 percent or more of the total number of shares of
each other class of stock, other than pursuant to a Recapitalization.

17.  In connection with its acquisition of the Residual Interests and the Mortgage Securities,
Maliseet assumed no liabilities from either Enron or Bankers Trust.

18.  None of the Residual Interests, the Enron Mortgage Securities, or the BT Mortgage
Securities were subject to any liabilities at the time of their transfer to Maliseet.

19. As of January 28, 1999, Bankers Trust’s adjusted basis for federal income tax purposes in
the Residual Interests exceeded the fair market value of the Residual Interests.

20.  As of January 28, 1999, Bankers Trust’s adjusted basis for federal income tax purposes in
the Residual Interests was approximately $120 million.

21.  As of January 28, 1999, the adjusted basis of the Residual Interests was expected to
increase by approximately $268 million on or after such date.

22, On January 28, 1999, Enron expected that most of the benefits of the anticipated basis
increase of approximately $268 million generated on or after January 28, 1999, would be

EC2 000034002

C-142




R. Davis Maxey PRIVILEGED AND CONFIDENTIAL
March 21, 2001 SUBJECT TO ATTORNEY-CLIENT PRIVILEGE
Page 16 AND WORK-PRODUCT DOCTRINE

23.

24.

realized before the benefits of the existing basis of approximately $120 million would be
realized.

Immediately prior to its acquisition of the Mortgage Securities and the Residual Interests,
Maliseet was not entitled to use a net operating loss carryover, did not have a net
operating loss for the taxable year that included January 28, 1999, and did not have a net
unrealized built-in loss (a “NUBIL”) within the meaning of section 382(h).

In connection with the Leased Equipment Transactions, BT Ever and ECT have validly
taken all actions necessary to transfer, for purposes other than for federal income tax
purposes, ownership of the Leased Equipment to ECT. '

You have consented to the following assumptions:

The terms of all documents described in Section ] above were, on the date such
documents were executed, commercially reasonable terms to which unrelated parties
dealing at arm’s length and with no compulsion to enter into the transaction could
reasonably agree, and the value ascribed to any asset in such documents was a value to
which adverse parties dealing at arm’s length could reasonably agree as being the value
of such asset.

For its taxable year that included January 28, 1999, the London Branch was disregarded
as an entity separate from Bankers Trust for federal income tax purposes.

The stock received by each shareholder of Maliseet had a fair market value on January
28, 1999, approximately equal to the sum of the cash and the fair market value of the
property, if any, contributed by such shareholder in exchange for such stock.

The Debt Security is properly classified as debt for federal income tax purposes.

As of January 28, 1999, it was highly unlikely that Bankers Trust, or any transferee of
Bankers Trust’s interests in Maliseet, would dispose of its interests in Maliseet in a
taxable transaction on or before January 1, 2004.

Each of Bankers Trust and its Affiliates will at all times act in accordance with the form
of the transactions as reflected in the documents listed in Section 1 of this letter.

The London Branch acquired the Residual Interests in two packages; it acquired one
package in September 1997 and the other package in December 1997. The seller of the
Residual Interests did not construct either package at the direction of the London Branch,
Maliseet, Enron or any of their Affiliates for the purpose of the Transactions. The
London Branch offered the Residual Interests in two packages (both of which have
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10.

11.

12.

13.

14.

15.

positive cash flow) to Maliseet as a unit in the form of a carryover-basis transaction; the
London Branch did not offer to sell the Residual Interests in a taxable transaction, nor did
the London Branch offer to Maliseet or Enron less than all of the Residual Interests. The
London Branch had significant and material reasons for preferring a carryover-basis

transaction.

The sponsoring investment banks of the Mortgage Securities are not the issuers of such
interests; the sponsoring investment banks merely arranged for the Mortgage Securities to

be issued.

At the time of the Maliseet Transactions, Bankers Trust had no plan or intention of
transferring, disposing of|, or exchanging the Initial Common Stock and the Additional
Common Stock, other than pursuant to a Recapitalization.

Maliseet’s acquisition of the Residual Interests was not an asset acquisition, or part of an
asset acquisition, described in section 381(a).

Immediately prior to the transfer of the Residual Interests to Maliseet, neither Bankers
Trust nor any loss group or loss subgroup, as applicable, of which Bankers Trust was a
member (“BT Loss Group”) had a NUBIL, determined in accordance with section 382(h)
and section 1.1502-91(g) of the Treasury Regulations.

Immediately prior to the DB Acquisition, neither Bankers Trust nor a BT Loss Group had
a NUBIL, determined in accordance with section 382(h) and section 1.1502-91(g) of the
Treasury Regulations.

If, on January 28, 1999, Bankers Trust had issued to Enron stock of Bankers Trust with a
value equal to the value of the Enron Shares on such date, such issuance would not have
caused Bankers Trust 10 experience an ownership change within the meaning of section
382(g).

If, on January 28, 1999, BT Corp had issued to Enron stock of BT Corp with a value
equal to the value of the Enron Shares on such date, such issuance would not have caused
the BT Corp to experience an ownership change within the meaning of section 382(g).

1f Banker’s Trust had retained the Residual Interests that were transferred to Maliseet,
any federal income tax deductions or losses generated by such Residual Interests could
have been utilized both by Bankers Trust if it were to file federal income tax returns as a
separate company and by the Bankers Trust Affiliated Group if Bankers Trust were to file
consolidated federal income tax returns with such consolidated group.
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16. Each of the Leases is and, at all times since its inception, has been a “true lease” for

federal income tax purposes.

For purposes of rendering this opinion, you have also consented to our reliance on the
advice that we received from Potter Anderson & Corroon LLP relating to Delaware law and the
additional information that we have obtained through consultation with officers, employees or
Jegal representatives of Maliseet and members of the Enron Affiliated Group, as specifically set
out in this letter. In addition, you have also consented to our reliance on the opinion that you
have received from King & Spalding relating to the qualification of Maliseet as a REIT.

Iv.  OPINION

Based upon our analysis of the pertinent authorities as they apply to the information
relied upon, it is our opinion that, for federal income tax purposes:

1. The January 28, 1999, transfers to Maliseet by the London Branch and by Enron in
exchange for the Shares and the Debt Security should qualify as transactions described in

section 351.

2. Maliseet’s basis in the Residual Interests should equal Bankers Trust’s basis in the
Residual Interests immediately before the transfer of the Residual Interests to Maliseet.

3. Enron will be treated as the owner of the Enron Shares and the Leased Equipment for
federal income tax purposes.

4. Section 269 should not apply so as to disallow any phantom deductions generated by the
Residual Interests in the hands of Maliseet.

5. Maliseet’s use of phantom deductions generated by the Residual Interests should not be
subject to a limitation under section 382 as a result solely of either (a) the transfer of the
Residual Interests and the Mortgage Securities to Maliseet; or (b) the DB Acquisition.

6. It is more likely than not that registration as a tax shelter under section 6111 is not
required for any of Maliseet, the Residual Interests, or the Transactions (taken as a group)
prior to January 28, 1999.

7. The members of the Enron Affiliated Group should not be subject to pcnalties under
section 6707 for failing to register Maliseet, the Residual Interests, or the Transactions
(taken as a group) as a tax shelter under section 6111 prior to January 28, 1999.

8. Provided that (i) Bankers Trust, as the sole owner of the common stock of Maliseet,
properly consents to be treated as having received a consent dividend under section 565
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with respect to such stock for any taxable year of Maliseet, (ii) Maliseet timely files such
consent with its federal income tax return for such taxable year, and (iii) all dividends
that would have been required to be paid through December 31 of such taxable year in
respect of the Series A Preferred Stock and the Series B Preferred Stock if such consent
dividend had actually been paid in respect of the Common Stock on December 31, have
been paid in full as of such date, Maliseet should be entitled to a deduction for dividends
paid, as defined in section 561, in respect of such consent dividends; accordingly,
Maliseet should be able to deduct the amount of such consent dividends under section

857(b)(2)(B).

For purposes of providing you with information that may be relevant in connection with
sections 6662 and 6664, we specifically state, without modifying the strength of the opinion set
forth above, that in reaching the opinion set forth above we concluded, based on our analysis of
the pertinent facts and authorities in the manner described in section 1.6662-4(d)(3)(ii) of the
Treasury Regulations, that there is substantial authority (within the meaning of section 1.6662-
4(d) of the Treasury Regulations) for the tax treatment of the items as set forth above and there is
a greater than 50 percent likelihood that the tax treatment of the items as set forth above will be
upheld in litigation if challenged by the Internal Revenue Service (the *“Service”).

V. LEGAL ANALYSIS

A. Section 351 Qualification of Transfers to Maliseet

1. Section 351

Section 351(a) provides that “[n]o gain or loss shall be recognized if property is
transferred to a corporation by one or more persons solely in exchange for stock in such
corporation and immediately after the exchange such person or persons are in control . . . of the
corporation.” See L.R.C. § 351(a). Section 351(b) provides that if an exchange would be subject
to section 351(a) but for the fact that, in addition to stock of the transferee corporation, the
transferor receives other property or money (*‘boot”), then such transferor recognizes the gain (if
any) inherent in the property such transferor transferred to the transferee corporation to the extent
of the amount of money plus the fair market value of other boot received by such person. See
LR.C. § 351(b)(1). Ifthere is a loss inherent in the property transferred, recognition of such loss
is not allowed, even if the transferor receives boot in the exchange. See I.R.C. § 351(b)(2).

2. Transfers to an Investment Companyv and Diversification

Under section 351(e), the nonrecognition treatment of section 351(a) is not available for
transfers to an investment company. IL.R.C. § 351(e). A transferee that is a REIT will be
considered to be an investment company if the transfer results in diversification of the
transferors’ interests. See I.R.C. § 351(e)(1); Treas. Reg. § 1.351-1(c)(1). Under Treasury
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Regulations, a transfer of stocks and securities will not result in diversification of the transferors’
:nterests if each transferor transfers a diversified portfolio of stock and securities. See Treas.
Reg. § 1.351-1(c)(6)(i). For purposes of this rule, a portfolio of stocks and securities is
diversified if it satisfies the 25- and 50- percent tests of section 368(a)(2)(F)(i1), with certain
modifications not relevant here. Seeid. To satisfy these 25- and 50- percent tests, not more than
25 percent of the value of a corporation’s total assets may be invested in the stock and securities
of any one issuer and not more than 50 percent of the value of its total assets may be invested in
the stock and securities of five or fewer issuers. See LR.C. § 368(a)(2)(F)(ii). For purposes of
these tests, all members of a controlled group of corporations (within the meaning of section
1563(a)) are treated as one issuer. See id.

Although Maliseet is a REIT, the transfer to it by Enron did not result in the
diversification of Enron’s interests and the transfer to it by the London Branch did not result in
the diversification of the London Branch’s interests. Based on Exhibit C of the Bankers Trust
Contribution Agreement, at the time of their contribution to Maliseet by the London Branch, no
one Mortgage Security and no one Residual Interest accounted for as much as 25 percent of the
total value of the BT Mortgage Securities and the Residual Interests contributed to Maliseet by
the London Branch and the aggregate fair market value of the five largest of the BT Mortgage
Securities and the Residual Interests contributed to Maliseet by the London Branch was less than
50 percent of the total value of the BT Mortgage Securities and the Residual Interests contributed
to Maliseet by the London Branch. Even assuming the Residual Interests were treated as a single
security, the London Branch’s transfer of its interest in the BT Mortgage Securities and the
Residual Interests would satisfy the 25- and 50- percent tests. In addition, based on Exhibit A of
the Enron Contribution Agreement, no one Enron Mortgage Security contributed to Maliseet had
a value that was equal to as much as 25 percent of the total value of the Enron Mortgage
Securities contributed to Maliseet by Enron and the aggregate value of the five largest Enron
Mortgage Securities contributed to Maliseet by Enron was less than 50 percent of the Enron
Mortgage Securities contributed to Maliseet by Enron.’ Accordingly, we believe that Maliseet is
not an investment company, and section 351(e) is not applicable to the transactions considered

herein.

3 The same sponsoring investment bank created more than one of the Mortgage Securities Maliseet acquired
pursuant to the Contribution Agreements. For example, Commercial Mortgage Acceptance Corporation, Morgan
Stanley Capital 1, DLJ Commercial Mortgage Corp., DLJ Commercial Mortgage Corp., Nationslink Funding
Corporation, and Merrill Lynch Mortgage Investors are each sponsors of multiple Mortgage Securities. You have
consented, however, to our assumption that the sponsoring investment bank is not the issuer of the interests and that
the sponsoring investment banks merely arranged for the Mortgage Securities to be issued. Because the definitions
of controlled groups in section 1563 all depend on ownership of stock, the identity of sponsoring investment banks
should have no effect on the determination of whether Maliseet is diversified.
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3. Property

As described above, section 351 requires a transfer of “property” in exchange for stock.
See 1.R.C. § 351(a). Qualification of the transfers of the Mortgage Securities and the Residual
Interests to Maliseet as transfers described in section 351(a), therefore, in part, depends on
whether the Mortgage Securities and the Residual Interests constitute “property.”

When Bankers Trust transferred the Residual Interests to Maliseet, Enron and Bankers
Trust, the two main parties in interest, agreed that the value of the Residual Interests was
$165,000. Thus, we think a court should find that they have positive economic value. Cf.
Sleiman v. Commissioner, 187 F.3d 1352, 1360 (11th Cir. 1999) (stating that the result of an
arm’s-length price negotiation generally is conclusive proof of the total value of the property
bargained for); VGS Corp. v. Commissioner, 68 T.C 563, 589 (1977) (suggesting that a purchase
price that results from arm’s-length bargaining is the best evidence of fair market value).
Moreover, as the Treasury Regulations acknowledge, residual interests in REMICs are
transferable in carryover-basis transactions (such as transactions governed by section 351), even
if they have negative value. See Treas. Reg. § 1.475(c)-2(c)(2) (discussing treatment of REMIC
residual interests with negative value acquired before January 4, 1995, in carryover-basis
transactions). Accordingly, we believe the Residual Interests should be treated as property for
purposes of section 351. See, e.g., In re Chrome Plate, Inc. v. United States, 614 F.2d 990, 995
(5th Cir.) (stating that, for purposes of section 351, the term “property” encompasses whatever
may be transferred), cert. denied, 449 U.S. 842 (1980); Hempt Bros.. Inc. v. United States, 490
F.2d 1172, 1175-76 (3d Cir. 1974) (adopting an expansive definition of the term “property”),
cert. denied, 419 U.S. 826 (1974); E. 1. Du Pont De Nemours & Co. v. United States, 471 F.2d
1211, 1218 (Ct. C1. 1973) (stating that the word property has a “broad reach in tax law”); H. B.
Zachrv Co. v. Commissioner, 49 T.C. 73, 80 (1967) (holding that an oil payment is property).
Moreover, we believe that the Mortgage Securities should, without doubt, be treated as property
for purposes of Section 351(a). Therefore, based on the foregoing and your representation that
the stock received by each shareholder of Maliseet had a fair market value on January 28, 1999,
approximately equal to the sum of the cash and the fair market value of the property, if any
contributed by such shareholder in exchange for such stock, we believe that the Shares were
issued solely in exchange for a transfer of property, specifically the Residual Interests and the
Mortgage Securities.

4. Stock

As described above, seciion 351 requires a transfer in exchange for “stock” of the
transferee corporation. The determination of whether an instrument is debt or equity depends
upon the facts and circumstances of each case. See Lundgren v. Commissioner, 376 F.2d 623,
626 (9th Cir. 1967). Because the line between debt and equity can be fine, the courts have used a
multiple-factor analysis in classifying corporate instruments. No one factor is controlling; all
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factors must be taken into account. See John Kelley Co. v. Commissioner, 326 U.S. 521, 530
(1946); Hardman v. United States, 827 F.2d 1409, 1411-12 (9th Cir. 1987).

The factors applied by the courts differ slightly from case to case, but the analysis is
intended to isolate the debt and equity features of the instrument to determine which
characterization predominates. See Hardman, 827 F.2d at 1412 (listing 11 factors); Fin Hay
Realty Co. v. United States, 398 F.2d 694, 696 (3d Cir. 1968) (listing 16 factors); Development
Corp. of America v. Commissioner, 55 T.C.M. (CCH) 455, 481 (1988) (listing 13 factors).
Those factors commonly discussed by the courts include the following: name of the instrument,
existence of a fixed maturity date, source of payments, enforcement rights, participation in
management, subordination, intent of the parties, capitalization of the entity, identity of interest
between creditor and shareholder, return on capital payable out of earnings, and the ability to
obtain outside loans. See, e.g., Hardman, 827 F.2d at 1412; Fin Hay Realty Co., 398 F.2d at 696;
Development Corp. of America, 55 T.C.M. (CCH) at 481.

The following sections analyze the classification of the Common Stock and the Series A
Preferred Stock for purposes of determining the qualification of the transfers of the Mortgage
Securities and the Residual Interests to Maliseet under section 351.

a. The Common Stock

The Common Stock is designated as stock, shares in all profits and losses of Maliseet
afier the preferences of the Series A Preferred Stock and the Series B Preferred Stock, and
represents approximately 53 percent of the voting power of the authorized Common Stock and
Preferred Stock of Maliseet. In addition, distributions to holders of the Common Stock are not
only subject to the priority status of distributions to the holders of the Series A Preferred Stock
and the Series B Preferred Stock, but also are limited to Legally Available Funds. In contrast to
these strong equity features, we find no factors indicating that debt characterization would be
appropriate for the Common Stock. Accordingly, we believe the Common Stock, including the
Additional Common Stock, should be classified as equity for federal income tax purposes.

b. The Senies A Preferred Stock

We consider the designation of the Series A Preferred Stock as stock in Maliseet to be a
very strong factor in favor of recognizing the instrument’s classification as equity. We have
found only one case in which instruments that were unequivocally designated as stock were not
treated as equity, absent a disavowal of the form by the taxpayer. See Bolinger-Franklin Lumber
Co. v. Commissioner, 7 B.T.A. 402 (1927). In contrast to that single case, the courts have
repeatedly refused to treat preferred stock as debt, even where the preferred stock has many of
the classic indicia of debt (e.g., a fixed maturity date, fixed dividends payable without regard to
earnings, no additional participation in profits, no sharing in losses). See Milwaukee &
Suburban Transp. Corp. v. Commissioner, 283 F.2d 279 (7th Cir. 1960), cert. denied, 386 U.S.
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976 (1962); Lee Tel. Co. v. Commissioner, 260 F.2d 114 (4th Cir. 1958); Commissioner v.
Meridian & Thirteenth Realty Co., 132 F.2d 182 (7th Cir. 1942); Pacific Southwest Realtv Co. v.
Commissioner, 128 F.2d 815 (9th Cir.), cert. denied, 317 U.S. 663 (1942); Kentucky River Coal
Corp. v. Lucas, 51 F.2d 586 (W.D. Ky. 1931), aff’'d, 63 F.2d 1007 (6th Cir. 1932); Texas
Drivurself Svs.. Inc. v. Commissioner, 3 T.C.M. (CCH) 289 (1944). Thus, we believe an equity
designation for an instrument creates a strong presumption of equity classification.

The fact that the Series A Preferred Stock has voting rights, and the fact that quarterly
payment of the preferred return is limited by Available Net Cash Proceeds and Legally Available
Funds after taking into account distributions on the Series B Preferred Stock, further support the
equity classification of the Series A Preferred Stock.

The Series A Preferred Stock, however, has two features that may be regarded as
characteristics of debt: (1) the Recapitalization Right; and (2) the right to receive the
Undistributed Preferred A Dividend in a liquidation or recapitalization (the “Undistributed
Preferred A Dividend Right”).

1. The Recapitalization Right

The Recapitalization Right might be viewed as establishing a fixed maturity date for the
Series A Preferred Stock. While the presence of a fixed maturity date is often considered critical
10 a finding that an instrument is debt, the absence of a fixed maturity date is not required in
order for an instrument to be classified as equity. A provision for redemption by a fixed date is
not uncommon in preferred stock, and the presence of this feature appears to have been given
little weight in classifying instruments that are validly issued as preferred stock. See Crawford
Drug Stores, Inc. v. United States, 220 F.2d 292, 295-96 (10th Cir. 1955); Meridian & Thirteenth
Realty Co., 132 F.2d at 187-88; Pacific Southwest Realty Co., 128 F.2d at 817-18; Finance &
Inv. Corp. v. Burnet, 57 F.2d 444, 445 (D.C. Cir. 1932); Dorsev v. United States, 311 F. Supp.
625, 627, 629 (S.D. Fla. 1969); Nestle Holdings. Inc. v. Commissioner, 94 T.C. 803, 814 (1990);
Snyder v. Commissioner, 93 T.C. 529, 547 (1989); Charles L. Huisking & Co. v. Commissioner,
4 T.C. 595, 599 (1945); see also Rev. Rul. 94-28, 1994-1 C.B. 86 (recognizing that traditional
mandatory redemption rights are a common characteristic of preferred stock treated as equity for
tax purposes); Rev. Rul. 78-142, 1978-1 C.B. 111 (ruling that a transaction qualified as a
reorganization under sections 368(a)(1)(A) and 368(a)(2)(D) where the sole consideration was
preferred stock that was callable beginning five years after the reorganization and was subject to
mandatory serial redemptions beginning five years after the reorganization).

In the event of a Recapitalization, a holder of shares of the Series A Preferred Stock
would exchange such shares for debt instruments of Maliseet having a fair market value equal to
the then fair market value of the shares surrendered. Thus, while the nght to force a
Recapitalization gives the holders of the Series A Preferred Stock the ability to determine the
date on which their interests in Maliseet will be retired, such right does not establish the amount
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that they will ultimately be paid for their interests. Accordingly, the Recapitalization Right
should not render the Series A Preferred Stock debt for federal income tax purposes.

11. The Undistributed Preferred A Dividend Right

With respect to the effect of rights similar to the Undistributed Preferred A Dividend
Right on the classification of an instrument, the case law is mixed. Compare Commissioner v.
H. P. Hood & Sons, Inc., 141 F.2d 467, 470 (1st Cir. 1944) (affirming the debt classification of
an instrument the annual payments on which were limited to earnings, but were cumulative and
absolutely payable upon maturity), and Commissioner v. O. P. P. Holding Corp., 76 F.2d 11, 12
(2d Cir. 1935) (same), with Milwaukee & Suburban Transp. Corp., 283 F.2d at 283 (classifying
as equity cumulative preferred stock with dividends ultimately payable without regard to
earnings), First Mortgage Corp. of Philadelphia v. Commissioner, 135 F.2d 121, 124-25 (3d Cir.
1943) (same), and United States v. South Georgia Ry. Co., 107 F.2d 3, 6 (5th Cir. 1939) (same).
Although the right to receive fixed amounts upon a corporate liquidation may be treated as
evidence that a security is debt rather than equity, that factor is not dispositive of the
instrument’s classification.

11 Summary

While courts ofien discuss the factors described above in attempting to characterize an
instrument as debt or equity, the ultimate determination of the nature of the interest 1s not based
on any formula or adding up of these factors. Rather, these factors are used as aids in deciding
whether the investor has subjected its capital to the risks of the business in return for a share of
the profits (in the manner of an equity holder), or has insulated his capital from the risks of the
business and defined his retun without regard to the profits of the business (in the manner of a

creditor).

On balance, we believe the facts that the Series A Preferred Stock shares in the profits of
Maliseet up to the amount of its preferential dividend, has a vote, has no creditor type rights G.e.,
right to accelerate or demand payment) in the event of a failure of Maliseet to pay dividends, and
receives a current return only to the extent of the lesser of Legally Available Funds and
Available Net Cash Proceeds indicate an investment of an equity nature. We further believe that
such equity features outweigh the potential debt features represented by the Recapitalization
Right and the Undistributed Preferred A Dividend Right.* Accordingly, we believe that the

¢ A debt/equity analysis of just the preference rights of the Series A Preferred Stock, viewed 1in isolation from
the other risks and benefits that attach to those interests, might differ from an analysis of the interests as a whole. In
general, an instrument is determined to be either debt or equity in its entirety. We are aware of only two instances,
out of the myriad of cases addressing the debvequity issue, in which the courts have treated a single instrument as
including both debt and equity interests for tax purposes. See Farley Realty Corp. v. Commissioner, 279 F.2d 701
(2d Cir. 1960); Richmond, Fredericksburg & Potornac R.R. Co. v. Commissioner, 62 T.C. 174 (1974), aff’d, 528
F.2d 917 (4th Cir. 1975); Richmond, Fredericksburg & Potomac R.R. Co. v. Commissioner, 33 B.T.A. 895 (1936),
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Series A Preferred Stock should be treated as equity rather than debt for federal income tax
purposes.

5. Control

Section 351 permits nonrecognition of gain or loss upon the transfer of property to a
corporation only when the transferors are in control of the transferee corporation immediately
after the exchange. See LR.C. § 351(a). The Service takes the position that control, for this
purpose, means the ownership of stock possessing at least 80 percent of the total combined
voting power of all classes of stock entitled to vote and at least 80 percent of the total number of
shares of each other class of stock of the corporation (the “Control Requirement”). See L.R.C.
§§ 351(a), 368(c); Rev. Rul. 59-259, 1959-2 C.B. 115.

In form, Enron and the London Branch received Common Stock and Preferred Stock in
exchange for their transfers of the Mortgage Securities and the Residual Interests to Maliseet.
The London Branch also received the Debt Security, which for purposes of this opinion is
assumed to be debt for federal income tax purposes, in exchange for its transfers of the BT
Mortgage Securities and all of the Residual Interests to Maliseet. After these transfers, the
London Branch and Enron together owned 100 percent of the outstanding stock of Maliseet. At
that time, Enron had no plan or intention of transferring, disposing of, or exchanging stock of
Maliseet representing 20 percent or more of the total combined voting power of all classes of
stock entitled to vote or 20 percent or more of the total number of shares of each other class of
stock, other than possibly pursuant to a Recapitalization in which Enron would acquire shares
representing 100 percent of the outstanding stock of Maliseet. In addition, the London Branch
had no plan or intention of transferring, disposing of, or exchanging any of the Common Stock,
other than possibly pursuant to a Recapitalization. In any event, however, a Recapitalization will
not occur before January 1, 2004. Accordingly, because Enron and the London Branch together
owned 100 percent of the outstanding stock of Maliseet immediately after the transfers of the
Mortgage Securities and the Residual Interests to Maliseet and had no plan or intention of
disposing of such stock until possibly on or after January 1, 2004, Enron and the London Branch
should be treated as satisfying the Control Requirement in connection with such transfers.

aff’d sub nom. Helvering v. Richmond, F. & PR. Co., 90 F.2d 971 (4th Cir. 1937). We note that the Service rejected
as a general rule a bifurcation approach in the final regulations for contingent debt issued for cash or publicly traded
property. See Treas. Reg. § 1.1275-6(h), example 2 (illustrating no bifurcation of contingent interest based on
increase in value of composite stock index); Treas. Reg. § 1.1275-4(b)(7)(v1), example 1 (1996) (providing for no
bifurcation of contingent principal). We believe that a court should not bifurcate the Series A Preferred Stock for
purposes of characterizing it as both debt and equity.
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6. Transfers of Liabilities

Under sections 357(b) and 357(c), the assumption of a transferor’s liabilities by the
transferee corporation (whether by assumption or because transferred property is subject to
liabilities) will, under some circumstances, cause a transferor to recognize gain in a transaction
that is otherwise subject to the nonrecognition rule of section 351(a). See I.R.C. § 357. Based
on our review of the information that we have relied on in rendering this opinion and your
representations, we understand that Maliseet assumed no liabilities and that no property subject
to liabilities was transferred to Maliseet in connection with the Maliseet Transactions.
Accordingly, we believe that sections 357(b) and 357(c) do not apply to the contributions of

property to Maliseet.

7. Substance of the Maliseet Transactions

a. Substantiality of Stock Received

In order for the transfer of assets by each of the London Branch and Enron to be subject
to section 351, each of the London Branch and Enron must have received stock in exchange for
some portion of the transferred assets. Section 351 and the Treasury Regulations promulgated
thereunder do not establish any minimum amount of stock that must be received in order to
qualify a transfer of property to a corporation for section 351 treatment. We are not aware of any
cases that have imposed any minimum requirements under section 351 relating to the amount of
stock teceived. Nonetheless, we do believe that such stock should be more than de minimis in
order to provide substance to the participation of a transferor in the stock exchange. See Rev.
Rul. 79-194, 1979-1 C.B. 145 (stock held by a group of investors that received one percent of a
corporation’s stock in a contribution transaction and then purchased 50 percent of the
corporation’s stock from the other transferor was excluded in determining whether the Control
Requirement was satisfied because the value of the stock received from the issuer was small
relative to the value of the stock the group ultimately received in the sale transaction); see also
Treas. Reg. § 1.351-1(a)(1)(i) (asserting that stock or securities issued for property that is of
relatively small value in comparison to the value of the stock and securities already owned (or to
be received for services) by the person who transferred such property is not treated as having
been issued in return for property if the primary purpose of the transfer is to qualify under
section 351 the exchanges of property by other persons transferring property); cf. Rev. Proc. 77-
37,§ 3.07, 1977-2 C.B. 568 (providing that, for purposes of issuing advance rulings regarding
the application of section 351, a transferor will not be treated as an accommodation transferor if
the property such transferor transfers has a fair market value equal to, or in excess of, 10 percent
of the fair market value of the stock and securities already owned by that transferor).

In the Maliseét Tr'ansactions, the London Branch received the Additional Common Stock,
which had a value in excess of 43 percent of the value of the property it contributed and
representing almost 2.5 percent of the vote and almost five percent of the value of all of the
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outstanding stock of Maliseet immediately after the Maliseet Transactions. Accordingly, we
believe that the Additional Common Stock should be considered of sufficient substance to cause
the London Branch’s participation in the contributions to Maliseet to be respected for purposes

of section 351.

In addition, in the Maliseet Transactions, Enron received the Enron Shares with a value
equal to 100 percent of the value of the property it contributed and representing approximately
95 percent of the vote and approximately 95 percent of the value of the outstanding stock of
Maliseet immediately after the Maliseet Transactions. Accordingly, we believe that the Enron
Shares should also be considered of sufficient substance to cause Enron’s participation in the
contributions to Maliseet to be respected for purposes of section 351.

b. Bifurcation

Section 351(b) provides explicit rules for the taxation of transfers of property in exchange
for stock and boot. This statutory scheme prohibits the recognition of any loss on such a
transaction. See L.R.C. § 351(b)(2). We are not aware of any authority that would permit a
taxpayer or the Service to bifurcate a single transfer of property in exchange for stock and other
property into separate transfers of property for stock and property for other property. To the
contrary, the authorities indicate that section 351 does not allow a portion of the consideration
received in a transaction (whether the transaction consists of a single step or multiple steps that
are in substance a single transaction) that satisfies the requirements of section 351(a) (or would
satisfy the requirements of section 351(a) except for the receipt of boot) to be viewed separately
as consideration for a sale. See, e.g., Dennis v. Commissioner, 473 F.2d 274, 285 (5th Cir. 1973)
(denying installment sale treatment with respect to payments on a promissory note received in
connection with a transfer that qualified as an exchange described in section 351); Tumer Constr.
Co. v. United States, 364 F.2d 525 (2d Cir. 1966) (disallowing sale treatment for sole
shareholder’s exchange of equipment for corporation’s six month promissory note on the basis
that the exchange was part of a series of transactions that qualified as tax-free transfers under the
predecessor of section 351); Campbell v. Carter Found. Prod. Co., 322 F.2d 827 (5th Cir. 1963)
(denying sale treatment for sole shareholder’s exchange of oil and gas property for corporation’s
five-year note on the basis that the exchange was a contribution of property to the transferee
corporation in which no gain or loss was recognized); Camp Wolters Enters. Inc. v.
Commissioner, 230 F.2d 555 (5th Cir.) (denying sale treatment for shareholders’ exchange of
assets for corporation’s notes, finding that such exchange was not an isolated transaction, but
instead was part of a plan to form and finance the corporation), cert. denied, 352 U.S. 826
(1956); Nye v. Commissioner, 50 T.C. 203 (1968) (refusing to treat as separate transactions the
initial capitalization of a corporation and a subsequent exchange by the shareholders of assets for
corporate notes), acg., 1969-2 C.B. xxv; Dickev v. Commissioner, 32 B.T.A. 1283 (1935)
(denying sale treatment for sole shareholder’s exchange of assets for cash where such exchange
was preceded by such shareholder’s exchange of other assets for stock of the corporation), acq.,
C.B. XIV-2, 6 (1935); First Seattle Dexter Horton Nat’l Bank v. Commissioner, 27 B.T.A. 1242
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(1933) (holding that an exchange of property for stock of the transferee corporation was not a
transaction separate from the transferors’ contemporaneous exchange of stock of another
corporation for cash from the transferee corporation), aff’d, 77 F.2d 45 (9th Cir. 1935); see also
Rev. Rul. 68-55, 1968-1 C.B. 140 (treating each asset as transferred separately in exchange for a
portion of each category of consideration received in a section 351 transaction). Accordingly,
we believe that the transfer by London Branch to Maliseet should not be bifurcated into a
transfer for the Additional Common Stock and a separate transfer for the Debt Security.”

8. Conclusion

Based on the foregoing we have concluded that Enron and Bankers Trust should be
treated as transferring property, specifically the Mortgage Securities and the Residual Interests,
to Maliseet in exchange for stock of Maliseet, and that immediately after such exchange Enron
and Bankers Trust should be treated as in control of Maliseet within the meaning of section
368(c). Accordingly, Enron’s and Bankers Trust’s transfers of the Mortgage Securities and the
Residual Interests to Maliseet in exchange for the Additional Common Stock, the Enron Shares,
and the Debt Security should be treated as transfers described in section 351.

B. Basis of Residual Interests

Under section 362, the basis to a transferee corporation of property acquired in a
transaction to which section 351 applies is the same as it would be in the hands of the transferor,
increased by the amount of gain recognized by the transferor on the transfer of such property.
I.R.C. § 362(a). As described above, section 351(b) requires a transferor that receives boot in a
transaction otherwise subject to the nonrecognition rule of section 351(a) to recognize the gain
inherent in the property transferred to the extent of the boot received.

The Debt Security should be treated as boot received by the London Branch in a
transaction that, but for the London Branch’s receipt of boot, would be described in section
351(a). On the date the London Branch transferred the Residual Interests to Maliseet, the
Residual Interests had an adjusted tax basis in excess of their fair market value. As aresult, we
believe that the London Branch realized a loss on the contribution of the Residual Interests to
Maliseet. Section 351(b)(2), however, should disallow the recognition of such loss.
Accordingly, because the London Branch should recognize no gain on the contribution of the
Residual Interests to Maliseet, we believe that Maliseet should have a basis in the Residual

s The London Branch might recognize a loss on a portion of the Residual Interests if the transfers from the
London Branch to Maliseet were bifurcated for tax purposes into an exchange of a proportionate share of the
Residual Interests for the Additional Common Stock and a separate exchange of a proportionate share of the
Residual Interests for the Debt Security.

EC2 000034015
C-155




R. Davis Maxey PRIVILEGED AND CONFIDENTIAL
March 21, 2001 SUBJECT TO ATTORNEY-CLIENT PRIVILEGE
Page 29 AND WORK-PRODUCT DOCTRINE

Interests equal to the London Branch’s basis in the Residual Interests immediately before the
contribution of the Residual Interests to Maliseet.®

C. Recognition of Enron’s Ownership of the Enron Shares and the Leased
Equipment

1. Profit Motive

a. Pre-tax Motive Requirement

In determining whether a taxpayer will be respected as the owner of property, a threshold
inquiry is whether the transaction that put the taxpayer in the position of ownership will be
respected for federal income tax purposes. This inquiry focuses on whether the transaction is a
“sham” by considering whether the transaction was entered into for a valid business purpose or
whether the transaction itself had economic substance. See Frank Lvon Co. v. United States, 435
U.S. 561, 583-84 (1978) (holding that a transaction will be recognized for tax purposes only if it
has “economic substance which is compelled or encouraged by business or regulatory realities, 1s
imbued with tax-independent considerations, and is not shaped solely by tax-avoidance features
that have meaningless labels attached”); James v. Commissioner, 899 F.2d 905, 908 (10th Cir.
1990) (“It is well established that transactions lacking an appreciable effect, other than tax
reduction, on a taxpayer’s beneficial interest will not be recognized for tax purposes.”) (citing
Knetsch v. United States, 364 U.S. 361, 366 (1960)); Rice’s Tovota World, Inc. v.
Commissioner, 752 F.2d 89, 91 (4th Cir. 1985) (“To treat a transaction as a sham, the court must
find that the taxpayer was motivated by no business purposes other than obtaining tax benefits in
entering the transaction, and that the transaction has no economic substance because no
reasonable possibility of a profit exists.”); Goldstein v. Commissioner, 364 F.2d 734, 740 (2d
Cir. 1966) (stating that deductions will not be permitted if they arise from transactions lacking
any “purpose, substance, or utility apart from their anticipated tax consequences”), cert. denied,
385 U.S. 1005 (1967); Gefen v. Commissioner, 87 T.C. 1471, 1490 (1986) (‘‘where a transaction

e In the short period during which the London Branch held the BT Mortgage Securities prior to their
contribution to Maliseet, it is possible that the value of those interests increased. 1f they had increased. the London
Branch would recognize any gain inherent in such BT Morgage Securities to the extent of the value of the Debt
Security on January 28, 1999. Private letter rulings issued by the Service have allocated that gain to the basis of the
assets with respect to which such gains were recognized. See, e.g., Priv. Lir. Rul. 85-50-037; Priv. Ltr. Rul. 85-17-
040; Priv. Ltr. Rul. 85-16-031; Priv. Lt. Rul. 85-12-071. Accordingly, if the value of the BT Mortgage Securities
increased during the period beginning on the date the London Branch purchased the BT Mortgage Securities from
BT Green and ending on the date that the London Branch contributed the BT Mortgage Securities to Maliseet, the
BT Mortgage Securities should have a basis in the hands of Maliseet equal to the sum of their bases in the hands of
the London Branch and the lesser of (1) the value of the Debt Security on the date received and (2) the gain inherent
in the BT Mortgage Securities on the date contributed to Maliseet. If the value of the BT Mortgage Securities
contributed by the London Branch decreased after the London Branch acquired them, they would have a basis in the
hands of Maliseet equal to their basis in the hands of the London Branch.
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is entered into without any purpose other than to obtain tax benefits, the form of the transaction
will be disregarded and the tax benefits will be denied”).

The courts generally apply the pre-tax profit motive test to distinguish between sham
transactions that were entered into primarily to obtain certain tax benefits, and legitimate,
economically profitable activities that were entered into for reasons other than solely to obtain
tax benefits. See Casebeer v. Commissioner, 909 F.2d 1360, 1365-66 (9th Cir. 1990), aff’g 89
T.C. 1229 (1987); James, 899 F.2d at 908-09; Shrver v. Commissioner, 899 F.2d 724, 726 (8th
Cir. 1990); Rice’s Tovota World, 752 F.2d at 91, 94; Goldstein, 364 F.2d at 740; Friendship
Dairies. Inc. v. Commissioner, 90 T.C. 1054, 1062 (1988); Gefen, 87 T.C. at 1490. Under this
approach, “[a] transaction has economic substance and will be recognized for tax purposes if the
transaction offers a reasonable opportunity for economic profit, that is, profit exclusive of tax
benefits.” Gefen, 87 T.C. at 1490.

The courts are not in agreement as to what constitutes proper motive and sufficient profit
{0 satisfy the test. As for motive, some courts require that the taxpayer have an actual and honest
belief or intention that the transaction will be profitable, even if the taxpayer’s expectations
might be unrealistic. See Smith v. Commissioner, 937 F.2d 1089, 1093 (6th Cir. 1991); Brvant
v. Commissioner, 928 F.2d 745, 750 (6th Cir. 1991); Bessenvev v Commissioner, 379 F.2d 252,
257 (2d Cir. 1967); Mercer v. Commissioner, 376 F.2d 708, 709-10 (9th Cir. 1967); see also
Treas. Reg. § 1.183-2(a) (stating that a small chance of making a large profit, depending on the
facts and circumstances, could indicate a legitimate profit motive). Other courts require a
“reasonable possibility” of economic profit, determined at the time of the taxpayer’s investment.
See Rice’s Tovota World, 752 F.2d at 91; Friendship Dairies. Inc., 90 T.C. at 1062; Gefen, 87
T.C. at 1492; see also Mukerji v. Commissioner, 87 T.C. 926, 964 (1986) (“realistic opportunity”
for economic profit must exist). One court equated the lack of economic substance with *“the
absence of any real chance for profit associated with the transaction.” Shriver, 899 F.2d at 726-

217.

The courts have generally refused to require any particular amount of profit to satisfy the
test. In sale/leaseback cases, the courts have required only a pre-tax cash-on-cash profit; that is,
an anticipated pre-tax return in excess of the investment, calculated without regard to the time
value of money. See, e.g., James, 899 F.2d at 910-12; Rice’s Tovota World, 751 F.2d at 94;
Broun v. United States, 92-2 U.S.T.C. (CCH) 50,569 (M.D. Ga. 1992). In some cases, the Tax
Court has required more than a de minimis amount of profit, especially in those transactions
featuring financial instruments such as those making up straddle positions. See, e.g., Krumhorn
v. Cominissioner, 103 T.C. 29, 53-54 (1994); Sheldon v. Commissioner, 94 T.C. 738, 768
(1990); see also Hilton v. Commissioner, 74 T.C. 305, 353 n.23 (1980) (measuring economic
substance against a six percent rate of return requirement), aff’d per curiam, 671 F.2d 316, 317
(9th Cir.) (“We deem the six percent rate of return to be for illustrative purposes only. No
suggestion of a minimum required rate of return is made.”), cert. denied, 459 U.S. 907 (1982).
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The suggestion that a minimum required return is necessary was strongly discredited in a more
recent Tax Court decision where the court stated,

we do not feel competent, in the absence of legislative guidance, to require that a
particular return must be expected before a “profit” is recognizable, . . . As stated
in sec. 1.183-2(b)(9), Income Tax Regs., in a closely related context, *‘the
availability of other investments which would yield a higher return, or which
would be more likely to be profitable, is not evidence that an activity 1s not
engaged in for profit.”

Estate of Thomas v. Commissioner, 84 T.C. 412, 440 n.52 (1985). Although what level of profit
will satisfy the de minimis rule is unclear, the Service, in its leveraged lease guideline, has
suggested that any amount of profit is acceptable, although the guideline might require that any
residual value used in computing that profit not include any increase or decrease for inflation.
See Rev. Proc. 75-21, § 4(6), 1975-1 C.B. 715, modified by, Rev. Proc. 79-48, 1979-2 C.B. 529,
modified by, Rev. Proc. 81-71, 1981-2 C.B. 731.

You have advised us that Enron Affiliated Group expects to earn a pre-tax profit,
annually, of at least five percent, in connection with its investment in the Series A Preferred
Stock, a pre-tax profit, annually, of at least 15 percent, in connection with its investment in the
Series B Preferred Stock, and a pre-tax profit, annually, of at least 4.12 percent, and very
possibly more, in connection with its investment in the Leased Equipment. This is not “de
minimis” in our view. Thus, assuming a pre-tax profit motive is required, we believe that Enron
should satisfy the pre-tax profit motive test.

b. Treatment of Finance Costs

Although Enron has funded its investment in Maliseet with the Enron Mortgage
Securities, the purchase of which was made on an all-equity basis, and its investment in the
Leased Equipment on an all-equity basis, you have asked us to consider whether any imputed
equity costs must be taken into account in making a pre-tax profit determination. In a number of
rulings regarding leveraged leases, the National Office of the Service has concluded that the cost
of equity and interest payments on funds borrowed to make an equity investment should not be
considered in determining profitability unless the debt is recourse to the investment. See Tech.
Adv. Mem. 82-32-012 (Apr. 29, 1982) (advising that interest should not be included in the total
cost of equity in determining profitability of leveraged lease deal unless equity investment is
subject to recourse financing), reconsidering Tech. Adv. Mem. 82-32-001 (Aug. 31, 1981)
(same); Tech. Adv. Mem. 81-44-014 (July 29, 1981) (advising that the rate of return test of
Internal Revenue Manual 4236-873 should not be used to determine whether leveraged lease
transactions were entered into with expectation of profit). In both of these rulings, the National
Office rejected the argument that the profit test must include imputed interest on the actual
equity investment.
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Although it is inappropriate to impute interest on an actual equity investment, it is
appropriate to include actual interest incurred on recourse notes used to finance a particular
investment, as opposed 10 leverage an entire investment portfolio, to determine the amount of
investment; such interest is a “fixed cost of the transaction.” Casebeer, 909 F.2d at 1366. Under
the rationale of Casebeer, it would be unnecessary to take into account interest on debt unless the
debt proceeds could be directly traced to the investment at issue. ' See Casebeer, 909 F.2d at
1366; cf. LR.C. § 246A(d)(3) (defining portfolio indebtedness to include any indebtedness
directly attributable to investment in portfolio stock); Treas. Reg. § 1.163-8T(c) (providing that,
for purposes of section 469 and section 163(d) and (h), interest expense is allocated in
accordance with the use of the debt proceeds). In fact, the Service’s position in its guidelines on
equipment leasing transactions (the “Guidelines™) is that only the direct costs of financing an
equity investment must be considered in evaluating the profit requirement. See Rev. Proc. 75-
21. These authorities indicate that interest cost need only be taken into account if the debt isa
recourse obligation and the interest thereon is a direct cost of the party using the debt proceeds.

We have, however, considered whether it would be appropriate to impute interest on an
actual investment under the avoided cost method of section 263A(f)? or the allocation and
apportionment method of section 861 . Where a method of allocating interest expense other than
direct tracing is appropriate, Congress or Treasury have published such rules. We believe that
applying a tracing method to determine the amount of investment is appropriate where there are
no such rules, as is the case here. Therefore, based on the representation that the equity Enron
used to make its investments in the Enron Shares and the Leased Equipment is not traceable to
borrowed funds, we believe that no imputed equity costs should be taken into account to
determine whether Enron satisfies the profit test.

E We note that the Tax Court’s decision in H. Enterprises Int'l Inc. v. Commissioner, 105 T.C. 71 (1995), in
which the court concluded the sections 246 and 265(a)(2) may be applied where borrowings of a subsidiary are
directly attributable to the purchase of portfolio stock and tax-exempt securities, respectively, is distinguishable
because (a) those provisions are aimed specifically at matching borrowing and income and (b) the money in that
case was borrowed for the purpose of investing in portfolio stock and tax-exempt securities. You have advised us
that neither Enron nor any of its Affiliates has borrowed any money for the specific purpose of making the Enron
Affiliated Group’s investment in the Enron Mortgage Securities and the Leased Equipment.

8 Section 263 requires interest to be capitalized if it is direcuy attributable to “production expenditures” or if
it could have been avoided if production expenditures had not been incurred. See LR.C. § 263A(f).

i Section 1.861-9T of the Treasury Regulations requires interest expense incurred by a foreign corporation to
be allocated to all income producing activities and assets of the taxpayer and, thus, allocable to all the gross income
which the assets of the taxpayer generate, have generated, or could reasonably have been expected to generate, for
purposes of computing the foreign corporation’s U.S. taxable income. See Treas. Reg. § 1.861-9T(a).

EC2 000034019

C-159



R. Davis Maxey PRIVILEGED AND CONFIDENTIAL

March 21, 2001 SUBJECT TO ATTORNEY-CLIENT PRIVILEGE
Page 33 AND WORK-PRODUCT DOCTRINE
c. Consideration of Present Value Concepts

You have asked to consider whether, for purposes of determining pre-tax profit potential,
anticipated future cash flows must be discounted for inflation or some other discount rate in
accordance with present value concepts. The Service and the courts generally have not utilized a
present value analysis when applying the pre-tax profit motive test.

The courts have not required that a discount for inflation be made in determining profit
potential and generally have declined 1o consider the time value of anticipated cash flows as
being relevant to a sham transaction analysis. See Sacks v. Commissioner, 69 F.3d 982, 991 (Sth
Cir. 1995) (stating in dicta that the Tax Court’s utilization of a 6 percent discount rate did not
appear to be supported by the record and that an investor is not “bound to discount the future at
the rate the Commissioner thinks prudent”); Hilton v. Commissioner, 671 F.2d 316, 317 (9th Cir.
1982) (finding that the Tax Court’s use of a discount rate was for “illustrative purposes only” and
declining to suggest a minimum required rate of return); Estate of Thomas, 84 T.C. at 430-38
(1985) (finding a reasonable profit potential without discounting cash flows or the residual value
for inflation or the time value of money); see also Casebeer, 909 F.2d at 1366 n.13 (noting that
neither the taxpayers nor the government faulted the approach of the Tax Court in determining
whether the transactions had economic substance, including the fact that it ignored the time value
of money in its analysis); Johnson v. United States, 11 C1. Ct. 17, 36-37 (1986) (rejecting the
Service’s argument that the value of the residual should be discounted for inflation in
determining the profit objective for purposes of section 183).

Similarly, in the Guidelines, the value of a lessor’s residual investment in a leveraged
Jease transaction must be determined without including an increase or decrease for inflation or
deflation during the lease term. See Rev. Proc. 75-21. The value of the residual is also taken
into account in determining whether the lessor meets the profit requirement. Although the
Guidelines do not specify whether the residual interest must also be determined on a no-inflation
basis for purposes of determining the lessor’s anticipated profit, the Guidelines do not require
that cash flows during the lease term be determined on a present value basis. '© See id.
Therefore, it does not appear that the Guidelines would require applying a present value analysis
to the expected cash flow and residual value of the Enron Shares to determine whether Enron’s

investments in Maliseet and the Leased Equipment satisfy the pre-tax profit motive test.

In a series of private rulings, the Service has specifically rejected the use of discount rates
to determine profit potential. See, .., Tech. Adv. Mem. 83-32-005 (Feb. 25, 1983); Tech. Adv.
Mem. 82-32-012 (Apr. 29, 1982), reconsidering Tech. Adv. Mem. 82-32-001 (Aag. 31, 1981);

10 Enron’s investments in the Enron Mortgage Securities and in the Leased Equipment are different from the
typical leveraged lease transaction in that the Enron Affiliated Group is not relying on a residual to achieve a profit.
Moreover, the rationale for requiring that the residual in a leveraged lease be determined on a no-inflation basis,
which indicates whether the lessor has 2 meaningful economic interest in the leased property, is not applicable.
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Tech. Adv. Mem. 81-44-014 (July 29, 1981). In these rulings, the National Office rejected the
examiner’s approach of discounting future income and cash flow (in accordance with provisions
of the Internal Revenue Manual) by a present value factor to determine whether the profit test
had been satisfied because the Guidelines simply do not contemplate the use of a present value
discounting analysis. While these rulings do not specifically address the issue of discounting
future cash flow to remove the impact of inflation and are not Service pronouncements on which
taxpayers may generally rely, they do suggest that the Service may take the position that a
present value analysis of future cash flows is not required in determining whether a taxpayer has
satisfied the profit test under the Guidelines.

Accordingly, we believe that Enron should not be required to utilize present value
concepts to determine whether it satisfies the profit test.

2. Investment in the Enron Shares and the Leased Equipment

Whether a taxpayer will be respected as the owner of property for United States federal
income tax purposes depends on whether the taxpayer bears the economic burdens and is entitled
to the economic benefits of ownership of the property. See, e.g., Frank Lvon Co., 435 U.S. at
583-84; Grodt & McKay Realty. Inc. v. Commissioner, 77 T.C. 1221, 1237 (1981); see also Rev.
Rul. 71-265, 1971-1 C.B. 223 (ruling that a sale of real estate occurs at the time possession and
the benefits and burdens of ownership are transferred to the buyer); see also Priv. Ltr. Rul. 96-
13-010 (Dec. 26, 1995) (reciting that the taxpayer represented that it would acquire the benefits
and burdens of ownership and would be the owner of the facility in connection with its request
for a section 29 ruling); Priv. Ltr. Rul. 95-29-019 (Apr. 24, 1995) (same). Whether the taxpayer
bears the benefits and burdens of ownership of property is a question of fact that must be
ascertained from the parties’ intention as evidenced by the agreements read in light of the
attending facts and circumstances. See Grodt & McKay Realty, 77 T.C. at 1237. Courts have
considered the following factors in making this determination: (a) whether legal title passes;

(b) how the parties treat the transaction; (c) whether any equity was acquired in the property;

(d) whether the contract creates a present obligation on the seller to execute and deliver a deed
and a present obligation on the purchaser to make payments; (€) whether the right of possession
is vested in the purchaser; (f) which party pays the property taxes; (g) which party bears the risk
of loss or damage to the property; and (h) which party receives the profits from the operation and
sale of the property. See id. at 1237-38; Sanders v. Commissioner, 75 T.C. 157, 164 (1980)
(identifying control, possession and title as the primary factors in determining whether one has a
depreciable interest in property); see also Rev. Rul. 79-264, 1979-2 C.B. 92 (1dentifying as
incidents of ownership legal title, contractual duty to pay for capital investment, responsibility
for maintenance and repair, duty to pay, risk of loss and risk of diminution in value).

When making the determination of whether the benefits and burdens of the ownership of
stock, including preferred stock, have been transferred, the courts have considered the following
factors: (a) whether the taxpayer has the right to exercise conversion rights inherent in the stock;
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(b) whether the taxpayer has the right to receive dividends on the stock; (c) whether the taxpayer
reports gain on redemptions of the stock; (d) whether the taxpayer has the right to vote the stock;
(e) whether the taxpayer bears the burden of a decline in value of the stock; and (f) whether the
taxpayer bears the burden of any assessments on the shares. See Cal-Maine Foods. Inc. v.

Commissioner, 93 T.C. 181, 201 (1989); Anderson v. Commissioner, 92 T.C. 138, 177 (1989).

As applied to the Transactions, all of these factors point to the conclusion that Enron
owns the Enron Shares and the Leased Equipment. With respect to the Enron Shares, Maliseet
“and Enron executed the Enron Contribution Agreement whereby Enron contributed the Enron
Mortgage Securities to Maliseet in exchange for the Enron Shares. Enron and Maliseet intended
that Enron own such shares; Enron is the record owner of such shares, is entitled to receive
distributions with respect to such shares, is entitled to exercise any voting rights inherent in such
shares, and is responsible for the payment of any taxes or any other assessments with respect to
such shares after January 28, 1999. Finally, Enron bears the risk that the value of the Enron
Shares will decline after January 28, 1999.'" Accordingly, we believe that Enron will be treated
as the owner of the Enron Shares that it received pursuant to the Enron Contribution Agreement.

With respect to the Leased Equipment, ECT purchased the Leased Equipment pursuant to
the Aircraft Purchase Agreements. Those agreements pass all right, title and interest in and to
the Leased Equipment to ECT, and provide that upon payment of the purchase price, all nsk of
Joss in the Leased Equipment passes to ECT, and ECT is responsible for insuring the Leased
Equipment. Furthermore, BT Ever and ECT validly took all actions necessary to transfer, for
purposes other than for federal income tax purposes, ownership of the Leased Equipment to
ECT. Finally, because the United Lease and the Continental Lease are “true leases” for federal
income tax purposes, BT Ever had the ability to transfer ownership of the Leased Equipment to
ECT. Accordingly, we believe that ECT will be treated as the owner of the Leased Equipment
purchased pursuant to the Aircraft Purchase Agreements.

n We have considered whether the Put and Call Agreement will limit Enron’s risk that the value of the Enron
Shares will decline after January 28, 1999. As described above, if there is a Change of Law, Enron would have the
right to require Bankers Trust to purchase all rights, title and interest of Enron in any shares of the Preferred Stock
for an amount equal to their fair market value, as determined pursuant to the Put and Call Agreement. Because
Enron will not receive more than the fair market value of the Enron Shares in the event that it exercises its put right
pursuant to the Put and Call Agreement, the Put and Call Agreement does not limit Enron’s risk of loss with respect
to the Enron Shares.
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D. Application of Section 269 to the Phantom Deductions Generated by the Residual -

Interests to Maliseet

1. Section 269 Generallv

Section 269(a) provides that if

(1) any person or persons acquire, . . . directly or indirectly, control of a
corporation, or

(2) any corporation acquires, . . . directly or indirectly, property of another
corporation, not controlled, directly or indirectly, immediately before such
acquisition, by such acquiring corporation or its stockholders, the basis of which
property, in the hands of the acquiring corporation, is determined by reference to
the basis in the hands of the transferor corporation,

and the principal purpose for which such acquisition was made is evasion or
avoidance of Federal income tax by securing the benefit of a deduction, credit, or
other allowance which such person or corporation would not otherwise enjoy,
then the Secretary may disallow such deduction, credit, or other allowance.

L.R.C. § 269(a). For purposes of section 269(a), “control” means the ownership of stock
possessing at least 50 percent of the total combined voting power of all classes of stock entitled
to vote or at least 50 percent of the total value of shares of all classes of stock of the corporation.

See id.

Neither direct nor indirect control of Maliseet shifted as a result of the contributions of
the Residual Interests and the Mortgage Securities to Maliseet. Before those contributions,
Enron owned directly 100 percent of the total combined voting power of all classes of stock of
Maliseet entitled to vote and 100 percent of the total value of shares of all classes of stock of
Maliseet. After those contributions to Maliseet, Enron owned, directly and indirectly,
approximately 95 percent of the total combined voting power of all classes of stock of Maliseet
entitled to vote and approximately 95 percent of the total value of shares of all classes of stock of
Maliseet. Therefore, in connection with its transfer of the Enron Mortgage Securities to
Maliseet, Enron did not acquire, directly or indirectly, control of Maliseet. Furthermore, prior to
its transfers of the Residual Interests and the BT Mortgage Securities to Maliseet, the London
Branch did not own either directly or indirectly, any of the voting power or value of Maliseet.
After those transfers, it owned, directly and indirectly, approximately five percent of the total
combined voting power of all classes of stock of Maliseet entitled to vote and five percent of the
value of shares of all classes of stock of Maliseet. Therefore, in connection its transfers of the
Residual Interest and the BT Mortgage Securities to Maliseet, the London Branch did not
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acquire, directly or indirectly, control of Maliseet. Accordingly, section 269(a)(1) does not apply
to the transfers of the Residual Interests and the Mortgage Securities to Maliseet.

In connection with the transfers of the Residual Interests and the Mortgage Securities to
Maliseet, however, Maliseet directly acquired the Residual Interests, property of Bankers Trust, a
corporation not controlled, directly or indirectly, by Maliseet or Enron immediately before such
acquisition. In addition, as described above, the basis of the Residual Interests will be
determined by reference to the basis in the hands of Bankers Trust immediately prior to their
wransfer to Maliseet. Section 269(a)(2), therefore, will apply, if the principal purpose for
Maliseet’s acquisition of the Residual Interests was the “evasion or avoidance of Federal income
tax by securing the benefit of a deduction, credit, or other allowance which such person or
corporation would not otherwise enjoy.” See L.R.C. § 269(a).

2. The Principal Purpose Requirement: Aggregation and Comparison of Tax-
Avoidance and Non-tax-avoidance Purposes

Section 269(a) requires a determination of whether “the principal purpose for which such
acquisition was made is evasion or avoidance of Federal income tax.” LR.C. § 269(a). Where a
transaction has more than two purposes, the statute could be interpreted three ways.

First, all of the purposes of the acquisition could be identified, and a determination could
be made whether the most important purpose was a tax-avoidance purpose. While this may
seem, at first blush, to be the most straightforward interpretation of the statute, it loses its logical
force upon reflection. If a transaction has many purposes, the “principal” purpose under this
interpretation could be a purpose with relatively little importance.

Second, all the tax-avoidance purposes for the transaction could be identified, and if any
one of them were more important than some non-tax-avoidance purpose for the transaction, the
principal purpose of the transaction would be tax avoidance. While this interpretation does not
seem consistent with the language of the statute, it finds support in the language of the legislative

history of section 269.

Third, all the tax-avoidance purposes could be aggregated, and compared to all the non-
tax-avoidance purposes. The group that was of greater importance would be the principal
purpose for the transaction.

The most complete discussion of this issue is in U.S. Shelter Corporation v. United
States, 13 Cl. Ct. 606 (1987). In that case, the court considered four different scenarios assuming
one tax purpose and two non-tax purposes for the acquisition. See 13 Cl Ct. at 619 n.10. Where
the tax-avoidance purpose was 60 percent of the total purpose, and each non-tax purpose was 20
percent of the total purpose, tax avoidance was the principal purpose. See id. Where the tax-
avoidance purpose was 20 percent, and the two non-tax-avoidance purposes were 40 percent
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each, tax avoidance was not the principal purpose. See id. Where the tax-avoidance purpose
was 30 percent, one non-tax-avoidance purpose was 60 percent and the other 10 percent, the
Service and the taxpayer agreed that tax avoidance was not the principal purpose.12 See 1d.
Finally, where the tax avoidance purpose was 40 percent, and each of the other purposes was 30
percent, the Service argued that tax avoidance was the principal purpose because it exceeded in
importance any other purpose. See id. On the other hand, the taxpayer argued that tax avoidance
was not the principal purpose because the other two purposes, taken together, exceeded it in

importance. Seeid.

The court interpreted the legislative history of the provision to suggest that “‘a tax
avoidance purpose must be compared to each separate non-tax avoidance (e.g., business)
purpose, and, if it exceeds in importance any one of these, then Section 269 applies.” 1d. at 620.
Nonetheless, the court concluded, “[a] more logical reading of the statute suggests treating tax
avoidance purposes together as well as aggregating legitimate non-tax avoidance business
purposes.” Id. The court noted:

Several decisions, although not specifically addressing the
aggregation/segregation issue, have found Section 269 inapplicable where the
taxpayer’s objectives, taken together, establish a more important purpose than the
tax avoidance purpose. See Louisville Store of Liberty, Ky., Inc. v. United States,
179 Ct. Cl. 847, 855, 376 F.2d, 314, 319 (1967); Capri. Inc. v. Commissioner, 65
T.C. 162, 179-80 (1975); D’ Arcv-MacManus & Masius, Inc. v. Commissioner, 63
T.C. 440, 449 (1975); Princeton Aviation Corp. v. Commissioner, 47 T.CM.
(CCH) 575, 585 (1983); Thrifty Supplv of Spokane, Inc. v. Commissioner, 35
T.C.M. (CCH) 276, 281-83 (1976); Fedcal Distributing Co. v. Commuissioner, 22

T.C.M. (CCH) 935, 940-41 (1963).

1d. at 620 n.12. The court observed that its approach was the same one as “[t]he only court to
address this issue in depth”: the Fifth Circuit in Bobsee Corporation v. United States, 411 F.2d
231 (5th Cir. 1969). 1d. at 620. The Bobsee court, like the U.S. Shelter court, relied on the
legislative history of the Revenue Bill of 1943 (the “1943 Act”), which added section 129, the
predecessor of section 269. See Bobsee Corp. v. United States, 411 F.2d 231, 235 (5th Cir.
1969). Because the main body of the legislative history is clear -- but its language 1S sometimes
muddy -- it is worth examining in depth.

12 While the court noted that section 1.269-3(a) of the Treasury Regulations provided that *“[i}f the purpose to
evade or avoid Federal income tax exceeds in importance any other purpose, it is the principal purpose,’™ U.S.
Shelter Corp., 18 CL. Ct. at 619-20 (emphasis omitted), it concluded that that was not the way that portion of the
regulations should be understood. See id. at 620.
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The House passed section 129 of the 1943 Act with the following text:

If any person or persons acquire, on or after October 8, 1940, directly or
indirectly, an interest in, or control of, a corporation, or property, and the
Commissioner finds that one of the principal purposes for which such acquisition
was made or availed of is the avoidance of Federal income or excess profits tax
by securing the benefit of a deduction, credit, or other allowance, then such
deduction, credit, or other allowance shall not be allowed.

Seidman’s Legislative History of Federal Income and Excess Profits Tax Laws: 1953-1939, at
1969 (Prentice-Hall 1954). The Senate Finance Committee’s version of that section provided:

If any person or persons acquire, on or after October 8, 1940, directly or
indirectly, control (more than 50 per centum) of a corporation, and the principal
purpose for which such acquisition was made is evasion or avoidance of Federal
income or excess profits tax by securing the benefit of a deduction, credit, or other
allowance which such person would not otherwise enjoy, then such deduction,
credit, or other allowance shall not be allowed.

1d. The Senate version dropped any reference to an acquisition of property. It also changed the
“one of the principal purposes” language to “the principal purpose.” Moreover, it clarified that
the “deduction, credit, or other allowance” must be one “which such person would not otherwise
enjoy.” Finally, it added an objective test of “control” -- “more than 50 per centum,” though it
did not indicate whether 50 percent of value, vote, or both would be required.

The Senate Finance Committee report contrasted the Senate provision with the House
provision as follows:

Your committee believe [sic] that the House provision goes much further than the
objectives sought. It creates a realm of uncertainty in connection with any
acquisition which might result in any reduction of tax liability or be availed of in
reduction of tax liability by any person or persons. Your committee has restricted
the section so that it will apply only to situations where any person or persons
acquire, on or after October 8, 1940, directly or indirectly, control (more than 50
percent) of a corporation, and the principal purpose for which such acquisition
was made in [sic] evasion or avoidance of Federal income or excess-profits tax by
securing the benefit of a deduction, credit, or other allowance, which such person
would not otherwise enjoy, then such deduction, credit, or other allowance shall
not be allowed. ...

Your committee retained the provision giving the Commissioner authority
to make allowances or adjustments in proper cases. The success of such a
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provision will depend upon a sane and intelligent administration. It should not be
used to upset or overturn bona fide transactions or to harass and annoy taxpayers
who have acquired such property in bona fide acquisitions with no intent to avoid
or evade Federal income or profits taxes.

S. Rep. No. 78-627, at 26-27 (1943). According to the Senate Finance Committee report,
therefore, the Senate version of the provision was intended to have less effect on taxpayers than
the House version. The report seemed to identify three changes the Senate made to the House

version of the statute.

First, as amended by the Senate, the application of the statute would be limited to cases of
the acquisition of more than 50 percent of a corporation. It would not extend to acquisitions of

property.

Second, as amended by the Senate, the statute would apply only when the principal
purpose of the acquisition, not merely one of the principal purposes of the acquisition, was the
evasion or avoidance of tax.

Third, as amended by the Senate, the statute would apply only when the deduction, credit,
or other allowance secured by the acquisition of control is one that the acquirer would not

otherwise enjoy.

While the Senate Finance Committee report mentioned these items in its description of
the “restricted” section, it did not specifically identify them as the aspects of the provision that
made the statute more restricted. Moreover, the Senate Finance Committee report also stated:
“[t]he House bill made section 129 operative if one of the principal purposes was tax avoidance.
Your committee believes that the section should be operative only if the evasion or avoidance
purpose outranks or exceeds in importance, any other one purpose.” Id. at 59. These statements
create an ambiguity as to the effect of the change from *“one of the principal purposes” to “the

principal purpose.”

In U.S. Shelter, the court examined the language of section 1.269-3(a) of the 1962
Treasury Regulations, which provided that “‘[i]f the purpose to evade or avoid federal income
tax exceeds in importance any other purpose, it is the principal purpose.”™ 13 Cl. Ct. 606, 619-
20. The court concluded that “the principal purpose” language should not be interpreted to mean
that, as long as the Government could identify one purpose for the acquisition that was less '
important than the evasion or avoidance purpose, section 269 would be called into play. Seeid.
at 620. Its conclusion was based, in part, on a similar conclusion reached by the Fifth Circuit in
Bobsee. Seeid. Analyzing the Senate committee report, the court in Bobsee stated:

It seems clear that the Senate amendment was intended to increase the quantum of
tax motivation necessary to bring a transaction within the proscription of the
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statute. However, as defined in the Senate report, the principal purpose could be a
less significant motivation than that required by the House bill. For instance, if an
acquirer has one very minute non-tax motive and a slightly more intense tax
motive, then the standard articulated by the committee report would permit the
application of section 269 even though the acquirer had other non-tax purposes
greatly exceeding the tax purpose. Consequently, our Green Light decision
[Green Light Co. v. United States, 405 F.2d 1068 (5th Cir. 1968)] heeded the
policy and the actual language of the section rather than the abortive attempt at
definition in the Senate committee report. As we view the operation of the statute,
there are only two relevant classes of purposes: tax-avoidance and non-tax-
avoidance; the statute applies only if the former class exceeds the latter."?

Bobsee Corp., 411 F.2d at 239 (footnote omitted) (emphasis in the original).

The Conference Committee’s formulation of section 129 of the 1943 Act is similar to its
formulation in section 269 today. See H.R. Conf. Rep. No. 78-1079, at 23. The Conference
Committee added to the Senate version a prohibition on acquisitions of property, but only if the
basis of the property is determined by reference to its basis in the hands of the transferor
corporation. See id. Also, it converted the 50 percent test to an “at least” test, and clarified that
that test was a vote or value test. See id. The report of the Conference Committee stated:

As contrasted with the House bill, the conference agreement narrows the scope of
the section, considered desirable in view of the extent to which the House
provision overlapped the broad provisions of sections 45 of the code (control
cases) [the predecessor of section 482] and 141 of the code (affiliated cases) [the
predecessor of the consolidated return rules], and of the principle of Higgins v.
Smith (308 U.S. 473), and in order to emphasize the special function of the
section, namely, to give tax enforcement agencies a clear basis for administration
in those areas in which abuses are most apt to occur.

H.R. Conf. Rep. No. 78-1079, at 54 (1943).

B2 It may be noted that the Fifth Circuit’s opinion in Green Light Company V. United States, 405 F.2d 1068
(5th Cir. 1968), did not clearly take the same position as the Fifth Circuit adopted subsequently in Bobsee
Corporation v. United States, 411 F.2d 231 (5th Cir. 1969). In Green Light, the court stated that the “‘principal
purpose’ . . . must exceed all other purposes in importance.” 405 F.2d at 1070. Where a tax avoidance purpose is 40
percent of the purpose, and there are two non-tax 30 percent purposes, Bobsee clearly said the principal purpose was
not tax avoidance, see Bobsee Corp., 411 F.2d at 239; but, Green Light was not as clear. See Green Light Co., 405
F.2d at 1070-71. On the other hand, the Fifth Circuit clearly followed its Bobsee approach in Slappey Drive
Industrial Park v. United States, 561 F.2d 572 (5th Cir. 1977), in which it stated: “[w]e set forth the applicable
standards in Bobsee Corp., supra. ‘There are only two relevant classes of purposes: tax-avoidance and
non-tax-avoidance; the statute applies only if the former class exceeds the latter.”” Slappey Drive Indus. Park, 561

F.2d at 585.
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We believe the most reasonable way to interpret ihe characterization of the final bill as
“narrower” than the House version as attributable to: (1) the change from “one of the principal
purposes” to “the principal purpose”; and (2) the limitation on acquisitions of property to those
made from another corporation and in which the basis is determined by reference to the basis in
the hands of the transferor. The House bill also apparently would have applied to the acquisition
of “an interest” in a corporation, not only a controlling interest.

Our review suggests that the “the principal purpose” test can be understood in either of
two ways:

1. All purposes are divided into two categores, “tax-avoidance” and “other.” The
purpose category with the greater import determines what “the” principal purpose is. This
formulation of the test is consistent with Bobsee, but as discussed in note 11, is inconsistent with
the Fifth Circuit’s decision in Green Light.

2. The tax-avoidance purposes are identified. If any one of them is more important
than any one non-tax-avoidance purpose, section 269 applies, even if there are other non-tax-
avoidance purposes that are more important than any or all of the tax-avoidance purposes. This
formulation of the test flows from language in the Senate Report but was strongly rejected by the
courts in Bobsee and U.S. Shelter.

In summary, the only courts that have considered the issue explicitly have concluded that,
in measuring the principal purpose of a transaction for purposes of section 269, all non-tax
factors should be aggregated and compared to all tax factors. We have found no decision that
explicitly rejects that approach. Although a number of courts track the language used in the
1943 Senate Finance Committee report and the regulations, there is no suggestion that they have
considered the issue with any care and have rejected the approach articulated in U.S. Shelter.
Indeed, some cases that have cited the Senate Finance Committee report language also cite (for
other aspects of section 269) Bobsee or U.S. Shelter, the cases that have rejected a literal reading
of that language, and make no attempt to reconcile the apparent conflict between the language of
the Senate Finance Committee report and the holdings in Bobsee and U.S. Shelter. Moreover,
the rejection of the language from the legislative history relates to the logic of section 269; the
$ R . . . .
position taken by the courts in Bobsee and U.S. Shelter is much more consistent with the purpose
of section 269 than the available alternative interpretations. Accordingly, we believe a court
should conclude that, in determining the principal purpose of an acquisition under section 269,
all the tax purposes should be compared with all the non-tax, business purposes.
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3. The Relevant Purposes: The Purpose of the Investment. Not the Form of

the Investment

Adopting the Bobsee-U.S. Shelter approach in evaluating whether section 269 applies
suggests that the tax motivated and non-tax motivated purposes of the investment should be
compared. Some cases, however, might be read to suggest that it is appropriate to consider the
purpose for making the investment in the form it was made. The courts have made that
suggestion when a taxpayer, given the option of purchasing the stock of a corporation or
purchasing its assets, purchased the stock of a corporation. Nonetheless, even in those
circumstances, the courts are divided as to whether the taxpayer has to justify the acquisition of
stock rather than a direct acquisition of assets. Some courts that agree that the form chosen may
be questioned appear to treat the form chosen as just one factor to be considered in deciding

whether section 269 applies.

A leading case in which a court considered the method of acquisition in applying section
269 is Canaveral International Corporation v. Commissioner, 61 T.C. 520 (1974). In Canaveral,
the taxpayer was interested in buying a yacht. However, when it discovered that the yacht had
an inflated basis, the taxpayer chose instead to acquire the stock of the corporation that held the
yacht as virtually its sole asset. The court said:

[When section 269 is placed in issue, it does require a showing that the most
favorable tax route, when that route involves the acquisition of a corporation, was
principally motivated by non-tax-related business reasons. Petitioner has shown
no substantial business reasons for acquiring Norango’s stock rather than the
yacht. The evidence is persuasive that the transaction was so cast in an effort to
obtain the tax benefits of the yacht’s high basis which petitioner otherwise would

not have enjoyed.

Canaveral Int’] Corp., 61 T.C. at 541.

Earlier, the Tax Court had adopted a similar approach in Industrial Suppliers. Inc. v.
Commissioner, 50 T.C. 635 (1968). The court in Industrial Suppliers summarized the important

facts for its section 269 analysis as follows:

We have no doubt that Caldwell was interested in acquiring petitioner’s
inventory at what he considered to be a bargain price and, on first impression, this
would appear to be a valid, business purpose for the acquisition of petitioner’s
stock. We are not convinced, however, that the tax benefits to be derived from
the carryover of previous net operating losses was not the principal purpose for
acquiring the inventory through the purchase of petitioner’s stock rather than by a
simply [sic] purchase of the inventory itself.
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Industrial Suppliers. Inc., 50 T.C. at 646 (emphasis in the original). In other words, even though
a business purpose supported the purchase of inventory (because the price of the inventory was
less than its fair market value), the court still concluded that section 269 applied because tax
avoidance was the principal purpose for acquiring the stock rather than acquiring the assets

directly.

In VGS Corporation v. Commissioner, 68 T.C. 563 (1977), acq., 1979-2 C.B. 2, the Tax
Court quoted its earlier language in Canaveral, stating, ‘*“when section 269 is placed in issue, it
does require a showing that the most favorable tax route, when that route involves the acquisition
of a corporation, was principally motivated by non-tax-related business reasons.”” VGS Corp.,
68 T.C. at 597 (empbhasis supplied). It then justified its conclusion that section 269 did nor apply
to the C reorganization used to acquire the stock of VGS by concluding that the taxpayer had
shown a “substantial business purpose for the merger as implemented.” Id. at 597. First, an
acquisition for stock was chosen so that the acquiror could use its future cash flow to finance
future capital requirements of the acquired entity; an acquisition for cash or debt would have
reduced the acquiror’s cashflow. Seeid. Second, an acquisition of stock was justified because
Vermont law appeared to require that the target remain in existence, and various permits of the

target were nontransferable. See id.

Although some of the language quoted above appears, at first blush, to apply section 269
generally whenever the method chosen for the acquisition cannot be justified for business
reasons, it should not be read so broadly. The Tax Court itself made this clear within a year of
deciding Canaveral. In D’Arcv-MacManus & Masius. Inc. v. Commissioner, the Tax Court
quoted the relevant language from Canaveral, but added emphasis to the words “when that route
involves the acquisition of a corporation.” See D’ Arcy-MacManus & Masius, Inc. v.
Commissioner, 63 T.C. 440, 452 (1975). It then said: “Itis clear that the above-quoted
statement does not apply to the instant case because here we have the acquisition of assets, not
the acquisition of a corporation.” 1d.

In Inductotherm Industries, Inc. v. Commissioner, 48 T.C.M. (CCH) 167 (1984), the
taxpayer demonstrated a business motive for acquiring the assets of a corporation of which it

acquired control. The court said:

the fact that Inductotherm would have acquired New Trident’s technical assets in
the absence of a tax avoidance motive does not end the inquiry. Rather, the
determinative question under section 269 is whether the principal purpose of the
acquisition of control of a corporation was tax avoidance, not whether there was
an absence of a business purpose in acquiring a corporation’s assets ...

The fact that Inductotherm intended to use New Trident’s technical assets
for business reasons does not, in and of itself, explain the principal purpose of the
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stock acquisition. This point was made clear in Industrial Suppliers. Inc. v.
Commissioner, . . .

This is not to suggest that section 269 will apply to every stock acquisition
merely because such a transaction produces more favorable tax results than an
asset acquisition otherwise would. However, when section 269 is placed in issue,
the taxpayer must demonstrate that his selection of that method of acquisition was
primarily motivated by genuine, nontax related, business reasons.

Inductotherm Indus.. Inc., 48 T.C.M. (CCH) at 193-94 (emphasis in the original). Later in the
opinion, the court said:

We are convinced that Inductotherm’s awareness of New Trident’s losses
and other unused tax benefits primarily motivated the stock acquisition. No other
convincing reason appears on this record as to why it did not simply purchase the
technical assets of New Trident from the coassignees (or the coassignees and
Waltham’s trustee), rather than implementing the “tortuous” (see Fawn Fashions,
Inc. v. Commissioner, . . .) procedure of purchasing New Trident’s stock.

Id. at 195.

The “tortuousness” of one method as opposed to an alternative has been noted by a
number of courts in this context. In Fawn Fashions, Inc. v. Commissioner, 41 T.C. 205 (1963),
the taxpayer purchased, for $500, a corporation with a net operating loss in excess of $193,000.
The taxpayer claimed that it bought the corporation in order to protect the use of a trade name.
1d. at 210. There, the court said:

‘ No convincing reason appears in the record as to why L & B did not
simply buy the name Fawn from the receiver instead of going through the
tortuous procedure of buying the franchise of the product corporation under a
unique provision of Georgia law (which both parties indicate has not been
interpreted by the State courts), then change the name of the shell corporation to
K & S Corp., then put K & S Corp. through bankruptcy proceedings in the
Federal District Court, then obtain the discharge in bankruptcy some 7 months
after L & B acquired the corporation, then transfer L & B’s sales activities to the
corporation, and then change the name of the corporation from K & S Corp. back
to Fawn Fashions, Inc.

Id, at 212. Without such “tortuous” procedures, the form chosen by a taxpayer is less likely to
result in the application of section 269. See id.; see also Industrial Suppliers, Inc., 50 T.C. at 648
(referring to some of the procedures chosen by the taxpayer to effect its acquisition as “[t]hese
manipulations and others in the record” and indicating its view that the “manipulations” *“raise an
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inescapable inference that tax avoidance was the principal purpose for the acquisition of
petitioner’s stock”).

Not all courts, however, will follow Canaveral and VGS. In United States v. Federated
Department Stores. Inc., 170 B.R. 331 (S.D. Ohio 1994), the court rejected the approach of
Canaveral and VGS:

Contrary to Canaveral and VGS, the Court concludes that the method of
acquisition is but one of many factors to consider when determining the principal
purpose. “Consideration of the tax aspects of a transaction does not mandatorily
require application of section 269 and . . . such consideration is only prudent
business planning.” D’Arcy, 63 T.C. at 451. The taxpayer may consider tax
attributes when structuring its transactions so long as the principal purpose behind
the acquisition is business motivated. Arwood, 30 T.C.M. at 22-23.

United States v. Federated Dep’t Stores. Inc., 170 B.R. at 350.

The Federated Department Stores court quoted language from D’ Arcy that we find
helpful, particularly since, as noted previously, the Tax Court decided D’ Arcy only a year after it
decided Canaveral:

The court in D’ Arcy, 63 T.C. at 452-53, distinguishes Canaveral from a situation
similar to the instant case. In D’Arcy, the court stated:

“While there is a great deal of difference between acquiring one
asset, the yacht in Canaveral . . ., and acquiring a corporation, we
do not see so great a difference between acquiring a corporation’s
entire operation (i.e. acquisition of assets) as here, and acquiring
the corporation itself [(i.e. acquisition of stock)]. We do not think
a change in form of acquisition from the acquisition of a
corporation to the acquisition of a corporation’s entire operation is
so drastic to warrant a mandatory denial of the carryover of tax
attributes.”

1d. at 452-53. Similarly, this Court does not believe that the difference between
acquiring the assets of TFDC and acquiring the stock of TFDC is drastic enough
to warrant mandatory denial of the carryover of NOLs. So long as the principal
purpose behind acquiring TFDC was for business reasons, the NOL carryover
should not be denied.

Federated Dep’t Stores, 170 B.R. at 350.
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Arwood Corporation v. Commissioner, 30 T.C.M. (CCH) 6 (1971), which Federated
Department Stores also cites, involved the use of a net uperating loss to which the taxpayer
succeeded after two loss corporations were merged into it. See id. at 42. The court suggested
that an acquisition of assets with a carryover basis will not attract the application of section 269
where only the method of acquisition, not the acquisition itself, was motivated to some extent by
tax considerations; ““[i]t must be remembered that section 269 addresses itself to a situation
where the principal purpose of the acquisition is tax avoidance; in the present case only the
method selected for effecting the acquisition was motivated to some extent by tax
considerations.” Id. at 22-23 (emphasis in the original).

Thus, the courts in Federated Department Stores, D’ Arcy, and Arwood were not prepared
to require a justification for the method of an acquisition to avoid the application of section 269
where the corporation acquired an ongoing business rather than what was essentially an

incorporated asset.

We conclude from the case law discussed above that the position sometimes associated
with Canaveral, that the method of acquisition must be justified for purposes of section 269,
should apply only in a case where the taxpayer purchases stock in order to acquire the underlying
assets. Where, as in our case, the taxpayer acquired assets, and did not have the option of buying
the stock of a corporation that owned only those assets, it should not be necessary to justify the
particular structure adopted to make that acquisition. As long as the business reasons for the
transaction exceeded the tax-motivated reasons, the taxpayer should be permitted to “so arrange
his affairs that his taxes shall be as low as possible.” Helvering v. Gregory, 69 F.2d 809, 810 (2d
Cir. 1934), aff’d, 293 U.S. 465 (1935).

4, The Relevant Tax Avoidance Purposes

Section 269 applies to acquisitions if “the principal purpose for which the acquisition was
made is evasion or avoidance of Federal income tax by securing the benefit of a deduction,
credit, or other allowance which such person or corporation would not otherwise enjoy.” 1.R.C.
§ 269(a). The plain language of the statute thus makes two points clear. First, in determining
whether a taxpayer had a proscribed purpose in making an acquisition, only the tax-avoidance
purposes relating to the acquisition in question are relevant. Second, the fact that a taxpayer has
a tax-avoidance purpose for an acquisition is relevant only if the acquisition secures tax benefits
that the taxpayer would not have obtained but for the acquisition.

The Tax Court’s decision in Commodores Point Terminal Corporation v. Commissioner,
11 T.C. 411 (1948), acg. 1949-1 C.B. 1, illustrates the rule that section 269 does not apply to a
case where the taxpayer would have obtained the tax benefit regardless of whether the taxpayer
acquired control in the acquisition in question. In Commodores Point, the taxpayer acquired 58
percent of the stock of Piggly Wiggly Corporation from its sole shareholder in exchange for its
own bonds. The taxpayer’s purpose for acquiring the Piggly Wiggly stock was to secure the
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dividend payments thereon. As a result of its ownership of Piggly Wiggly stock, the taxpayer
received dividends and claimea a dividends received credit with respect thereto. The taxpayer’s
acquisition of Piggly Wiggly stock did not reduce Piggly Wiggly’s taxable income or its income
tax liability, and the receipt of dividends increased the taxpayer’s taxable income and its
resulting income tax liability. Nonetheless, the Commissioner challenged the dividends received
credit, claiming that the taxpayer acquired control of Piggly Wiggly for the purpose of avoiding
or evading federal income tax within the meaning of section 129 of the Revenue Act of 1943.

The Tax Court first considered the intent of section 129(a) in order to determine its scope.
Reviewing the legislative history of section 129, the court noted:

Another amendment [to the bill] was made [in the Senate] by the addition of the
phrase “which such person would not otherwise enjoy.” This qualification limited
the applicability of the section to those cases where the deduction, credit, or
allowance resulted from, or was attributable to, the acquired control.

[Section 129(a)] condemns tax avoidance only when there is an acquisition of
control and the emplovment of that control for the principal purpose of avoiding
or evading tax, the acquiring person thereby securing the benefit of a deduction,
credit, or allowance “which such person or corporation would not otherwise
enjoy.” The word “otherwise” can only be interpreted to mean that the deduction,
credit, or allowance, if it is to be disallowed, must stem from the acquired control.

1d. at 415-17 (emphasis added). Given the intended scope of the statute, the Commodores Point
court concluded that section 129 did not apply to the taxpayer’s acquisition of Piggly Wiggly
stock. It declared:

The dividends received credit claimed by petitioner in its 1944 return was
in no sense dependent upon petitioner’s acquisition of a controlling interest in the
Piggly Wiggly Corporation. Petitioner would have received dividends and would
have been entitled to claim a dividends received credit proportionately as great
from any number of shares less than an amount constituting a controlling interest.
There is no evidence, nor does respondent suggest, that petitioner received its
dividends by virtue of its controlling interest. In this case the number of shares
held by petitioner was determinative only of the amount of dividends received,
and the control acquired was incidental to the primary purpose of the acquisition
which was to increase the petitioner’s gross income.

Id. at 417.
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The Tax Court reached a similar conclusion regarding section 129(a) of the Internal
Revenue Code of 1939 (the “1939 Code™) in Coastal Oil Storage Company v. Commissioner, 25
T.C. 1304 (1956), aff’'d in part and rev’d in part, 242 F.2d 396 (4th Cir. 1957). In Coastal Oil,
the taxpayer’s parent transferred to the taxpayer seven oil storage tanks in a carryover-basis
transaction. See 25 T.C. at 1312. On its tax return for the year of the transfer, the taxpayer
claimed the surtax exemption under section 15(b) of the 1939 Code and the minimum excess
profits credit under section 431 of the 1939 Code. The Commissioner disallowed both the
claimed surtax exemption and the excess profits credit. The Tax Court summarily found that
section 129(a)(1) did not apply because the taxpayer did not acquire control of another
corporation and, instead considered the application of section 129(a)(2) of the 1939 Code, the
predecessor of section 269(a)(2), to the taxpayer’s acquisition of the oil storage tanks. The Tax

Court stated:

the word ‘otherwise’ can only be interpreted to mean that a deduction, credit, or
allowance, if it is to be disallowed under section 129, must stem from the
acquisition. See Commodores Point Terminal Corporation, 11 T.C. 411, in which
we discussed in considerable detail the legislative history and purpose of section
129. In that case the taxpayer corporation had acquired a controlling stock
interest in another corporation, and one of the issues was whether it was entitled
to a dividends received credit with respect to dividends on the stock. In holding
that section 129 did not operate to deny the credit we pointed out that the
dividends, and the consequent credit, were not dependent on the taxpayer's having
acquired control of the other corporation, and that the only effect of control was
as to the amount of the dividends and the credit. Applying similar reasoning here,
we are of the opinion that the [taxpayer’s] right to the benefit of an exemption and
a credit was not dependent upon its acquisition of the tanks from (its parent].
Those tanks, of course, did not carry with them a right to an exemption or a credit.
Accordingly, we hold that the acquisition of the tanks did not secure to the
[taxpayer] the benefit of any exemption or credit which it would not otherwise
enjoy under sections 15(b) and 431, respectively, and that therefore section 129
has no application in the instant case.

Id. at 1312.

The Fourth Circuit, however, reversed Coastal Qil on this issue. See 242 F.2d 396 (4th
Cir. 1957). The Fourth Circuit first concluded that section 129(a)(1) applied because the parent
corporation acquired control of the taxpayer through stock ownership and, while the exemption
was formally claimed by the subsidiary, the parent ultimately benefited from the exemption. In
addition, the court found that the predecessor of section 269(a)(2) applied. The court reasoned:

Subsection (2) is applicable also, since taxpayer, as a result of the transfer from
the parent corporation, received property having a basis for tax purposes which
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would be determined by reference to its basis in the hands of the parent
corporation, and the transfer resulted in the securing of a surtax exemption and
minimum profits credit, to which neither the taxpayer nor the parent corporation
would have been entitled otherwise; for the taxpayer could not have enjoyed the
benefit of the surtax exemption and excess profits tax credit but for the acquisition
of the property producing the income from or against which the exemption and
credit are claimed.

Id. at 399.

In Cromwell Corp. v. Commissioner, 43 T.C. 313 (1964), however, the Tax Court.
reaffirmed that section 269 of the Internal Revenue Code of 1954 (the “1954 Code™) will not
apply when certain benefits would have been enjoyed regardless of the acquisition of control of a
corporation. See 43 T.C. at 317. In Cromwell, four individuals formed a holding company,
Cromwell Corp. (“Cromwell”), for the purpose of acquiring the stock of Cornwell Quality Tools
Co. (“Comnwell”), which owned all the stock of Kennedy Service Tools Co. (“Kennedy”). See
id. at 315. Cromwell borrowed $400,000 to finance the purchase of Cornwell, with the loan
secured by Comwell’s assets. See 1d. Following Cromwell’s acquisition of Comwell, Cornwell
borrowed $400,000 and paid the loan proceeds as a dividend to Cromwell, which Cromwell used
to pay off its $400,000 loan. See id. at 316. Because Cromwell filed a consolidated return that
included all of the income of Cromwell, Comwell and Kennedy, the intercompany dividend paid
by Comwell to Cromwell was eliminated in computing the consolidated income of the Cromwell

affiliated group. See id.

The Service claimed that “the formation of Cromwell and its acquisition of Cornwell
were acquisitions of control of corporations for the principal purpose of avoiding income taxes
by securing the benefit of a deduction, credit, or other allowance which would not otherwise
have been enjoyed, and comes within the purview of section 269(a) [of the 1954 Code].” 1d. at
317. Accordingly, the Service disallowed to Cromwell the privilege of filing a consolidated
return and asserted that the Cromwell affiliated group was taxable on the $400,000 dividend

from Comwell. See id.

The Tax Court rejected the Service’s position and held that section 269 of the 1954 Code
was inapplicable because the use of Cromwell to acquire the stock of Cornwell did not secure a
benefit that would not otherwise have been available. 1d. at 317. The court stated:

[the taxpayers] contend, and we agree, that since the benefits received would have
been enjoyed by means of the suggested alternatives, section 269 does not
proscribe the use of a consolidated return. Viewed separately, [the taxpayers’]
use of consolidated return does not contravene any specific section of the Code.
When viewed together with the alternatives available to [the taxpayers], it does
not contravene section 269.
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Id. at 320. The court noted that Cromwell did not involve

the usual section 269 situation where a taxpayer is attempting to secure the benefit
of built-in tax advantages, typically a net operating loss carryover, by combining
two corporations via an acquisition. ... The formation of a holding company to
acquire another corporation is not an unusual procedure and is not a “device”
which would distort the income of [Cromwell, Comwell, or Kennedy] or of the
principals in the instant case, as comprehended by section 269.

1d. at 320.

Commodores Point, Coastal Oil, and Cromwell make clear that the Tax Court correctly
understands that section 269 does not apply where the taxpayer would have obtained the tax
benefit at issue without regard to whether the taxpayer acquired control in the acquisition under
consideration. The Fourth Circuit, however, has adopted a different approach that does not, at
least in the case of section 269(a)(2), attempt to relate the carryover basis to the tax benefit
obtained.’ Although it is unclear how broadly the Fourth Circuit intended its Coastal Oil
decision to apply, on its face, the opinion would read out of section 269 the requirement that the
taxpayer secure “‘the benefit of a deduction, credit, or other allowance which such . ..
corporation would not otherwise enjoy.” Such an interpretation is at odds with the literal
language of section 269 and is inconsistent with its legislative history.

The Fourth Circuit reached its decision in Coastal Oil without reference to the legislative
history of section 129 of the 1943 Code. In contrast, the Tax Court in Commodores Point
extensively analyzed the legislative history before deciding that the benefit must flow from the
acquisition of control in order to be disallowed under section 129. A further examination of that
legislative history provides additional support for the Tax Court’s position.

1 The approach taken by the Fourth Circuit may be reflected in the Treasury Regulations promulgated under
section 269. See Treas. Reg. § 1.269-6, example 3. In example 3 of section 1.269-6 of the Treasury Regulations, P
corporation, a profitable corporation, acquires L corporation, which has been sustaining net operating losses, at the
end of 1955. In 1956, P transfers a profitable businessto L in a carryover-basis transaction *“for the principal
purpose of using the profits of such business to absorb the net operating loss carryover of L.” The example
concludes, “L Corporation’s net operating loss carryovers will be disallowed under the provisions of section 269(a)
without regard to the application of section 382.” Because the example does not explicitly rely on the relationship
of the basis of the assets to their fair market value, P possibly could have transferred the assets to L in a taxable
transaction and been entitled to the benefit of the net operating losses. It might be that the example obliquely
indicates that the reason the business transferred to L was profitable, from a tax standpoint, was because the
carryover basis of the transferred assets was low. However, one could read the reference in the example to the fact
that there was carryover of basis to L to indicate that the transaction runs afoul of section 269(a)(2). The example
indicates that P acquired L “for the purpose of continuing and improving the operation of L Corporation’s business”;
accordingly, it is unlikely that the losses could have been disallowed under section 269(a)(1).
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The House version of section 129 of the 1943 Code would have applied to any
acquisition of property where “a” principal purpose was tax avoidance. The Senate changed the
standard to “the” principal purpose and made the provision apply only to acquisitions of control
of another corporation. The Conference Committee added back acquisitions of property if the
basis of the property was determined by reference to its basis in the hands of the transferor. The
report of the Conference Committee describes this evolution of the statutory rules as follows:

Under the conference agreement, the categories of tax evasion and tax
avoidance selected for specific treatment under section 129 are those
characterized either by the acquisition of control of a corporation, or by the
acquisition of property (with a transferred basis) by one corporation from another
not controlled immediately prior to such acquisition by such first corporation. As
contrasted with the House bill, the conference agreement narrows the scope of the
section, considered desirable in view of the extent to which the House provision
overlapped the broad provisions of sections 45 of the code (control cases) [now
section 482] and 141 of the code (affiliated cases) [now covered by sections 1501-
1504], and of the principle of Higgins v. Smith (308 U.S. 473), and in order to
emphasize the special function of the section, namely, to give tax enforcement
agencies a clear basis for administration in those areas in which abuses are most
apt to occur. The shifting within a controlled group of property or an enterprise in
the attempt to preserve to the transferor, or the underlying interest, a deduction,
credit, or allowance reasonably related to the property or enterprise once owned
but since parted with, is governed by section 45, as is a similar shift designed to
afford the new owner a deduction, credit, or allowance, having a reasonable
relationship to the old owner but not with the new.

H.R. Conf. Rep. 78-1079, at 54. This paragraph focuses on the scope of section 129. The last
sentence, which summarizes the predecessor of section 482, indicates that where property or an
“enterprise” is shifted within a controlled group, the Service has the power, under the
predecessor of section 482, either to prevent the transferor from keeping the tax benefit inherent
in the transferred property or enterprise or to stop the transferee from using that benefit. In other
words, the predecessor of section 482 empowered the Service to allocate the tax benefit
associated with the property or the enterprise between the transferor and the transferee.

The Conference Report clarifies that the conference agreement narrowed the scope of
section 129, when compared to the House bill, particularly because the House bill overlapped the
“broad provisions” of the predecessor of section 482. The Conference Report notes “the special
function of section 129, namely, to give tax enforcement agencies a clear basis for administration
in those areas in which abuses are most apt to occur.” Id. The most natural reading of the
paragraph is that the new section applies to the same type of shifting to which section 482
applies, but it applies in the context of entities that are not related. The reference to “those areas
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in which abuses are most apt to occur” is not likely to refer to a broader category of transaction
than that to which section 482 is characterized as refermng, transactions in which the deduction,
credit, or allowance is reasonably related either to the transferred property or enterprise, or to the
old owner. The surtax exemption in Coastal Oil does not fit that description, and the Fourth
Circuit’s approach to section 269 would apply that section to many more cases than to which
section 482 applies. Accordingly, the holding of the Tax Court in Commodores Point seems
more consistent with the legislative history of the provision. Hence, in deciding whether the
principal purpose of the transaction was tax avoidance for purposes of section 269, any tax
advantage that is not obtained by the taxpayer as a result of the proscribed section 269
transaction should not be considered a tax avoidance benefit.

It appears that the National Office has accepted this interpretation of section 269 in
private letter rulings. In Private Letter Ruling 91-23-002 (February 14, 1991), a reverse cash
merger was used by the acquiring group to acquire the stock of a target corporation. Loan
proceeds made up a portion of the consideration for the purchase, and the agent apparently
argued that section 269 might be used to disallow the interest deductions on the loans.
Presumably, the theory was that the loans would not have been entered into, and the interest
paid, absent the acquisition of control of the target corporation. The private letter ruling,

however, rejected that argument:

In the instant case it is the interest payments on the debt itself that creates
the deduction, and not the acquisition of Target. The interest deduction would be
available to the Acquiring consolidated group whether Target was acquired with
the loan proceeds or not. Thus, it cannot be said that the acquisition of Target
secured the benefit of a deduction that the Acquiring group would not otherwise
have enjoyed. Therefore section 269(a)(1) is inapplicable to the acquisition.

The Chief Counsel’s office of the Service has followed that position in some recently released
field service advices. See Field Service Advice 1999-1028 (Release Date June 5, 1992), 1999
Tax Notes Today 81-56 (April 28, 1999); Field Service Advice 1999-995 (Release Date June 5,
1992), 1999 Tax Notes Today 75-32 (April 20, 1999). Both Field Service Advice 1999-1028
and Field Service Advice 1999-995 state:

Our conclusion is consistent with the position of the Service in PLR
9123002. It was stated therein that it is the interest payments on the debt itself
that create the deduction and not the acquisition of Target. The interest deduction
would be available to the consolidated group whether Target was acquired with
the loan proceeds or not. The letter ruling concluded, as a consequence, that the
acquisition of Target did not secure the benefit of a deduction that the acquinng
group would not otherwise have enjoyed. L.R.C. section 269 was therefore held to

be inapplicable.
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In Field Service Advice 199926011 (Release Date March 26, 1999), 1999 Tax Notes
Today 128-28 (July 6, 1999), the Chief Counsel’s office made a particular point of stressing that:

A feature of 1.R.C. section 269 that is easily overlooked because it is
ordinarily satisfied is that the section applies only to tax allowances that the
acquiring taxpayer ‘would not otherwise enjoy’ but for the acquisition.
Cromwell Corp v. Commissioner, 43 TC 313 (1964).

Although the Chief Counsel’s office, in that field service advice, advised that the taxpayer’s
position was incorrect, its concern for this issue is noteworthy. The Chief Counsel’s office also
analyzed whether the taxpayer would “otherwise” enjoy the benefit (supported by a cite to
Cromwell) in Field Service Advice 1999-1065 (Undated Release), 1999 Tax Notes Today 100-

78 (May 25, 1999).

Although private letter rulings and field service advices are not Service pronouncements
on which taxpayers may generally rely, they do indicate the position the Service may take in
connection with a particular issue. We have found no pronouncements more recent than the field
service advices cited above that relate to this issue, and we are unaware of any indication that the
Service will currently take a position different from the one taken in the field service advices

cited above.

Accordingly, based upon a review of the legislative history of section 269, as well as
recent administrative authorities, we believe the Fourth Circuit incorrectly decided Coastal Oil.
In any event, there are two additional reasons Coastal Oil should not affect the outcome of any
challenge by the Service of the Maliseet Transactions on the basis of section 269. First, Maliseet
is a Delaware corporation [with its principal office in Texas], and the Court of Appeals having
jurisdiction over an appeal of a Tax Court decision would be the [Fifth] Circuit; therefore, the
Tax Court would not be compelled, under the Golsen rule,15 to follow the Fourth Circuit’s
decision in Coastal Qil. Instead, it would be free to follow its own decision in Coastal Oil, as
well other precedents, including Commodores Point. Second, Commodores Point remains good
law because the Fourth Circuit in Coastal Oil distinguished it rather than suggested that it is

incorrect.

5. Definition of Tax Avoidance or Evasion

We have found no authority that explicitly defines “evasion or avoidance of federal
income tax” for purposes of section 269. The legislative history of section 129 of the 1939

13 The Golsen rule is derived from the Tax Court’s decision in Golsen v. Commissioner, 54 T.C. 742 (1970),
in which the court held, “where the Court of Appeals to which appeal lies has already passed upon the issue before
us, efficient and harmonious judicial administration calls for us to follow the decision of that court.” 54 T.C. at 757.
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Code, the predecessor of section 269, indicates that Congress intended a flexible approach to the
definition of tax avoidance or evasion.

Section 129, under vour committee’s amendment, as under the House bill,
recognizes that any attempt to encompass tax evasion and avoidance problems by
a specific description of the tax avoidance schemes will catch within its net both
intended transactions and those not intended and will fail to catch both those
intended to be caught and those not intended. ... To determine what transactions
constitute the condemned evasion or avoidance, section 129 must be read in its
context and background. It is superimposed on the several existing provisions of
the income and excess-profits-tax law, the basic policies of which contemplate the
bona fide conduct of business in the ordinary way. Basic to the deduction, credit,
and allowance provisions is a continuing enterprise so conducting its affairs. A
substantial number of the code provisions, like sections 112, 113, and 141, are
especially designed to remove tax impediments from such business transactions.

It is nonconformity to the basic policies of these provisions of the code which is
denoted by tax avoidance in section 129, and it is in the light of these basic
policies that section 129 would necessarily have to be applied and administered.
... The test of this nonconformity is, as was indicated in Higgins v. Smith [308
U.S. 473 (1940)], whether the transaction or a particular factor thereof “distorts
the liability of the particular taxpayer” when the “essential nature” of the
transaction or factor is examined in light of the “legislative plan” which the
deduction or credit is intended to effectuate.

S. Rep. No. 78-627, at 60. Section 1.269-2(b) of the Treasury Regulations confirms that the
determination of whether a purpose to obtain a benefit is a tax-avoidance purpose requires an
analysis of whether the benefit distorts tax liability when the “essential nature” of the transaction
is viewed in the context of a specific “legislative plan.” That regulation provides that those
circumstances involving the evasion or avoidance of tax may include those circumstances:

in which the effect of the deduction, credit, or other allowance would be to distort
the liability of the particular taxpayer when the essential nature of the transaction
or situation is examined in the light of the basic purpose or plan which the
deduction, credit, or other allowance was designed by the Congress to effectuate.
The distortion may be evidenced, for example, by the fact that the transaction was
not undertaken for reasons germane to the conduct of the business of the taxpayer,
by the unreal nature of the transaction such as its sham character, or by the unreal
or unreasonable relation which the deduction, credit, or other allowance bears to
the transaction.

Treas. Reg. § 1.269-2(b). When a taxpayer determines its tax liability in accordance with the
rules specified by Congress, and pays the tax Congress intended it should pay, there is no tax
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avoidance and no occasion for applying section 269. See Supreme Inv. Corp. v. United States,
468 F.2d 370, 376 (5th Cir. 1972).

6. Application of Section 269(a)(2) to the Maliseet’s Acquisition of the
Residual Interests

a. Identification of Relevant Purposes and Benefits

To decide whether section 269 should be applied to disallow the benefits associated with
Maliseet’s acquisition of the Residual Interests, we compare all the non-tax-avoidance purposes
with any tax-avoidance purposes that might be identified in connection with Maliseet’s
acquisition of the Residual Interests. In identifying the relevant tax-avoidance purposes, we look
only to those benefits that arise from the transaction described in section 269(a)(2): Maliseet’s
acquisition of the Residual Interests with a carryover basis. We can make this calculation based
on the tax and non-tax benefits of the transaction as a whole. Because Maliseet acquired assets
rather than stock, we need not evaluate more narrowly the tax and non-tax reasons for the choice
of the particular form adopted in this transaction, particularly where, in this instance, the
alternative route of acquiring the stock of a corporation (Bankers Trust) was not available.

The benefits of the Transactions to the Enron Affiliated Group are (1) the profits
generated by the Leased Equipment, (2) the profits generated by the portfolio of assets in
Maliseet, (3) an increase in pre-tax financial accounting income and net earnings on the Enron
consolidated financial statements, and (4) the basis that will be created from the income
generated by the Residual Interests, which may offset income in the future. The first three
categories of benefits, which have no tax motivation, are substantial and certain, and together
they may be more important than the fourth category of benefit. Nonetheless, even if we look
only at the fourth category of benefit, the creation of basis from the income generated by the
Residual Interests, we find that the comparison mandated by section 269 will not result in the
application of section 269 to disallow benefits in this case.

In general, deductions with respect to the Residual Interests will be allowable only to the
extent of Maliseet’s adjusted tax basis in the Residual Interests. If Maliseet had acquired the
Residual Interests in a taxable purchase, the Residual Interest would have had an initial basis in
the hands of Maliseet equal to their purchase price, which would be their value of $165,000.
Because the Residual Interests were acquired with a carryover basis, the Residual Interests had
an initial basis in the hands of Maliseet of approximately $120 million (the “Carryover Basis”).
As a result, the amount of deductions with respect to the Residual Interests that Maliseet will be
allowed as a result of its acquisition of those assets in a carryover-basis transaction will exceed
the amount of such deductions that it would have been allowed to use if it had acquired the
Residual Interests with a cost basis (such excess deductions are referred to herein as the
“Carryover Basis Deductions™); this results from the fact that the London Branch’s basis in the
Residual Interests was greater than $165,000, the fair market value of the Residual Interests on
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January 28, 1999. Acquiring the Residual Interests in a carryover-basis transaction, therefore,
will avail Maliseet of an additional $119,835,000 (120,000,000 - 165,000)] of basis that would
not have been available had Maliseet acquired the Residual Interests by purchase.

After Maliseet’s acquisition of the Residual Interests, the Residual Interests are expected
to generate additional basis of approximately $268 million. This approximately $268 million of
basis cannot be considered a tax-motivated benefit subject to attack under section 269 because it
would arise even if the Residual Interests were acquired in a taxable transaction, without a
carryover basis; that is, it will not arise as a result of the transfer of the Residual Interests to

Maliseet in a carryover-basis transaction.

The additional basis of approximately $268 million that will be generated by the Residual
Interests is substantially larger than approximately $119.8 million, which is consistent with your
representation that the non-tax-motivated benefits are more valuable to Enron than any tax-
motivated benefits associated with the acquisition of the Residual Interests in a carryover-basis
transaction.'® Indeed, the comparison of approximately $268 million to approximately $119.8
million overstates the relative importance of the pre-acquisition basis of approximately $120
million. Most of the Residual Interests will continue to generate income (and thus basis) for
some period following their acquisition by Maliseet. Subsequently generated phantom losses
may be taken by Maliseet to the extent of this basis without regard to any carryover basis.
Accordingly, the basis obtained as a result of the carryover-basis transaction will produce

16 We note that there is substantial disagreement among the courts as to the application of section 269 to tax
benefits arising after an acquisition. Compare Herculite Protective Fabrics Corp. v. Commissioner, 387 F.2d 475,
476 (3d Cir. 1968) (stating that, absent clear legislative mandate, the penalty of section 269 should not apply to deny
2 tax benefit that arises post-acquisition); and Zanesville Inv. Co. v. Commissioner, 335 F.2d 507, 514 (6th Cir.
1964) (rejecting the Government’s argument that section 269 can be applied so as to deny the utilization of post-
acquisition losses against post-acquisition income), with Hall Paving Co. v. United States, 471 F.2d 261, 263-64 (5th
Cir. 1973) (holding that section 269 may be applied so as to prohibit post-acquisition losses from offsetting post-
acquisition income); Borge v. Commissioner, 405 F.2d 673, 679 (2d Cir. 1968) (finding that section 269 may
disallow deductions for post-acquisition losses of the acquired corporation), cert. den. sub. nom. Danica Enters., Inc.
v. Commissioner, 395 U.S. 933 (1969); Luke v. Commissioner, 351 F.2d 568, 572 (7th Cir. 1965) (affirming the Tax
Court’s holding that section 269 can be applied to deny the carry forward of a post-acquisition net operating loss); R.
P. Collins & Co.. Inc. v. United States, 303 F.2d 142, 146 (1st Cir. 1962) (applying the predecessor of section 269 to
deny a post-acquisition tax benefit). Courts have considered how to treat post-acquisition losses only after they have
decided that the principal purpose of an acquisition was a prohibited purpose under section 269. Butsee R. P.
Collins & Co.. Inc., 303 F.2d at 150 (Aldrich, J., dissenting) (stating that “[i]f the principal purpose is liquidation,
and liquidation involves the realization of a loss which is artificial to the taxpayer, then the realization of that loss is
part of the purpose and must be condemned, and this even if the ‘larger’ benefit might be thought to be the cash
profit”). The cases all determine whether section 269 should apply based on an evaluation of the role played in the
acquisition by the presence (or, at least, economic accrual) of tax benefits prior to the acquisition. Moreover, those
cases all arise under section 269(a)(1), involving the acquisition of control of a corporation. The acquisition by
Enron could only potentially be attacked under paragraph (2) of section 269(a), and it is not clear how courts would
treat the significance of post-acquisition losses in a transaction analyzed under section 269(a)(2), involving the
acquisition of an asset with a carryover basis.
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benefits only after utilization of the benefits resulting from the basis the Residual Interests
generate after their acquisition by Maliseet, and thus is of significantly less value.

b. Whether the Carrvover Rasis Deductions Will Effect a Distortion
of Income

1. The REMIC Provisions

Even if the tax benefit associated with the carryover of Barikers Trust’s basis in the
Residual Interests is treated as a tax-motivated benefit, the acquisition of the Residual Interests in
a carryover-basis transaction will be treated as having a principal purpose of tax avoidance only
if Carryover Basis Deductions have the effect or will have the effect of distorting Maliseet’s or
its shareholders’ tax liability, viewing the “essential nature” of the transfer of the Residual
Interests to Maliseet, in the context of the specific “legislative plan” underlying the taxation of
REMICs. The following paragraphs examine whether the acquisition of the Residual Interests in
a carryover-basis transaction will have that effect.

The Tax Reform Act of 1986 added the REMIC provisions (sections 860A through
860G) to the Code. In general, these provisions provide that the interest income of a REMIC
with respect to mortgages that it holds passes through to the holders of interests in the REMIC.
The timing of the inclusion of such interest income in the income of the holders of regular
interests, however, is altered from the timing of such income to the REMIC. The REMIC
provisions compensate for this timing difference by requiring that the holders of residual
interests in the REMIC take into account in determining their income tax liability items of
phantom income or phantom deductions such that the net income inclusion by all holders of
interests (regular and residual) in the REMIC will, in the aggregate, match the interest income of

the REMIC in both timing and amount.

A variety of provisions were adopted in order to preserve the timing and amount of
phantom income inclusions with respect to a REMIC residual interest. For example, phantom
income cannot be offset by net operating losses, phantom income in the hands of a tax-exempt
entity is treated as unrelated business taxable income (“UBTT”), and a tax is imposed on any
wransfer of a residual interest to an entity that is exempt from federal income taxes unless the
entity is subject to the tax on UBTL. See IR.C. § 860E. The regulations also restrict certain
transfers that may interfere with the timely collection of the tax liability attributable to phantom
income inclusions. For example, a transfer of a residual interest is disregarded if the transferor
knows or should have known that the transferee would be unwilling or unable to pay taxes due
on its share of the taxable income of the REMIC. See Treas. Reg. § 1.860E-1(c)(1). In addition,
transfers to a foreign person of a residual interest that has tax avoidance potential are prohibited.
See Treas. Reg. § 1.860G-3(a)(1). A residual interest has tax avoidance potential unless the
transferor reasonably expects that the REMIC will distribute to the transferee an amount that will
equal at least 30 percent of each inclusion of phantom income no later than the close of the
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calendar year following the calendar year in which the phantom income accrues. See Treas. Reg.
§ 1.860G-3(a)(2). Presumably this regulation is directed at preserving the timing of the
collection of taxes with respect to phantom income by preventing transfers to foreign persons
uniess the distributions from the REMIC to the foreign person are sufficient to cover the
withholding tax liability with respect to such phantom income.

The congressional purpose in enacting the REMIC tax regime was to provide an
exclusive vehicle for the issuance of multiple class securities backed by real property mortgages
that would be flexible enough to accommodate most legitimate business concerns while also
providing rules that produced both appropriate income tax treatment of such securities and
certainty as to such treatment. See S. Rep. No. 99-313, at 791-92 (1986). We believe that the
statutory provisions, as described above, demonstrate that the mechanism for achieving these
results was to allow the pass-through and shifting of a REMIC’s interest income among its
interest holders provided that the timing of inclusions of such interest income in the gross
income of the interest holders and the payment of tax liabilities with respect to such inclusions
are preserved. Consistent with this mechanism, and as reflected in the provisions of section
860E and section 1.860G-3 of the Treasury Regulations, we believe that whether an acquisition
of a residual interest in a REMIC effects a distortion of tax liability and, therefore, has a tax-
avoidance purpose should be determined by reference to the timing of phantom income
inclusions and phantom deductions with respect to such inclusions prior to the acquisition.

il. Analvsis

The timing and the amount of the phantom income and phantom deductions attributable
to the Residual Interests after their acquisition by Maliseet will be the same as they would have
been had the Residual Interests been retained by the London Branch. Therefore, Maliseet’s
acquisition of the Residual Interests should not effect a distortion of tax liability and the
acquisition should not be regarded as having a tax-avoidance purpose. Nonetheless, it is possible
that the Service would argue that the acquisition of the Residual Interests did cause a distortion
of liability that was inconsistent with the legislative plan. The following paragraphs discuss
those arguments.

(a) Phantom Deductions Are Allowable Only to the
Taxpaver That Was Taxed on the Corresponding
Phantom Income

The Service might argue that the REMIC provisions, by limiting the amount of
deductions allowable with respect to a residual interest to the amount of the holder’s basis in the
residual interest, reflect an intention that phantom deductions be allowed only to the taxpayer
that was taxed on the corresponding phantom income. Based on such a view, the Service might
claim that a nontaxable transfer that provides the transferee with a carryover basis that enables
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the transferee to use phantom deductions distorts the liability of the transferee when the transfer
is examined in light of the legislative plan of the REMIC provisions.

The REMIC provisions contain a number of very specific rules designed to prevent
wransfers of residual interests that would permit the deferral or elimination of phantom income
inclusions with respect to such interests. There are no rules that address transfers of residual
interests that would alter the identity of the taxpayer that is entitled to, or the timing of, phantom
deductions. In fact, the critical policy reflected in the REMIC provisions appears to be the
preservation of the amount and timing of collections of tax liabilities with respect to phantom
income inclusions. The REMIC provisions reflect no concern for the identity of the holder that
receives phantom deductions or the ability of the holder to utilize phantom deductions.
Moreover, regulations relating to a transition rule for the exclusion of REMIC residual interests
from the mark-to-market rules of section 475 provide a special rule for determining the
acquisition date of certain REMIC residual interests that are acquired by a transferee with a basis
determined by reference to the transferor’s basts. See Treas. Reg. § 1.475(c)-2(c)(2).

Based on the lack of any statutory provision suggesting a concem with the identity of the
holder that is entitled to phantom deductions and the implicit acknowledgment in the
mark-to-market regulations that there can be carryover-basis transfers of REMIC residual
interests (including residual interests with negative value), we believe that a section 351 transfer
of a residual interest that results in a carryover basis to the transferee should not be considered to
distort the tax liability of the holder in a manner that is inconsistent with the basic policies of
section 351 when viewed in light of the legislative plan underlying the REMIC provisions. "’
Accordingly, we believe that the Service should not prevail with an argument that Maliseet’s
acquisition of the Residual Interests effected a distortion of liability because Maliseet was

entitled to claim phantom deductions, without including in income the corresponding phantom
income.

(b)  Net Losses With Respect To Residual Interests

If the Carryover Basis Deductions from one Residual Interest sheltered taxable income
from another Residual Interest, the Service might argue that the sheltering of such taxable

1 The transfer of the Residual Interests to Maliseet duplicates in the Additional Common Stock issued to the
London Branch the basisivalue difference that existed in the Residual Interests immediately before the transfer.
Section 269(a)(2) on its face is concerned only with the benefits obtained by the corporation that acquires assets
with a carryover basis, not with the benefits that may be retained by the transferor of the assets. Moreover, the
duplication of built-in gains and losses on the transfer of assets in a section 351 transaction is inherent in the two-tier
system of taxation of shareholders and corporations. Accordingly, we believe that the duplication in the Additional
Common Stock issued to the London Branch of the built-in loss in the Residual Interests should not be considered to
be tax avoidance within the scope of section 269.
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income distorts the tax liability of Maliseet with respect to the Residual Interests. That
distortion, the Service would argue, is a tax benefit that is relevant to the section 269 analysis.

The taxable income of the holder of residual interests in one or more REMICs for any
taxable year must equal at least the sum of the “excess inclusions” attributable to that holder’s
residual interests for such taxable year. See LR.C. § 860E(a)(1); Treas. Reg. § 1.860E-1(a)(1).
The term “excess inclusion” means the excess (if any) of the amount taken into account by the
holder under section 860C(a) over the daily accruals with respect to the residual interest. See
I1.R.C. § 860E(c). The amount taken into account by the holder under section 860C(a) is the
holder’s daily portion of the taxable income or net loss of the REMIC for each day during the
taxable year on which the holder held the REMIC interest. See I.R.C. § 860C(a). The daily
accrual with respect to a residual interest is a ratable portion of a return equal to 120 percent of
the long-term Federal rate on the adjusted issue price of the residual interest. See LR.C.

§ 860E(c)(2). We believe that the issue price of a residual interest that had a negative value (i.e.,
a transferee would be paid to acquire the interests) at the time it was issued would be zero. See
L.R.C. § 860E(c)(2)(B)(ii) (disallowing the reduction of adjusted issue price below zero); Notice
of Proposed Rulemaking, Real Estate Mortgage Investment Conduits, FI-88-86, 1991-2 C.B.
926, 932 (preamble) (recognizing that existing tax rules do not accommodate negative basis and
negative issue price concepts). While the amount taken into account by the holder under section
860C(a) is the holder’s daily portion of the taxable income or net loss of the REMIC, there could
be no excess of a net loss with respect to a residual interest over the daily accrual for such an
interest. Accordingly, we believe that the excess inclusion for a Residual Interest for any taxable
year should be equal to the taxable income (if any) of the REMIC allocated to the holder of such
Residual Interest for such taxable year. If a Residual Interest is allocated a net loss for a taxable
year, we believe the excess inclusion for such Residual Interest should be zero.

The amount of an excess inclusion is determined separately for each residual interest.
Accordingly, we believe that net losses with respect to a Residual Interest are not taken into
account in determining the minimum taxable income of Maliseet (i.e., the sum of the excess
inclusions of all of the Residual Interests) for a taxable year, as mandated by section 860E(a).
Given our belief that the Carryover Basis Deductions can be used only to offset Maliseet’s
taxable income from sources other than the Residual Interests and cannot affect the timing or
amount of Maliseet’s income from any other Residual Interest, we believe that the acquisition of
the Residual Interests with a carryover basis should not be considered to distort the taxable
income of Maliseet with respect to the Residual Interests in a manner that is inconsistent with the
legislative plan of the REMIC provisions.

(c) Distortion With Respect to Other Taxable Income

The Residual Interests will generate phantom income and phantom deductions over time.
The amount of the phantom deductions generated by the Residual Interests will exceed the
phantom income by the amount of the Carryover Basis Deductions. Accordingly, the dollar
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amount of Maliseet’s aggregate tax liability over the life of the Residual Interests may be less
than it would have been if Maliseet had not acquired the Residual Interests.

7. Conclusion

While held by Maliseet, the Residual Interests are expected to generate approximately
$268 million of income, which will give rise to an equal amount of deductions (the “Other
Deductions™). The Other Deductions in the amount of approximately $268 million will
substantially exceed the Carryover Basis Deductions in the amount of approximately
$119,835,000, which in addition will arise later in time and are thus less valuable. Under these
circumstances we believe that the Carryover Basis Deductions should not be considered “the
principal purpose” for which the acquisition was made. We reach our conclusion because the
purposes for the acquisition that were not tax motivated (or could have been obtained without the
acquisition of the Residual Interests with a carryover basis) exceeded all the purposes that might
be viewed as tax motivated purposes that could only be obtained through the acquisition of the
Residual Interests with a carryover basis. Moreover, even if the Carryover Basis Deductions are
considered the principal purpose for Maliseet’s acquisition of the Residual Interests, because that
benefit arguably is not inconsistent with the legislative plan underlying the REMIC provisions,
there is a good argument that there has been no tax avoidance that triggers the application at

section 269.
E. Section 382
1. Background

Section 382, as in effect prior to 1986, had been criticized for limiting the amount of loss
carryovers without focusing on the ability (or inability) of the loss corporation to use its losses.
See Staff of Senate Comm. on Finance, 99th Cong., 1st Sess., The Subchapter C Revision Act of
1985, 47 (Comm. Print 1985) (“Finance Staff Subchapter C Report”). This pre-1986 approach
was considered undesirable because it completely disallowed carryforwards after a change of
ownership (potentially interfering with economically motivated sales of businesses) and because
it allowed carryforwards to the extent of the continuing interests of shareholders of the loss
corporation (presenting opportunities for tax motivated sales). See H.R. Rep. No. 99-426, at
256-57 (1985); S. Rep. No. 99-313, at 232 (1986); Finance Staff Subchapter C Report, at 47-48.

Section 382, as amended in 1986, retains the basic requirement that there be a change of
ownership of a corporation before the provision applies, reflecting the conclusion that changes in
a loss corporation’s stock ownership are the best indicators of potentially abusive transactions.
See H.R. Rep. No. 99-426, at 256 (1985); S. Rep. No. 99-313, at 232 (1986). In response to the
concemns described above, however, Congress changed the consequences of a change of
ownership, adopting a rule that limited the eamnings against which carryforwards could be used
to an amount equal to a specified return on the value of the corporation’s stock. See H.R. Conf.
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Rep. No. 99-841, at [I-172 (1986); H.R. Rep. No. 99-426, at 257-58 (1985); S. Rep. No. 99-313,
at 232 (1986). This limitation amount was intended to provide an objective approximation of the
income that would be generated by the assets of the loss corporation. See H.R. Rep. No. 99-426,
at 257 (1985); S. Rep. No. 99-313, at 232 (1986). Congress also expanded the scope of section
382 to limit the use of built-in losses in cases where a corporation has built-in losses in excess of
a threshold amount because such losses were viewed as economically equivalent to loss
carryforwards. See H.R. Rep. No. 99-426, at 260-61 (1985); S. Rep. No. 99-313, at 235 (1986);
see also H.R. Conf. Rep. No. 99-841, at I-190-91 (1986).

As currently in effect, section 382 limits a loss corporation’s ability to use net operating
loss carryforwards that are attributable to years prior to the year of the ownership change and net
operating losses attributable to the year of the ownership change that are allocable to the penod
in such year before the ownership change. See IR.C. § 382. Section 382 also limits a loss
corporation’s ability to use its taxable income after an ownership change to offset certain built-in
losses recognized during the five years following the ownership change. See id.

Loss Corporation. For purposes of section 382, a loss corporation includes a corporation
entitled to use a net operating loss carryover or having a net operating Joss for the taxable year in
which the ownership change occurs. See IR.C. § 382(k)(1). The term loss corporation also
includes any corporation with a NUBIL. Seeid. In general, a corporation has a NUBIL if the
excess of (A) the sum of the aggregate adjusted basis of the assets of such corporation
immediately before an ownership change plus the “built-in deductions” of such corporation at
such time, over (B) the sum of the fair market value of such assets at such time plus the built-in
income items of such corporation at such time is greater than a threshold amount. See I.R.C.

§ 382(h). Built-in deduction items are amounts allowable as deductions during the recognition
period (i.e., the five-year period following the ownership change) that are attributable to periods
before the ownership change. See LR.C. § 382(h)(6). Finally, the term loss corporation includes
“[a]ny predecessor or successor to a loss corporation.” See Treas. Reg.§ 1.382-2(a)(1)(1)(C); see
also I.R.C. § 382(/)(8). Section 1.382-2(a)(5) of the Treasury Regulations defines a successor

corporation as

a distributee or transferee corporation that succeeds to and takes into account
items described in section 381(c) from a corporation as the result of an acquisition
of assets described in section 381(a). A successor corporation also includes, as
the context may require, a corporation which receives an asset or assets from
another corporation if the corporation’s basis for the asset(s) is determined,
directly or indirectly, in whole or in part, by reference to the other corporation’s
basis and the amount by which basis differs from value is, in the aggregate,
material.

Treas. Reg. § 1.382-2(a)(5) (emphasis added).
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In the event a corporation is a successor, the rules of section 1.382-2(a)(1) of the
Treasury Regulations apply, as the context may require. See Treas. Reg. § 1.382-2(a)(1)(v).
These rules generally provide that:

(1) a successor to a loss corporation is also treated as a loss corporation (Treas.
Reg. § 1.382-2(a)(1)(1));

(2) in the event of certain section 381(a) transactions, stock of the acquiring
corporation is treated as stock of the acquired loss corporation for purposes of
determining whether an ownership change occurs with respect to certain pre-change
losses and NUBILs of the acquired loss corporation (Treas. Reg. § 1.382-2(a)(1)(i1)); and

(3) certain losses of a loss corporation that is acquired in a section 381(a)
transaction must be accounted for separately until the later of certain “fold-in” events or
five years after the acquisition (Treas. Reg. § 1.3 82-2(a)(1)(ii1), (1v)).

See Treas. Reg. § 1.382-2(a)(1).

Ownership Change. An ownership change generally is triggered by an increase of more
than 50 percentage points in stock ownership by one or more five percent shareholders dunng .
the “testing period,” which is generally the three-year period ending on the date on which a
corporation is tested for an ownership change. See ILR.C. § 382(g), (1).

The Section 382 Limitation. Subject to certain adjustments, the limitation under section
382 for any vear following a change in ownership is generally an amount equal to the product of
(1) the value of the loss corporation on the date of the change of ownership, and (2) the “long-
term tax-exempt rate.” See LR.C. § 382(b)(1). For this purpose, the long-term tax-exempt rate
is the highest of the adjusted Federal long-term rates in effect for any month in the three-month
period ending with the month in which the ownership change occurred. See L.R.C. § 382(f).

2. Application of Section 382 to the Phantom Deductions Generated by the
Residual Interests

For purposes of this discussion, we have assumed that phantom deductions generated by
the Residual Interests are treated as attributable to the period during which a corresponding
amount of phantom income was generated by such interests. Further, we have assumed that the
phantom income to which the phantom deductions are attributable arises prior to January 28,
1999 or, in analyzing whether the DB Acquisition caused a change of ownership, the income
arises prior to the date of the DB Acquisition. Based on these assumptions, some or all of the
phantom deductions generated by the Residual Interests would constitute built-in losses subject
to limitation under section 382 if (i) Maliseet has a NUBIL, (ii) Maliseet undergoes an ownership
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change, and (iii) the phantom deductions arise in the five-year period following the ownership
change.18

You have asked us to consider whether either or both of (1) the transfer of the Residual
Interests and the Mortgage Securities to Maliseet, and (2) the DB Acquisition, caused the
phantom deductions generated by the Residual Interests to become subject to a limitation under
section 382. Such events would have triggered such a limitation under section 382 only if
Maliseet were a loss corporation (by reason of having a NUBIL) or a successor 10 a loss
corporation at the time of such events and such events caused, or were treated as causing,
Maliseet to experience an ownership change. 19 The following sections analyze whether Maliseet
was a loss corporation (by reason of having a NUBIL) at the time of the transfer of the Residual
Interests and the Mortgage Securities or at the time of the DB Acquisition, and whether such
events caused an ownership change of Maliseet that triggered a limitation under section 382 on
Maliseet’s use of the phantom deductions generated by the Residual Interests. The discussion
also analyzes whether, assuming Maliseet is a successor to Bankers Trust, the transfer of the
Residual Interests and the Mortgage Securities to Maliseet or the DB Acquisition caused an
ownership change of Maliseet that triggered a limitation under section 382 on Maliseet’s use of

the phantom deductions.

The discussion set forth below concludes as follows: although there is no guidance
specifically addressing whether Maliseet should be treated as a successor to Bankers Trust, we
think the better view is that Maliseet should not be treated as a successor. Further, even if

'8 The built-in deduction items that are potentially subject to a limit under section 382 include only certain
depreciation, amortization, o depletion deductions and any amount allowable as a deduction during the five years
following the ownership change that is attributable to periods before the change of ownership. See LR.C.

§ 382(h)(2)(B), (h)(6). We believe phantom deductions generated by the Residual Interests are not depreciation,
amortization, or depletion deductions. Accordingly, we believe a limitation under section 382 would be applicable
to such deductions only if the deductions were “attributable to” periods before an ownership change of Maliseet.

For purposes of providing you with a worst-case analysis, as discussed above we have assumed that phantom
deductions would be atributable to the period occurring prior to the date of an ownership change. You have not
requested our advice on the period to which phantomn deductions are properly attributable, and this assumption is not
intended to reflect any determination by us of the appropriateness of such treatment.

19 In determining whether the transfer of the Mortgage Securities and the Residual Interests or the DB
Acquisition caused an ownership change of Maliseet, we have not taken into account the changes in ownership, if
any, by Maliseet’s five percent shareholders (within the meaning of section 382) other than changes that occur
solely as a result of the transfer of the Marketable Securities and the Residual Interests and the DB Acquisition. It is
possible that Maliseet underwent an ownership change by reason of other changes in the stock ownership of one or
more of its five percent shareholders (within the meaning of section 382). For example, changes in ownership by
persons who own five percent or more of Enron stock could contribute to an ownership change of Maliseet. For
purposes of our analysis, we have assumed that, except for changes solely and directly attributable to the transfer of
the Residual Interests and the Mortgage Securities and the DB Acquisition, the ownership percentage of each of
Maliseet’s five percent shareholders (within the meaning of section 382) has not changed during the three-year
testing period preceding the transfer or the DB Acquisition.
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Maliseet were treated as a successor, we believe the transfer of the Residual Interests and the
Mortgage Securities and the DB Acquisition should not cause Maliseet to experience a change of
ownership for section 382 purposes. Due to the lack of authority addressing the scope and
application of the successor rules, however, these conclusions are not free from doubt. Finally,
even if Maliseet were treated as a successor to Bankers Trust, and Maliseet were treated as
experiencing an ownership change as a result of the transfer of the Residual Interests and the
Mortgage Securities or the DB Acquisition, the consequences should have limited effect.
Specifically, if Maliseet experienced such an ownership change, Maliseet’s use of the phantom
deductions should be subject to a section 382 limitation during the five-year period following
any such change of ownership (i.e., January 28, 1999 or the date of the DB Acquisition). We
understand that the Residual Interests are not expected to generate any phantom deductions until
afier January 1, 2004, and thus, for example, if Maliseet experienced an ownership change on
January 28, 1999, only the phantom deductions generated during January 2004 should be subject
to limitation under section 382.

a. Result if Maliseet is not a Successor
1. The Transfer of the Residual Interests and the Mortgage
Securities

Immediately prior 1o its acquisition of the Mortgage Securities and the Residual Interests,
Maliseet was not entitled to use a net operating loss carryover, did not have a net operating loss
for the taxable year that included January 28, 1999, and did not have a NUBIL within the
meaning of section 382(h). 20 Thus, Maliseet was not a loss corporation immediately before it
acquired the Residual Interests and the Mortgage Securities in exchange for its stock. Moreover,
immediately prior to Maliseet’s acquisition of the Residual Interests and the Mortgage Securities,
Enron owned 100 percent of the total value of all classes of stock of Maliseet. Immediately after
Maliseet’s acquisition of the Residual Interests and the Mortgage Securities, Enron owned,
directly and indirectly, approximately 95 percent of the total value of all classes of stock of
Maliseet. Because Maliseet was not a loss corporation immediately before its acquisition of the
Residual Interests and the Mortgage Securities and such acquisition only caused a five percent
shift in the ownership of Maliseet stock, Maliseet’s use of the phantom deductions attributable to
the Residual Interests should not be subject to a limitation under section 382 solely as a result of
its acquisition of the Residual Interests and the Mortgage Securities, unless the “successor” rules
(discussed below) alter this result.

2 Because Maliseet was a REIT for the entire 1999 calendar year, it was not eligible to be a member of the
Enron consolidated group on January 28, 1999. Thus, the determination of whether Maliseet has a NUBIL should
be made by reference to Maliseet’s assets and not those of the Enron consolidated group.
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. The DB Acquisition

For purposes of this analysis we have assumed that, at the time of the DB Acquisition,
Maliseet was a loss corporation because its ownership of the high basis-low value Residual
Interests caused it to have a NUBIL. The DB Acquisition altered the ownership of only five
percent of the outstanding stock of Maliseet, i.e., the same five percent interest that was
transferred to Bankers Trust in exchange for its contribution of the Residual Interests and the BT
Mortgage Securities. Thus, the DB Acquisition should not have produced a sufficient shift in the
ownership to cause an ownership change of Maliseet. Accordingly, Maliseet’s use of the
phantom deductions attributable to the Residual Interests should not be subject to a limitation
under section 382 solely as a result of the DB Acquisition, unless the “successor’ rules
(discussed below) alter this result.

b. Maliseet’s Status as a Successor Corporation

As described above, the regulations provide that, when a transferee corporation receives
an asset (or assets) in a carryover basis transaction and there is a material difference between the
basis and the fair market value of the transferred asset (or assets), the transferee is a successor
“as the context may require.” See Treas. Reg. § 1.382-2(a)(5). Because Maliseet acquired the
Residual Interests from Bankers Trust in a transaction in which Maliseet’s basis in the interests
was determined by reference to Bankers Trust’s basis in the interests, and the value of the
Residual Interests was lower than their basis, it is possible that Maliseet is a “‘successor

corporation.”

Neither the preamble to the proposed or final regulations nor subsequent guidance
explains when the context may require a corporation to be treated as a successor for purposes of
the regulation.21 Consequently, there is no authority that provides guidance regarding when the
context may or may not require Maliseet to be treated as a successor 10 Bankers Trust. In the
absence of authority, arguably a determination of when the context requires a transferee
corporation to be treated as a successor should be guided by the underlying purposes of section

a The broadened successor rules were first published in the 1991 proposed section 382 regulations. At the
same time the proposed section 382 regulations were issued, the Service issued proposed regulations addressing the
application of section 382 to consolidated groups (including subgroups) as well as proposed regulations addressing
the application of the separate retumn limitation year rules (“SRLY™) in the context of subgroups, and both
regulations contained successor rules. See 1991-1 C.B. 728, 1991-1 C.B. 757. A principal reason for the successor
rules in the consolidated section 382 and the SRLY proposed regulations apparently was to assist in the
determination of the corporations that are members of the relevant subgroups following certain reorganizations or
asset transfers, and these regulations contain a number of additional, more specific rules that address the treatment of
successors and their effects on the subgroup and other rules. However, the intended purpose and scope of the
successor rules of the section 382 regulations in question is unclear.
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382.% As described above, 2 principal feature of the amendments to section 382 in 1986 was the
imposition of a “section 382 limitation” on the use of the loss corporation’s loss carryovers or
built-in losses. The limitation is intended to approximate the income that the loss corporation
could generate in the absence of an acquisition, and thus is designed to eliminate the incentive to
acquire a loss corporation for the purpose of enabling the acquiror to increase the use of the loss
corporation’s loss carryovers or built-in losses.

Under an interpretation of “as the context may require” that is guided by this underlying
purpose of section 382, Maliseet should be a successor to Bankers Trust only if the transfer of
the Residual Interests to Maliseet enables Maliseet or the Enron Affiliated Group to use the
phantom deductions to a greater extent than if the Residual Interests had not been transferred.
Put another way, unless the transfer increases the use of the phantom deductions, arguably the
transfer is consistent with the fundamental concept of the section 382 limitation that is the
comerstone of section 382. We understand that, if Bankers Trust had retained the Residual
Interests that were transferred to Maliseet, any federal income tax deductions or losses generated
by such Residual Interests could have been utilized both by Bankers Trust if it were to file
federal income tax returns as a separate company and by the Bankers Trust Affiliated Group if
Bankers Trust were to file consolidated federal income tax returns with such consolidated group.
Because the transfer of the Residual Interests in such circumstances does not contravene the
neutrality principles underlying section 382, the better view is that the context should not require
Maliseet to be treated as a successor to Bankers Trust.

We note further that, in view of the lack of authority addressing when the context
requires a corporation to be treated as a successor, several other arguments exist to support the
. . 2 . .
view that Maliseet should not be treated as a successor to Bankers Trust.”> Nonetheless, in view

= The proposed SRLY regulations issued at the same time as the proposed section 382 regulations contained
similar “as the context may require” language in determining whether a corporation is a successor. See Prop. Treas.
Reg. § 1.1502-21(¢e); 1991-1 C.B. 757, 767. The preamble to the regulations noted that the successor rule was
intended to cause corporations 1o be treated as successors in circumstances that were consistent with the underlying
purposes of the SRLY rules. See 1991-1 C.B. 757, 759 (In order to prevent one member’s inappropriate use of the
historic contribution to consolidated taxable income by another member, predecessors will be taken into account

only as the context may require.).

B For example, arguably a transferee of built-in loss assets should not become a successor by reason of the
transfer of the built-in loss assets unless the transferor corporation had a NUBIL. Interpreting the successor rule to
apply to a transferee of a corporation that did not have a NUBIL would impose a more restrictive limitation on the
successor corporation than would have applied to the transferor corporation had there been no such transfer and the
transferor had undergone an ownership change. We understand that neither Bankers Trust nor a2 BT Loss Group had
a NUBIL immediately prior to the transfer of the Residual Interests or the DB Acquisition.

In addition, arguably a transferee of assets should be treated as a successor only in circumstances where the
transferee acquires a meaningful portion of the transferor’s assets such that the transferee can reasonably be viewed
as an extension or continuation of the transferor corporation. We understand that the Residual Interests comprised a
very small fraction of the assets of Bankers Trust.
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of the lack of any authority addressing the issue, we have assumed that there is sufficient risk
that Maliseet could be treated as a successor to warrant consideration of the potential
consequences of treating Maliseet as a successor. Thus, as set forth below, we have considered
the application of section 382 in the event that Maliseet is treated as a successor of Bankers Trust
as a result of Maliseet’s acquisition of the Residual Interests.

The consequences of treating Maliseet as a successor to Bankers Trust depends in part on
the application of section 382(/)(8). Section 382(/)(8) provides that, “[e]xcept as provided in
regulations, any entity and any predecessor or successor entities of such entity shall be treated as
1 entity.” LR.C. § 382(/)(8). In contrast, section 1.382-2(a)(1)(i1)(C) of the Treasury Regulations
provides that “[a]ny . . . successor to a loss corporation . . . is also a loss corporation.” Treas.
Reg. § 1.382-2(a)(1)(i)(C) (emphasis added). By stating that any successor is also a loss
corporation, section 1.382-2(a)(1)(1)(C) of the Treasury Regulations suggests that a successor is
treated as a loss corporation separate from any other corporation, including the corporation from
which it acquired built-in loss assets. It is not clear, however, that this regulation was intended to
override the single-entity treatment prescribed by section 382(/)(8).

Because of this uncertainty, we have considered the possible application of section 382
and the successor rules to Maliseet in two cases: First, if Maliseet is a successor that is treated as
an entity separate from Bankers Trust and, alternatively, if Maliseet is a successor and is treated
as a single entity with Bankers Trust.

1. Maliseet Treated as an Entity Separate from Bankers Trust

(a) The Transfer of the Residual Interests and the
Mortgage Securities

As described above, provided Maliseet is not a successor to Bankers Trust, a potential
ownership change of Maliseet is determined by reference to the ownership of the stock of
Maliseet, including indirect owners of the stock by reason of attribution. In such circumstances,
no section 382 limitation should apply to Maliseet’s use of the phantom deductions solely as a
result of the transfer of the Residual Interests and the Mortgage Securities.

The question then becomes whether the result is different if Maliseet 1s treated as a
successor to Bankers Trust. The regulations provide that, “paragraph (a)(1) [of Treas. Reg. §
1.382-2] also applies, as the context may require, to successor corporations other than successors
in section 381(a) transactions.” Treas. Reg. § 1.382-2(a)(1)(v). The regulation further provides
that, “for example, if a corporation receives assets from the loss corporation that have basis in
excess of value, the recipient corporation’s basis for assets is determined, directly or indirectly,
in whole or in part, by reference to the loss corporation’s basis, and the amount by which basis
exceeds value is material, the recipient corporation is a successor corporation subject to this
paragraph (a)(1).” 1d. If paragraph (a)(1) applies, i.e., if the context so requires, arguably the
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regulations could cause Maliseet to experience an ownership change - at least with respect to the
Residual Interests -- as a result of the transfer of the Residual Interests and the Mortgage
Securities. Specifically, the regulations provide that, “following [certain section 381
transactions] described in the preceding sentence, the stock of the acquiring corporation shall be
treated as the stock of the loss corporation for purposes of determining whether an ownership
change occurs with respect to the pre-change losses and net unrealized built-in losses that may be
treated as pre-change losses of the distributor or transferor corporation.” Treas. Reg. § 1.382-

2(a)(1)(11).

Although it is far from clear how this provision operates when both the transferor and
transferee corporation continue in existence (as in the case of Bankers Trust and Maliseet), it
could be argued that it requires that the occurrence of an ownership change be determined by
comparing the ownership of the built-in loss assets prior to the transaction with the ownership of
such assets after the transaction. In such a case, the transfer of the Residual Interests to Maliseet
would cause the assets to change from being wholly owned by Bankers Trust to being only five
percent owned by Bankers Trust, which is a greater than 50% change in ownership.

There is no authority that addresses when the context requires the provisions of paragraph
(a)(1) of the regulation to apply. Moreover, there is no guidance specifically addressing whether,
as described above, a transfer of an asset (and not stock) in a transaction not described in section
381(a) can cause an ownership change with respect to the transferred asset. For the reasons set
forth below, however, we do not believe that the regulation should apply to treat Maliseet as if it
experienced an ownership change as a result of its acquisition of the Residual Interests and the

Mortgage Securities.

First, as in the case of determining whether Maliseet is a successor corporation, the
context should not require paragraph (a)(1) of the regulation to apply to cause an ownership
change of Maliseet where the transfer of the Residual Interests to Maliseet does not increase the
utilization of the phantom deductions generated by the Residual Interests. Absent an increase in
utilization of the phantom deductions, arguably the transfer of the Residual Interests does not
contravene the neutrality principles underlying section 382.2% Second, section 1.382-2(a)(1)(ii)
of the Treasury Regulations treats the stock of an acquiring corporation as the stock of the
acquired loss corporation to determine whether an ownership change occurs with respect to the
NUBIL of the transferor. Although there is no guidance on point, we believe this provision is
intended to ensure that, if the acquired loss corporation has a NUBIL, such corporation’s built-in
losses become subject to a section 382 limitation if there is a subsequent ownership change with
respect to the acquired loss corporation. See Treas. Reg. § 1.382-2(a)(1)(ii). This interpretation

x The transfer of the Residual Interests also duplicates the built-in loss inherent in the interests. Such
duplication, however, is a fundamental consequence of a section 351 transfer, and section 382 was not intended to
prevent such duplication. But cf. LR.C. § 382(g)(4)(D) (imposing a section 382 limitation of zero where a 50
percent shareholder claims a worthless stock deduction).
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is consistent with the basic concept that built-in losses are not subject to limitation under section
382 unless the corporation has a NUBIL. In the case at hand, neither Bankers Trust nor a BT
Loss Group had a NUBIL within the meaning of section 382(h) at the time the Residual Interests
were transferred to Maliseet.

As described above, recognized built-in losses are subject to a limitation under section
382 only where the loss corporation had a NUBIL at the time of a prior ownership change.
Where, as here, neither Bankers Trust nor a BT Loss Group had a NUBIL at the time the
Residual Interests were transferred to Maliseet,” application of a section 382 limit to the
transferred assets solely as a result of a transfer of the interests in a carryover-basis transaction
arguably would not further the purposes of the NUBIL rules. Compare LR.C. § 382(h)(9)
(providing authority to prescribe regulations to address circumstances in which property (e.g.,
built-in loss property) is transferred in a carryover basis transaction after an ownership change).
Indeed, because the transferor did not have a NUBIL at the time of the transfer of the Residual
Interests, the deductions attributable to the interests would not have been limited under section
382 if Enron had acquired 100 percent of the stock of Bankers Trust or BT Corp. Accordingly, it
seems inappropriate for section 382 to limit the deductions attributable to the Residual Interests
where only a small portion of the assets of Bankers Trust were acquired by Maliseet.

Also, the example in section 1.382-2(a)(1)(v) of the Treasury Regulations provides that a
corporation that receives built-in loss assets from “the loss corporation” is subject to the rules of
paragraph (a)(1) of the regulations. This language is consistent with the view that a corporation
that receives built-in loss assets from another corporation should be subject to the rules of
paragraph (a)(1) only if the transferor corporation is a loss corporation. Because section 382
imposes a limit on built-in losses only with respect to loss corporations that have NUBILs, we
believe the appropriate interpretation of “loss corporation” in this context is that the transferor
corporation must have a NUBIL - not that the transferor corporation have a loss carryforward.

In addition, treating the transfer of the Residual Interests as causing such interests to
experience an ownership change would be equivalent to applying section 382 to an ownership
change of individual assets (the Residual Interests) in circumstances where the assets comprise
only a fraction of the total assets of the transferor corporation, Bankers Trust. If a loss
corporation transfers substantially all of its assets in a tax-free reorganization, section 382 clearly

» Even if Bankers Trust or a BT Loss Group had a NUBIL at the time the Residual Interests were transferred
and such fact were sufficient to warrant application of the successor rules in a manner that caused Maliseet to
experience an ownership change, the consequences should be limited. Specifically, Maliseet’s use of the phantom
deductions should be subject to a section 382 limitation only during the five-year period following such change of
ownership (i.e., January 28, 1999). We understand that the Residual Interests are not expected to generate any
phantom deductions until after January 1, 2004. Thus, only the phantom deductions generated during January 2004
should be subject to a section 382 limitation if Maliseet were treated as undergoing a change of ownership on

January 28, 1999.
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applies, because all or substantially all of the attributes (including built-in losses) of the loss
corporation generally carry over to the acquiror. If, however, a loss corporation transfers only an
insignificant portion of its assets, application of section 382 would significantly broaden the
scope of section 382 and require every transfer of an asset in a section 351 transaction to be
analyzed separately under section 382. The legislative history provides no indication that section
382 was intended to apply in the context of a transfer of a small portion of the assets of a
corporation that has not experienced a change of ownership. Although there is no authority
directly on point, we believe the better view is that in such cases section 382 generally should not
apply to cause an ownership change with respect to transfers of individual assets that comprise a
small fraction of the transferor’s total assets. Compare LR.C. § 382(h)(9).

In summary, there is no guidance that addresses whether the context requires the rules of
paragraph (a)(1) of the regulation to apply or, even if such paragraph applies, whether
application of the rules therein would cause an ownership change with respect to Maliseet or the
Residual Interests. Although the issue is not free from doubt, for the reasons set forth above, we
believe the successor rules of sections 1.382-2(a)(1)(v), (a)(5) of the Treasury Regulations
should not cause the phantom deductions to become subject to a limitation under section 382
solely as a result of the transfer of the Residual Interests and the Mortgage Securities to Maliseet.

(b) The DB _Acquisition

At the time of the DB Acquisition, Bankers Trust owned approximately five percent of
Maliseet, and Enron owned approximately 95 percent of Maliseet. The DB Acquisition altered
the ownership of Maliseet’s five percent shareholders only to the extent of Bankers Trust’s five
percent interest in Maliseet. Where Maliseet is respected as a separate corporation for section
382 purposes, such shift of ownership should be insufficient to cause a change of ownership of
Maliseet for purposes of section 382. Accordingly, provided Maliseet is treated as an entity
separate from Bankers Trust, the DB Acquisition should not have resulted in a limitation under
section 382 to Maliseet’s use of the phantom deductions generated by the Residual Interests.

It might be argued that, if Maliseet is a successor 10 Bankers Trust, even if Maliseet is
treated as a separate corporation for section 382 purposes, a change of ownership of Bankers
Trust should cause a change of ownership of Maliseet with respect to the Residual Interests. As
discussed above, however, even if such argument prevailed to cause an ownership change of
Maliseet, we believe such ownership change should not cause the phantomn deductions
attributable to the Residual Interests to be subject to a section 382 limitation in circumstances
where neither Bankers Trust nor a BT Loss Group has a NUBIL at the time of the DB
Acquisition.
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11. Maliseet as a Single Entity with Bankers Trust

Set forth below is a discussion of the application of section 382 in the event that Maliseet
is a successor to Bankers Trust and, pursuant to section 382(/)(8), Maliseet is treated as a single
entity with Bankers Trust.

(a) The Transfer of the Residual Interests and the
Mortgage Securities

Neither section 382 nor the Treasury Regulations promulgated thereunder provide
guidance regarding how to determine whether a successor entity that is treated as one entity with
the transferor of built-in loss assets has experienced an ownership change. However, we believe
that the rules that govern the application of section 382 in the consolidated return context should,
by analogy, provide guidance regarding the appropnate method for that determination.

The consolidated return regulations provide that a consolidated group that is a loss group
has an ownership change if the loss group’s common parent has an ownership change under
section 382 and the regulations promulgated thereunder. See Treas. Reg. § 1.1502-92(b)(1).

The consolidated return regulations also set forth a supplemental rule for determining whether
there is an ownership change of a consolidated group that is a loss group in certain cases where a
five-percent shareholder of the common parent increases its percentage ownership interest in the
stock of both the common parent and a subsidiary of the consolidated group (other than by
increasing its interest in the common parent). See Treas. Reg. § 1.1502-92(c). In such cases, the
common parent is treated as if it had issued to the shareholder that acquires stock of the
subsidiary its own stock with a value equal to the value of the subsidiary stock represented by the
percentage increase of that shareholder’s ownership of the subsidiary. See Treas. Reg. § 1.1502-

92(c)(4).

Under the model set forth in the consolidated return rules, whether Bankers Trust and
Maliseet, treated as a single entity, experienced an ownership change solely in connection with
the transfer of the Residual Interests and the Mortgage Securities to Maliseet should be
determined by treating Bankers Trust or BT Corp as having issued stock of Bankers Trust or BT
Corp, respectively, to Enron with a value equal to the value of the Enron Shares on the date of
the transfer of the Residual Interests and the Mortgage Securities to Maliseet. We understand
that neither Bankers Trust nor BT Corp would undergo a change of ownership on the date of
Maliseet’s acquisition of the Residual Interests and the Mortgage Securities in the event that
either Bankers Trust or BT Corp were treated as issuing to Enron its stock with a value equal to
the value of the Enron Shares on the date of such acquisitions. Therefore, if Maliseet is treated
as a single entity with Bankers Trust, the transfer of the Residual Interests and the Mortgage
Securities to Maliseet should not cause an ownership change of Maliseet or trigger a limitation
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under section 382 to Maliseet’s use of the phantom deductions generated by the Residual
Interests.®

(b) The DB Acquisition

We understand that the DB Acquisition caused an ownership change of BT Corp.
Therefore, if Maliseet were treated as a single entity with Bankers Trust, Maliseet likely also
would be treated as experiencing an ownership change on the date of such acquisition.
Accordingly, it is possible that Maliseet’s recognition of phantom deductions subsequent to the
DB Acquisition became subject to a limitation under section 382 if Bankers Trust and Maliseet,
treated as a single entity, or Maliseet and a BT Loss Group, treated as a single entity, had a
NUBIL on the date of the DB Acquisition. We understand that, on the date of the DB
Acquisition, neither Bankers Trust nor any BT Loss Group had a NUBIL. Maliseet likely did
not have significant built-in loss assets other than the Residual Interests. Accordingly, we have
assumed that if Maliseet were combined with and treated as a single entity with Bankers Trust or
a BT Loss Group, such single entity also would not have a NUBIL. Accordingly, if Maliseet and
Bankers Trust or 2 BT Loss Group are treated as a single entity under section 382(1), the DB
Acquisition should not have resulted in the application of a limitation under section 382 to
Maliseet’s use of phantom deductions generated by the Residual Interests.”’

F. Tax Shelter Registration

Section 6111(a) requires that any tax shelter organizer register a tax shelter with the
Secretary of the Treasury not later than the day on which such interests are offered for sale. See
I.R.C. § 6111(a). For purposes of this registration requirement, the statute provides that the term
“tax shelter” includes any investment that is a substantial investment if the investment is one
with respect to which a person could reasonably infer, from the representations made in
connection with any offer for sale of any interest in the investment, that the “tax shelter ratio” for
any investor may be greater than 3.5 to 1 as of the close of any of the first five taxable years after
the date on which the investment is offered for sale (the “Five-Year Period”). See LR.C.

§ 6111(c)(1), (c)(2); Treas. Reg. § 301.6111-1T, A-4(]) (describing the tax shelter ratio), A-7

% In addition, neither Bankers Trust nor a BT Loss Group had a NUBIL on the date of the transfer of the
Residual Interests to Maliseet, and thus it is unlikely that either Bankers Trust or a BT Loss Group, when combined
with Maliseet and treated as a single entity, had a NUBIL on such date. In such case, the transfer should not cause
the phantom deductions to be subject to a limitation under section 382 even if the transfer of the Residual Interests
somehow caused Maliseet to undergo a change of ownership.

z Even if Maliseet and Bankers Trust or a BT Loss Group, treated as a single entity, had a NUBIL on the date
of the DB Acquisition and such acquisition caused an ownership change of Maliseet, the phantom deductions that
are subject to a section 382 limitation should be only those deductions that are both (i) “attributable” to the period
before the date of the ownership change, and (ii) recognized by Maliseet in the five-year period following the
acquisition.
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(defining “yeax”).28 An investment is a substantial investment if the aggregate amount, which
may be offered for sale, exceeds $250,000 and there are expected to be five or more investors.
See LR.C. § 6111(c)(4). Under certain circumstances, similar investments offered by the same
person or related persons are aggregated together to determine whether an investment is
substantial. See Treas. Reg. § 301.6111-1T, A-22. The tax shelter ratio means, with respect to
any year, the ratio that the aggregate amount of deductions and 350 percent of the credits that are
or will be represented as potentially allowable to an investor for all periods up to (and including)
the close of such year, bears to the investment base for such investor as of the close of such year.
See LR.C. § 6111(c)(2); Treas. Reg. § 301.6111-1T, A-5. The term “amount of deductions”
means the amount of gross deductions and other similar tax benefits potentially allowable with
respect to the investment. See Treas. Reg. §301.6111-1T, A-9. The amount of deductions is not
offset by any gross income derived or potentially derived from the investment. See id. The term
investment base generally means, with respect to any year, the cumulative amount of money and
the adjusted basis of other property (reduced by any liability to which such property is subject)
that is unconditionally required to be contributed or paid directly to the tax shelter on or before
the close of such year by an investor. See Treas. Reg. § 301 6111-1T, A-13. The investment
base must be reduced by certain amounts including: (1) certain amounts borrowed from persons,
or persons related within the meaning of section 168(e)(4) to persons (“related persons”), who
participated in the organization, sale or management of the investment or who has an interest
(other than as a creditor) in the investment (“participating persons”); (2) certain amounts
borrowed if the loan was arranged by a related person or a participating person; (3) centain
amounts borrowed, directly or indirectly, from a lender located outside the United States of
which a participating person or a related person knows or has reason to know; (4) amounts to be
held for the benefit of investors in cash, cash equivalents, or marketable securities; and (5) any
distributions that will be made without regard to the income of the tax shelter, but only to the
extent such distributions exceed the amount to be held as of the close of the year in cash, cash
equivalents, or marketable securities. See Treas. Reg. § 301.6111-1T, A-14.

The tax shelter registration requirement, however, is suspended with respect to certain tax
shelters. In particular, if a tax shelter is a ““projected income investment,” it is not required to be
registered before the first offering for sale of an interest in the tax shelter occurs, but may
become subject to the registration requirements if it ceases to be a projected income investment.
See Treas. Reg. § 301.6111-1T, A-57, A-57G. For this purpose, a tax shelter is a projected
income investment if (1) it is not expected to reduce the cumulative tax liability of any investor

% Section 6111(d) defines a tax shelter to include any entity, plan, arrangement, or transaction that has a
significant purpose of avoidance or evasion of federal income tax, which is offered under conditions of
confidentiality, and for which the tax shelter promoter may receive fees in excess of $100,000. See L.R.C. § 6111(d).
Section 6111(d) is effective for tax shelters, interests in which are offered for sale after the Secretary of the Treasury
prescribes guidance with respect to meeting the requirements added by that section. See Taxpayer Relief Act, Pub.
L. No. 105-34, 111 Stat. 788. No such guidance had been issued as of January 28, 1999. Accordingly, we believe
section 6111(d) is not applicable to the transactions considered herein.
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for any year during the Five-Year Period; and (2) not more than an incidental amount of the
assets of the tax shelter include or relate to any interest in a collectible (as defined in section
408(m)(2)), a master sound recording, motion picture or television film, videotape, lithograph
plate, copyright, or a literary, musical, or artistic composition (“Prohibited Assets”). See Treas.
Reg. § 301.6111-1T, A-57A, A-57E. A tax shelter will be treated as not expected to reduce the
cumulative tax liability of any investor for any year during the Five-Year Period only 1f

(a) A written financial projection or other written representation that is
provided to investors before the sale of interests in the investment states (or leads
a reasonable investor to believe) that the investment will not reduce the
cumulative tax liability of any investor with respect to any [taxable year of the tax
shelter] in such 5-year period; and

(b) No written or oral projections or representations, other than those
related to circumstances that are highly unlikely to occur, state (or lead a
reasonable investor to believe) that the investment may reduce the cumulative tax
liability of any investor with respect to any such year.

Treas. Reg. § 301.6111-1T, A-57B; see Treas. Reg. § 301.6111-1T, A-7. An investment will be
treated as reducing the cumulative tax liability of an investor with respect to a year during the
Five-Year Period if, “as of the close of such year, cumulative projected deductions for the
investor exceed cumulative projected income for the investor.”?® Treas. Reg. § 301.6111-1T,

A-57C(a).

For this purpose, the “cumulative projected deductions” for an investor as of the close of
a year are “the gross deductions of the investor with respect to the investment, for all periods up
to (and including) the end of such year, that are included in the financial projection or upon
which the representation is based. The deductions with respect to an investment include all
deductions explicitly represented as being allowable and all deductions typically associated . . .
with the investment.” Treas. Reg. § 301.6111-1T, A-57C(b). The “cumulative projected
income” for an investor as of the close of a year is “the gross income of the investor with respect
to the investment, for all periods up to (and including) the end of such year, that is included in
the financial projection or upon which the representation is based. For this purpose, income
attributable to cash, cash equivalents, or [securities that are part of an issue any portion of which
is traded on an established securities market and any securities that are regularly quoted by

» An investment will also be treated as reducing the cumulative tax liability of an investor with respecttoa
year during the Five-Yeat Period if cumulative projected credits for the investor exceed cumulative projected tax
liability (without regard to credits) for the investor. See Treas. Reg. § 301.6111-1T, A-57C(a). Based on your
representation that the Enron Affiliated Group’s investments in Maliseet and the Leased Equipment will not produce
credits, we have concluded that such investments should not be treated as reducing the cumulative tax liability of the

Enron Affiliated Group on such basis.
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brokers or dealers making a market] may not be treated as income from the investment.” Treas.
Reg. § 301.6111-1T, A-57C(c); see Treas. Reg. § 301.611 1-1T, A-14(4).

We have considered the potential application of the tax shelter registration requirement to
(1) the investment by Maliseet in the Residual Interests, (2) the investments in Maliseet, and (3)
the investments in Maliseet and the Leased Equipment (taken together). The following sections

set forth our analysis and conclusions.

1. Maliseet’s Investment in the Residual Interests

If an investment in the Residual Interests, when aggregated with other similar
investments offered by the London Branch and members of the Bankers Trust Affiliated Group,
were a substantial investment with respect to which an investor could reasonably infer that the
tax shelter ratio for any investor may be greater than 3.5 to 1 as of the close of any taxable year
during the Five-Year Period, it would have to be registered under section 6111(a).*° Again, a
substantial investment is one with respect to which there are expected to be five or more
investors. In Section 4.3(c) of the Bankers Trust Contribution Agreement, the London Branch

represented that

Neither the Contributor nor any Affiliate has offered or participated in,
nor will they offer or participate in, any transactions that are required to be
integrated, combined or aggregated with the Contemplated Transactions, and that
by reason of such integration, combination or aggregation, require registration of
the Contemplated Transactions under any Federal or state securities or other law.

Based on the representation of London Branch, we believe that Maliseet should be considered
the only expected investor in the Residual Interests. Accordingly, viewing the Residual Interests
as the relevant investment, Maliseet’s investment in the Residual Interests was not a tax shelter
and was not required to be registered as such as of January 28, 1999.

30 Section 6111 speaks mostly in terms of “sales” of tax shelters, which by its terms might not include a
contribution by a potential tax shelter promoter to a corporation. However, section 6111(b)(1) (identifying certain
obligations of “sellers, etc.”) speaks of any person “who sells (or otherwise transfers) an interest in a tax shelter”
and an “investor who purchases (or otherwise acquires) an interest in such tax shelter.” LR.C. § 6111(b)(1)
(emphasis supplied). Moreover, Treasury regulation section 301.6111-1T, Q-42, defines “sale of an interest in a tax
shelter,” to include “a consulting, management or other agreement for the performance of services.” We believe a
court would more likely than not be prepared to treat a contribution under these circumstances as possibly subject to
the tax shelter registration rules of section 6111.
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2. Investment in Maliseet

If Maliseet were viewed as the relevant investment, the investment would be a substantial
investment within the meaning of section 6111. Accordingly, such investment could be a tax
shelter if the tax shelter ratio for any investor in Maliseet might be greater than 3.5 to 1 as of the
close of any of the first five taxable years of Maliseet.

Maliseet has elected to be treated as a REIT and Enron has agreed to maintain Maliseet’s
REIT status until January 1, 2004, as indicated in the Contribution Agreements and the
Sharcholders Agreement. Moreover, as a REIT, Maliseet must be a calendar year taxpayer
pursuant to section 859. Therefore, Maliseet can be expected to be a REIT for the Five-Year
Period. While Maliseet is a REIT, Maliseet’s deductei_oﬂgﬂsmlyilfl be allp_\xglg_l'gﬂlgf on the federal .
income taX Teturn filed by Maliseet. Therefore, s Tong as Maliseet is a REIT, noshareholder. .. "“w
will be entitled 10 claim any deduction or credit incurred by Maliseet. Accordingly the tax shelter
‘ratio for each shareholder of Maliseet would be less than 3.5 to 1. Therefore, Maliseet should
not be treated as a tax shelter under section 6111.

3, Maliseet and the Leased Equipment

If Maliseet and the Leased Equipment, together, are viewed as the relevant investment,
we again believe the investment would be a substantial investment. Moreover, in such a case it
is possible that the tax shelter ratio for the Enron Affiliated Group would be greater than 3.5 to 1
as of the close of any of taxable year after January 28, 1999. Accordingly, we have considered
whether, viewed together, Maliseet and the Leased Equipment is a projected income investment.

RO N

T ivwn o me Y

You have represented to us that the projections provided by Bankers Trust with respect to
the Leased Equipment and anticipated accruals of items of income and deductions of investors in
Maliseet, as a consequence of their investments in Maliseet, for taxable years ending before
January 1, 2004, stated, or would lead a reasonable investor to believe, that the cumulative
amount of all items of gross income (excluding items of gross income attributable to cash, cash
equivalents, or marketable securities) that will be accrued by any investor in Maliseet or by the
Enron Affiliated Group with respect to the Transactions for federal income tax purposes through
the end of each taxable year ending before January 1, 2004, will exceed the cumulative amount
of all items of gross deduction that will be accrued by any investor or by the Enron Affiliated
Group for federal income tax purposes through the end of such year. No oral projections or
representations provided or made to Enron stated, or would lead a reasonable investor to believe,
that the cumulative amouni of £70ss deduction that Will b€ accrued by any investor.in Maliseet or
by the Enron. Affiliated Group.with respect to Maliseet and the Leased Equipment for federal

“income tax purposes through the end of each taxable year ending before January 1, 2004, Will-~
exceed the cumulative amount of all Ttems of gross income (excluding items of gross income
AttribUtEHTE {0 Cash, cash equivalents, or securities that are part of an issue, any portion of which
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brokers or dealers making a market) that will be accrued by any investor or by the Enron
Affiliated Group for federal income tax purposes through the end of such year.

Based on this representation, as of the close of each year during the Five-Year Period, the
cumulative projected income that will be accrued by any investor or the Enron Affiliated Group
with respect to Maliseet and the Leased Equipment will exceed the cumulative projected
deductions accrued by such investor or the Enron Affiliated Group with respect to Maliseet and
the Leased Equipment. Therefore, an investment in Maliseet and the Leased Equipment,
together, should not be viewed as reducing the cumulative tax liability of the Enron Affiliated
Group for any taxable year during the Five-Year Period. In addition, the assets of Maliseet and
the Leased Equipment will not include any Prohibited Assets. Accordingly, we have concluded
that the investment in Maliseet and the Leased Equipment, viewed together, will be treated as a
projected income investment, and, therefore, will not be required to register as a tax shelter under

section 6111.

G. Penalty Provision

Section 6707(a) imposes a penalty on a person who is required to register a tax shelter
under section 6111(a) and fails to do so. See L.R.C. § 6707(a). No penalty is imposed, however,
with respect to any failure that is due to reasonable cause. See I.R.C. § 6707(a)(1). We believe
that the Enron Affiliated Group should be determined to have reasonable cause for a failure to
register either Maliseet or the Residual Interests as a tax shelter prior to the date of this letter,
based on our advice to Enron that it is more likely than not that registration of Maliseet, the
Residual Interests, and Maliseet and the Leased Equipment (taken together) 1s not required prior
to the date of this letter.

H. Consent Dividends

1. Generally

Section 857(b)(2)(B) generally permits a REIT to deduct from its taxable income certain
dividends paid (as provided in section 561), computed without regard to net income from
foreclosure property. The deduction for dividends paid includes both dividends paid during the
taxable year and consent dividends for the taxable year (determined under section 565). See
L.R.C. § 561(a). A consent dividend is a hypothetical distribution (as distinguished from an actual
distribution) made by certain specified corporations, including REITs, to any person who owns
“consent stock™ on the last day of the corporation’s taxable year and who agrees (by properly
filing an irrevocable consent) to treat the hypothetical distribution as an actual dividend. See

L.R.C. § 565(a); Treas. Reg. § 1.565-1(a)(2).
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2. Requirements for Dividends Paid Deduction
a. Dividend Described in Section 316

In order for a dividend to qualify for the dividends-paid deduction under section 561, the
dividend must be a dividend described in section 316. See L.R.C. § 562(a). A dividend
described in section 316 includes any distribution of property made by a corporation to its
shareholders out of its earnings and profits accumulated after February 28, 1913, or out of its
eamnings and profits of the taxable year (computed as of the close of the taxable year without
diminution by reason of any distributions made during the taxable year), without regard to the
amount of the earnings and profits at the time the distribution was made. See L.R.C. § 316.

b. Dividend Not Preferential

In order to qualify for the dividends paid deduction of section 561, the dividend must not
be a preferential dividend. Section 562(c) provides that the amount of any distribution will not
be considered as a dividend for purposes of computing the dividends paid deduction, unless such
distribution is pro rata, with no preference to any share of stock as compared with other shares of
the same class, and with no preference to one class of stock as compared with another class,
except to the extent that the former is entitled (without reference to waivers of their rights by
shareholders) to such preference. See LR.C. § 562(c); Treas. Reg. § 1.562-2(a). Section 1.562-
2(a) of the Treasury Regulations provides: :

A corporation will not be entitled to a deduction for dividends paid with
respect to any distribution upon a class of stock if there is distributed to any
shareholder of such class (in proportion to the number of shares held by him)
more or less than his pro rata part of the distribution as compared with the
distribution made to any other shareholder of the same class. Nor will a
corporation be entitled to a deduction for dividends paid in the case of any
distribution upon a class of stock if there is distributed upon such class of stock
more or less than the amount to which it is entitled as compared with any other
class of stock. A preference exists if any rights to preference inherent in any class
of stock are violated.

Treas. Reg. § 1.562-2(a).
The legislative history of the term “preferential dividend” states that:
[sJubsection (h) of the bill, relating to “preferential dividends,” has the
same purpose as section 27(g) of the existing law which disallows a dividends-

paid credit for a distribution which is preferential. No dividends-paid credit
should be allowed in the case of a distribution not in conformity with the rights of
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shareholders generally inherent in their stock holdings, whether the preferential
distribution reflects an act of injustice to shareholders or a device acquiesced in
by shareholders, rigged with a view to tax avoidance. The preference which
prevents the allowance of a dividends-paid credit may be one in favor of one class
of stock as well as one in favor of some shares of stock within one class. The
provision has been expanded in this bill so as to leave no uncertainty as to its
purpose in this respect. On the other hand, the words “equal in amount,” being
regarded by the committee as surplusage in existing law and apparently being
productive of some confusion, have been eliminated in the new provision in the
interest of clarity. The committee believes that no distribution which treats
shareholders with a substantial impartiality and in a manner. consistent with their
riehts under their stock-holdings interests, should be regarded as preferential by
reason of minor differences in valuations of property distributed.

H.R. Rep. No. 1860, at 23 (1938), 1939-1 C.B. (Part 2) 728, 744 (emphasis added).

Based on section 1.562-2(a) of the Treasury Regulations and the legislative history of the
term preferential dividend, it is clear that dividends that are not pro rata because they reflect
rights inherent in certain classes of stock are not preferential dividends. That is, dividends paid to
shareholders of one class of stock may be different than dividends paid to shareholders of
another class of stock as long as the payments are made in accordance with the dividend rights of
cach class of stock as provided in the governing instruments of the corporation. See Priv. Ltr.
Rul. 88-10-007 (ruling that the creation of an additional class of shares does not give rise to
preferential dividends where the dividends will be paid in accordance with the rights of each
class of shares); Priv. Ltr. Rul. 87-35-060 (interpreting Rev. Rul. 70-597, 1970-2 C.B. 146,
modified by, Rev. Rul. 80-345, 1980-2 C.B. 204); Priv. Ltr. Rul. 85-48-014 (Aug. 28, 1985)
(ruling that a dividend reinvestment plan on the common shares was not preferential and that the
distributions would qualify for the dividends paid deduction because all shareholders of each
class were treated the same except for minor differences due to some shareholders’ participation
in the dividend reinvestment plan; the holders of preferred shares were entitled to a fixed
dividend and the holders of common shares were entitled to any other distributions).

Section 562(c) is clear that preferential dividends arise because shareholders within a
class are treated in a different manner. Accordingly, an understanding of what constitutes a class
is essential to application of section 562(c). The term “class” as used in section 562(c) is not
defined in the Code, the Treasury Regulations, or the legislative history of section 562.
Nonetheless, the Treasury Regulations and the legislative history, together with guidance issued
by the Service, provide insight as to what should be considered a class.

The governing instruments and local law inform the determination of whether certain
shares constitute a separate class of stock. See Pnv. Ltr. Rul. 92-05-030. In Private Letter
Ruling 92-05-030, the National Office concluded that certain shares that had no dividend or
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voting rights and shares that had voting rights and could receive dividends were distinct classes
of shares.

Private Letter Ruling 95-35-041 (June 2, 1995) considered whether multiples classes of
stock of several funds would be treated as separate classes of stock. Each share of a fund,
regardless of class, represented an equal pro rata interest in the fund and had identical voting,
dividend, liquidation, and other rights, except for their designation and rights related to expenses
and distribution. The ruling states:

The legislative history and regulations are clear that each shareholder
within a class, as that term is used in section 562(c) of the Code, has certain
inherent rights. The Revenue Act of 1936: Hearings on H.R. 12395 Before the
Senate Comm. on Finance, 74th Cong., 2d Sess. 62 (1936); H.R. Rep. No. 1860,
75th Cong., 3d Sess. 23 (1938); Section 1.562-2 of the Income Tax Regulations.
Each shareholder within a class has the right to receive the same distribution on
each of his shares belonging to the class as every other shareholder within the
class. In addition, the class has the right not to receive less than that to which it is
entitled when compared to other classes. A class for purposes of section 562(c),
then, is a group of shareholders whose nghts are so closely aligned and so
different from other shareholders’ rights as to warrant a conclusion that members
of the group should all be treated the same and should be protected against the
infringement of shareholders outside the group with respect to distributions. For
example, section 1.562-2(b), Example (3), of the regulations indicates that
cumulative preferred and common stock may form two classes for these purposes.
Among those characteristics that cause cumulative preferred shareholders to be
viewed as a unit separate from common shareholders is their right to certain
preferences on distributions, on redemption, and on liquidation, and their right to
vote to protect those preferences.

In that ruling, the shareholders of each class had equivalent investments in the same funds;
however, because different classes of shares had different arrangements for shareholder services
or the distribution of shares, the fees for which varied, shareholders with equivalent investments
in the same fund could receive different distributions. The ruling held that that these differences
alone were insufficient to cause the shares to be classified as more than one class under section
562(c). See also Priv. Ltr. Rul. 94-26-031 (Mar. 31, 1994) (same).

Each of the Series A Preferred Stock, the Series B Preferred Stock and the Common
Stock has different voting rights and economic rights with respect to distributions, redemptions,
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and liquidation.3 ! The Series B Preferred Stock, unlike the Series A Preferred Stock and the
Common Stock, has no voting rights. Moreover, the Series B Preferred Stock entitles its holders
10 receive dividends at an annual rate of 15 percent while the Series A Preferred Stock entitles its
holders to receive dividends initially at an annual rate of 5.06788 percent. Finally, the holders of
the Common Stock have a right to receive dividends only as declared and paid, but only afier the
holders of the Series A Preferred Stock and the Series B Preferred Stock have received the
dividends to which they are entitled; similarly, the holders of the Common Stock have the right
to receive liquidating distributions only after the liquidation preferences with respect to the
Series A Preferred Stock and the Series B Preferred Stock.

Although the Series A Preferred Stock and the Common Stock have identical voting
rights, we believe that their rights to distributions, including liquidation proceeds, are sufficiently
distinct that they should be treated as separate classes of stock. Furthermore, because the Series
A Preferred Stock and the Series B Preferred Stock have different economic and voting rights,
we believe that they should be treated as separate classes of stock. Finally, the distinct voting
rights and economic rights of the Series B Preferred Stock and the Common Stock support the
conclusion that the Series B Preferred Stock and the Common Stock should be treated as

separate classes of stock.

Accordingly, we believe that the Series A Preferred Stock, the Series B Preferred Stock
and the Common Stock should be treated as separate classes of stock for purposes of section
562(c). Furthermore, provided dividends are paid on such outstanding shares of stock as
provided in the Certificate of Incorporation, variances in dividends paid to shareholders of
different classes should not be treated as preferential.

3. Consent Dividends

a. Consent Stock

“Consent stock” means “the class or classes of stock entitled, after payment of preferred
dividends, to a share in the distribution (other than in complete or partial liquidation) within the

3 For purposes of this analysis concerning the availability of a deduction for dividends paid under section
561 and section 857(b)(2)(B), we have assumed that the Series B Preferred Stock is classified as equity for federal
income tax purposes. This assumption is not intended to reflect any determination by us of the debt or equity
classification of the Series B Preferred Stock for federal tax purposes.

A finding that the Series B Preferred Stock is classified as debt rather than equity for federal income tax
purposes affects our analysis regarding the availability of deductions for consent dividends under section 561 only
insofar as such deductions are available only if all dividends that would have been required to be paid through
December 31 of such taxable year in respect of all classes of stock have been paid. If the Series B Preferred Stock
were classified as debt, deductions for consent dividends would not be contingent on the payment of dividends
required to have been paid in respect of the Series B Preferred Stock; instead, they would only be contingent on the
payment of dividends required to have been paid in respect of the Series A Preferred Stock.
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taxable year of all the remaining eamnings and profits, which share constitutes the same
proportion of such distribution regardless of the amount of such distribution.” LR.C. § 565(f)(1).
For this purpose, “preferred dividends” means “distribution (other than in complete or partial
liquidation), limited in amount, which must be made on any class of stock before a further
distribution (other than in complete or partial liquidation) of earnings and profits may be made
within the taxable vear.” LR.C. § 565(f)(2).

Section 1.565-6(a)(1) of the Treasury Regulations further defines the term “consent
stock” to include “what is generally known as common stock.” Treas. Reg. § 1.565-6(a)(1).
Common stock typically possesses the following rights: (1) vote, and thereby exercise control,
(2) participate in current earnings and accumulated surplus, and (3) share in net assets on
liquidation. See Himmel v. Commissioner, 338 F.2d 815, 817 (2d Cir. 1964).

Because the Common Stock receives 100 percent of the earnings and profits distributed
in nonliquidating distributions after preferred distributions to the Series A Preferred Stock and
the Series B Preferred Stock, and because the Common Stock possesses each of the other
features that is typical of common stock, we believe that the Common Stock is consent stock.

b. Required Filings

A shareholder’s consent to treat a hypothetical distribution as an actual distribution must
be made on Form 972 in accordance with the instructions thereon. See Treas. Reg. § 1.565-
1(b)(1). In such consent, the shareholder must agree to include in gross income for such
shareholder’s taxable year in which or with which the taxable year of the corporation ends a
specific amount as a taxable dividend. See id. The shareholder’s consent must be filed with the
distributing corporation’s tax return not later than the due date (including extensions of time
granted) for the filing of the return for the year in which the dividends paid deduction with
respect to such hypothetical distributions is claimed. See Treas. Reg. § 1.565-1(b)(3); Rev. Rul.
78-296, 1978-2 C.B. 183. The filing of the consent is irrevocable. See Treas. Reg. § 1.565-

1(c)(D).
4, Analvsis

Based on the foregoing, we believe that provided that (a) Bankers Trust, as the sole
owner of the Common Stock, properly consents to be treated as having received a consent
dividend under section 565 with respect to such stock for any taxable year of Maliseet, (b)
Maliseet timely files such consent with its federal income tax return for such taxable year, and
(c) all dividends that would have been required to be paid through December 31 of such taxable
year in respect of the Series A Preferred Stock and the Series B Preferred Stock if such consent
dividend had actually been paid in cash to Bankers Trust on December 31 have been paid in full
as of such date, then the amount of the consent dividend should be included within Maliseet’s
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deduction for dividends paid, as defined in section 561, and be deductible by Maliseet under
section 857(b)(2)(B).

CONCLUSION

This opinion letter is based upon existing statutory, regulatory, judicial and
administrative authority in effect as of the date of this opinion letter, any of which may be
changed at any time with retroactive effect. In addition, our analysis is based solely on the
documents we have examined, the representations you have made, the facts that we have
assumed with your consent, and the additional information that we have obtained. If any of the
facts contained in these documents or in such additional information are, or later become,
inaccurate, or if any of the representations you have made or any of the assumptions that we have
made are, or later become, inaccurate, our conclusions could well be different and this opinion
cannot be relied upon. Similarly, our opinion is qualified by the preceding discussion and
analysis and cannot be relied upon :f we have not been informed of any material or relevant fact
that would adversely affect our analysis.

Our opinion is rendered solely for your benefit and is not to be relied upon by any other
person without our prior written consent. Finally, our opinion is limited to the specific issues

described above.

Sincerely,

McKEE NELSO/I\/I;’EBNST & YOUNG LLP
_’.;:',}-—////:):- - .
By e

William S. McKee
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ATLANTA. GEORGIA 30303-1703
TRLEIMIONIE H 4/ B72-1000
FACSIMILIE 40/ B72-8100

DIRECT DIAL: DIRECT FAX!

May 14, 2001

Enron Corp.

Maliseet Properties, Inc.
1400 Smith Street

P.O. Box 1188

Houston, Texas 77251-1188

Ladies and Gentlemen:

You have requested our opinion as to the qualification of Maliseet Properties, Inc..a
Delaware corporation (“Maliseet”), as a real estate investment trust (“REIT™) under the Internal
Revenue Code of 1986, as amended (the “Code™).

FACTS AND ASSUMPTIONS RELIED UPON

In rendering the opinion expressed herein, we have examined such documents as we have
deemed appropriate, including (but not limited to) the following:

Amended and Restated Centificate of Incorporation of Maliseet Properties, Inc. as filed

with the Delaware Office of Secretary of State on January 27, 1999.
Amended and Restated Bylaws of Maliseet Properties, Inc., adopted January 27, 1999.

Action of the Board of Directors Taken by Unanimous Written Consent in Lieu of a
Meeting of Maliseet Properties, Inc., dated as of January 27, 1999.

Purchase and Sale Agreement, dated as of January 28, 1999, between BT Green, Inc. and
Enron Corp.

Purchase and Sale Agreement, dated as of January 28, 1999, between BT Green, Inc. and
Bankers Trust Company, acting through its branch office in London, England.

Subscription and Contribution Agreement, dated as of January 28, 1999, between Enron
Corp. and Maliseet Properties, Inc.

EC2 000033980
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Subscription and Contribution Agreement, dated as of January 28, 1999, between
Bankers Trust Company, acting through its branch office in London, England and Maliseet

Properties, Inc.

Promissory Note ,dated January 28, 1999, in the principal amount of $5,396.318 issucd
by Maliseet Properties, Inc. in favor of Bankers Trust Company.

Two Year Put Agreement, dated as of January 28, 1999, between Bankers Trust
Company and Enron Corp.

78 Month Put Agreement, dated as of January 28, 1999, between Bankers Trust Company
and Enron Corp.

Put and Call Agreement, dated as of January 28, 1999, between Bankers Trust Company
and Enron Corp.

Guaranty of Obligations, dated as of January 28, 1999, by Enron Corp. in favor of
Bankers Trust Company.

Shareholders Agreement, dated as of January 28, 1999, by and among Enron Corp.,
Bankers Trust Company, and Maliseet Properties, Inc.

Management Agreement, dated as of January 28, 1999, between Maliseet Properties, Inc.
and Enron Corp.

The 1999 federal income tax return on Form 1120-REIT for Maliseet Properties, Inc.,
together with Forms 972 (Consent of Shareholder to Include Specific Amount in Gross Income)
and 973 (Corporation Claim for Deduction for Consent Dividends) included with such return.

Income and asset test schedules prepared by Maliseet for 1999 and 2000 showing its
compliance with the REIT income and asset tests under Section 856 of the Code.

Schedules prepared by Maliseet summarizing the information contained on the quarterly
Schedule Qs (Form 1066) issued by each of the REMICs in which Maliseet held a residual
interest during 1999 and 2000.

Schedules prepared by Maliseet summarizing the information provided to Maliseet by the
REMICs in which Maliseet held a regular interest (in accordance with Treas. Reg. §1.6049-
7(e)(2)) during 1999 and 2000.

Minutes of the Maliseet Board of Directors for all periods since Maliseet’s formation in
1985.
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In our examination of documents and in our reliance upon them in issuing this opinion,
we have assumed, with your consent, that all documents submitted to us are authentic originals,
or if submitted as photocopies or telecopies, that they faithfully reproduce the originals thereof,
that al] such documents have been or will be duly executed to the extent required in substantially
the same form as they have been provided to us, that all representations and statements set forth
in such documents are true and correct, and that all obligations imposed by any such documents
on the parties thereto have been or will be performed or satisfied in accordance with their terms.
We also have obtained such additional information and representations as we have deemed
relevant and necessary through consultation with representatives of Maliseet and Enron,
including representations from Maliseet in a letter to us of even date herewith (the “Officer’s

Certificate”).

In addition, with your consent, in rendering our opinion herein, we have relied upon, and
assumed the accuracy of, the opinion of McKee, Nelson, Emnst & Young, LLP, dated as of
March 21, 2001, as to certain federal income tax consequences of the formation and operation of
Maliseet. We have also relied on the opinion of Potter Anderson & Corroon LLP, dated January
28, 1999, regarding certain matters of Delaware law.

OPINION

Based upon and subject to the foregoing, it is our opinion that Maliseet should qualify for
taxation as a REIT under the Code for its taxable year ended December 31, 1999 and that
Maliseet’s organization and proposed method of operation should enable it to continue to meet
the requirements for qualification and taxation as a REIT under the Code for its taxable year
ended December 31, 2000 and subsequent taxable years.

The opinion expressed herein is given as of the date hereof and is based upon the Code,
the U.S. Treasury regulations promulgated thereunder, current administrative positions of the
U.S. Internal Revenue Service, and existing judicial decisions, any of which could be changed at
any time, possibly on a retroactive basis. Any such changes could adversely affect the opinion
rendered herein and the tax consequences to Maliseet and its shareholders. In addition, as noted
above, our opinion is based solely on the documents that we have examined, the additional
information that we have obtained, and the representations that have been made to us, including
those contained in the Officer’s Certificate, and cannot be relied upon if any of the facts
contained in such documents or in such additional information is, or later becomes, inaccurate or
if any of the representations made to us is, or later becomes, inaccurate.

We hereby consent to the reliance by McKee, Nelson, Emst & Young, LLP onour
opinion in rendering the opinion that is referred to above. Except as stated in the preceding
sentence, our opinion is rendered solely for your benefit and may not be relied upon by any other
person without our prior written consent.
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Finally, our opinion is limited to the qualification of Maliseet as a REIT under the Code,
and we have not been asked to address, nor have we addressed, any other matters.

Very truly yours,

%’q ) 3(,‘&& 7
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1730 PENNSYLVANIA AVENUE NW.
WASHINGTON, D.C. 20006-4706
TELEPHONE: 202/737-0500
PACSIMILE: 202/626:3737

DIRECT DIAL:
(2012) 626-2908

PRIVILEGED AND CONFIDENTIAL
SUBJECT TO ATTORNEY-CLIENT PRIVILEGE
AND WORK-PRODUCT DOCTRINE

MEMORANDUM

R. Davis Maxey
Director, Tax Research
Enron Corp

William S. McKee
Susan Jewett

February 20, 1997

Deferred Tax Liability Accounting Transaction

This memorandum is prepared in our capacity as counsel to Enron Corp. (“Enron”) and its
Affiliates' in connection with a proposed transaction. You have requested that we provide you
with our analysis to date of the potential federal income tax consequences of the hypothetical
transactions described in the assumed facts set forth below.

033661
Assumed Facts EC2 00003

Enron and its Affiliates, and BT and its Affiliates, will at all times act in accordance with
the form of the transactions as described below. The predominant purpose of Enron and its
Affiliates for participating in the transactions described below is to generate income for financial
accounting purposes. Additional purposes include risk shifting and raising minority equity capital
for the Enron group. These effects of the transactions provide Enron and its Affiliates with
significant and material benefits. The transactions were structured to achieve the above purposes

For purposes of this memorandum, the “Afliliates” of @ person are those persons directly or indircetly
controlling, controlled by, or under common contro} with such person.
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without either increasing or decreasing, on a present value basis (using a discount rate that is less
than or equal to the weighted average cost of capital of the Enron consolidated group? during the
relevant period), the aggregate federal income tax liability of the Enron consolidated group and
those Affiliates of members of the Enron consolidated group that are included on Enron’s

consolidated financial statements.

Enron directly owns all of the outstanding stock of a regulated oil and gas distribution
company (“Regulated”) and of an unregulated oil and gas exploration and production company
(“Enron Sub 1I"). Each of Regulated and Enron Sub II have only common stock outstanding.
Enron has a basis of at least $5 billion in the stock of Enron Sub II. Enron’s holding period with
respect to stock of each of Regulated and Enron Sub 1l is greater than two years and is not at any
time subject to reduction under section 246(c)(4). Each of Regulated and Enron Sub 1I has at
Jeast $2 billion of accumulated earnings and profits as of the end of 1996. Enron is the parent,
and Regulated and Enron Sub 11 are members, of an affiliated group within the meaning of section
1504(a)(1). Enron files a consolidated return that includes Regulated and Enron Sub I1. Enron
directly owns all of the stock of a foreign corporation (“Forco”). Forco forms a new
wholly-owned U.S. corporation, Enron GP.

Enron contributes a building (the “Building”) with a fair market value of $320 million and
a tax basis of $210 million, subject to nonrecourse debt of $284.5 million (the “Building Debt”),
and $1.03 billion of cash to a newly-formed corporation (“SPVCo”) for all of the common stock
of SPVCo. No liabilities are assumed by SPVCo and, except for the Building Debt, SPVCo does
not take any assets subject to liabilities. BT Sub, a subsidiary of Bankers Trust Company (*BT"),
contributes $21,744,898 of cash to SPVCo for all of the preferred stock of SPVCo. The cash
contributed by BT Sub qualifies as minority equity capital for purposes of Enron’s consolidated
financial statements.

Distributions by SPVCo go first to pay a Y percent dividend on the preferred stock,
second to pay a Y percent dividend on the common stock, and then 98 percent to the common
stock and 2 percent to the preferred stock. The preferred stock of SPVCo is redeemable at the

: As used in this memorandum, the term “consolidated group™ has the sume meaning as in the consolideted
return regulations. Treas. Reg. § 1.1502-1(h) (a consolidated group is an afliliated group of corporations filing
consolidated returns for the tax vear). References to the “Enron consolideted group” are to the consulidated
group of which Enron is a member. All references to sections are to the Internal Revenue Code of 1986 (the
“Code™), as smended and in efleet os of the date of this memorundum, unless otherwise noted.  All references
to regulations sre to U.S. Treasury Deparuncnt regulations, us most recently sdopted, smended, or proposed, as
the casc may be, as of the date of this memorandum, unless otherwise noted.
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option of either SPVCo or BT Sub beginning approximately seven years after the formation of
SPVCo. All stock of SPVCo is freely transferable.

The common stock of SPVCo has the right to elect 75 percent of the board of directors
and the preferred stock of SPVCo has the right to elect 25 percent of the board of directors.
Enron will exercise its voting rights in SPVCo independently of BT Sub, and will not exercise any
control or influence over BT Sub in the exercise of its voting rights in SPVCo. BT Sub will
exercise its voting rights in SPVCo for the benefit of itself and its Affiliates, and not on behalf of
or for the benefit of Enron and its Affiliates. No fee received by BT Sub or any of its Affiliates in
connection with the transactions described herein is contingent upon the manner in which BT Sub
exercises its voting rights in SPVCo.

SPVCo, Enron GP, and BT Sub intend to join together as partners in a partnership
(“Partnership”) and to share the profits and losses from the operations of Partnership. SPVCo
contributes the Building, subject to the Building Debt, and $951,744,898 of cash to Partnership
for a 98 percent interest as a limited partner. BT Sub contributes $10,073,928 of cash to
Partnership for a 1 percent interest as a limited partner. Enron GP contributes $10,073,928 cash
to Partnership for a 1 percent interest as a general partner. The cash contributed by BT Sub
qualifies as minority equity capital for purposes of Enron’s consolidated financial statements.
Income and losses on the Building are allocated on a disproportionate basis, shifting a significant
amount of risk and a corresponding potential for profit on the Building to BT Sub. All other
items are allocated in proportion to the contributions made by the partners. No transfers other
than distributions of reasonable preferred returns and guaranteed payments made pursuant to the
terms of the partnership agreement are made from Partnership to any partner within two years of
a contribution to Partnership by that partner. The terms of the partnership agreement of
Partnership are commercially reasonable terms to which unrelated parties dealing at arm’s length
and with no compulsion to enter into the transaction could reasonably agree.

None of the interests in Partnership are traded on an established securities market. All of
the interests in Partnership were offered and sold within the United States and were issued in
transactions that were not required to be registered under the Securities Act of 1933. Less than
100 persons own, directly or indirectly through partnerships, grantor trusts, or S corporations, an
interest in Partnership.

The terms of any transactions, including any loan, lease, license, or fee for services,
between any of SPVCo, Enron GP, Partnership and members of the Enron consolidated group
will be commercially reasonable terms to which unrelated parties dealing at arm’s length and with
no compulsion to enter into the transaction could reasonably agree.

EC2 000033663
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Partnership contributes $930 million of cash to a newly formed for profit Delaware
corporation, Enron Sub 111, in exchange for 100 percent of the only class of preferred stock of
Enron Sub 11I. SPVCo contributes $100 million to Enron Sub 111 in exchange for 20 percent of
the only class of common stock of Enron Sub 111. Enron contributes X percent of the common
stock of Regulated with a value of $400 million to Enron Sub 111 in exchange for 80 percent of
the only class of common stock of Enron Sub 111. No other stock of Enron Sub 11l and no
warrants for stock, obligations convertible into stock, other similar interests in stock, or options
to acquire stock of Enron Sub 111 are issued, created, or outstanding. Enron Sub III will not be
an insurance company subject to taxation under section 801, a regulated investment company Or &
real estate investment trust subject to tax under subchapter M of chapter 1 of the Code, or a
DISC (as defined in section 992(a)(1)). No election under section 936 will be made with respect

to Enron Sub III.

Partnership will not acquire any stock of Enron Sub 111 other than as described above.
Neither SPVCo’s nor Partnership’s holding period with respect to the stock of Enron Sub 111 will
at any time be subject to reduction under section 246(c)(4). The dividend rate on the Enron Sub
111 preferred stock is a floating rate based on LIBOR. The spread over LIBOR is fixed and does
not decline over time. The Enron Sub 111 preferred stock is nonvoting and is not convertible into
any other class of stock. On the date the Enron Sub 111 preferred stock is issued, (i) the annual
dividend rate for the stock is no less than the rate that would be required by an investor that owns
no common stock of Enron Sub 111 and that is unrelated to Enron Sub I1I, (i1) the annual dividend
rate for the stock is not materially in excess of the then prevailing market rate for preferred stock
having similar terms and issued by a corporation having a credit rating similar to that which Enron
Sub 111 would have on the date of issuance if it were rated, (iii) all terms of the stock are
consistent with commercial practices generally prevailing at that time and are terms that could
reasonably be expected to be agreed upon in negotiations between unrelated parties having
adverse interests, and (iv) the stock has a fair market value, to an investor that owns no common
stock of Enron Sub 111 and that is unrelated to Enron Sub 111, equal to its issue price. The issue
price of the Enron Sub 111 preferred stock is not greater than its redemption price and its
liquidation value and is not less than its redemption price and its liquidation value (except fora
reasonable redemption or liquidation premium). The fair market value of the assets of Enron Sub
111 will at all times exceed the face amount of all outstanding debt plus any accrued but unpaid
interest plus the liquidation value (including accrued but unpaid dividends) of its preferred stock.
All dividends on the Enron Sub 111 preferred stock will be paid currently. The current earnings
and profits and net cash flow of Enron Sub 111 for each year will each exceed the annual dividend
on the preferred stock. Enron will exercise its voting rights in Enron Sub 111 for the benefit of
itself and the Enron consolidated group, and not on behalf of or for the benefit of SPVCo, Enron
GP, Partnership, or BT Sub and its Affiliates. The Enron Sub 111 preferred stock will be treated
by all parties as stock for tax, financial accounting, regulatory, and all other purposes.
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Enron contributes the remainder of the common stock of Regulated to a newly formed for
profit Delaware corporation, Holdco, in exchange for all of the common stock of Holdco. Enron
Sub 111 contributes the common stock of Regulated that it holds plus $1.03 billion of cash to
Holdco in exchange for all ($1.43 billion) of the voting preferred stock of Holdco. The voting
rights of the Holdco preferred stock represent 20 percent or less of the total voting rights of all
Holdco stock. Holdco purchases $1.43 billion of investment grade securities, some (but not all)
of which are issued by Enron or Affiliates of Enron.

Each of Enron, Regulated, Holdco, Enron Sub II, SPVCo, Enron GP, and Enron Sub 111
represents itself to third parties as a separate entity in all transactions, observes all corporate and
bookkeeping formalities, maintains separate bank accounts, has employees and/or pays fees for
services that would otherwise be rendered by employees, and executes contracts in a manner
consistent with its status as a separate entity. Partnership represents itself to third parties as a
separate entity in all transactions, observes all partnership and bookkeeping formalities, maintains
separate bank accounts, has employees and/or pays fees for services that would otherwise be
rendered by employees, and executes contracts in a manner consistent with its status as a separate
entity. Each of the entities listed in the preceding two sentences holds significant assets.
Partnership enters into financial transactions with respect to the Building with unrelated persons.
In addition, each of Enron, Regulated, and Enron Sub 11 has been in existence for a substantial
period of time and either is engaged in the active conduct of a trade or business or has engaged in
financial or business transactions with unrelated persons. Enron Sub I1I will engage in financial
or business transactions with unrelated persons during each of its taxable years.

The transactions described above provide the potential for economic profit or loss to the
various parties, including BT Sub. It is anticipated that the structure created by these transactions
will remain in place for at least seven years. While some stock of Enron Sub 111 may be sold or
redeemed over time, it is anticipated that a substantial portion of the preferred stock of Enron Sub
111 will be retained by Partnership for at least two years.

At one or more times in the future, not less than 45 days afier the Enron Sub 111 preferred
stock is issued, Enron Sub 11 may purchase a portion of the Enron Sub 111 preferred stock from
Partnership (a “Purchase”). The terms of the purchase agreement are commercially reasonable
terms to which unrelated parties dealing at arm's length and with no compulsion to enter into the
transaction could reasonably agree. The purchase price (“Purchase Price”) is a value to which
adverse parties dealing at arm’s length could reasonably agree as being the value of the purchased
shares of Enron Sub 111 preferred stock on the date of the Purchase. Partnership invests the
proceeds in additional real estate assets or high quality securities. Enron Sub II's current and
accumulated earnings and profits for the taxable year in which a Purchase occurs will exceed the

EC2 000033665




PRIVILEGED AND CONFIDENTIAL
SUBJECT TO ATTORNEY-CLIENT PRIVILEGE
AND WORK-PRODUCT DOCTRINE

aggregate amount of the Purchase Price plus any distributions made or deemed made by Enron
Sub II to its shareholders during such year.

Enron Sub 11 will not, during any 85 day period that begins within two years of the
formation of Partnership, purchase Enron Sub 111 preferred stock in amounts such that, if all
dividends resulting from Purchases (“*Section 304 Dividends™) were treated as made pro rata with
respect to all stock of Enron Sub 11, the sum for any share of stock of Enron Sub 11 of all Section
304 Dividends that are treated as made with respect to such share of Enron Sub 11 stock during
such 85 day period plus all other dividends on such share that are received or that have an
ex-dividend date during such 85 day period is greater than 10 percent of the shareholder’s basis in
such share. Enron Sub 11 will not, during any 365 day period that begins within two years of the
formation of Partnership, purchase Enron Sub 111 preferred stock in amounts such that, if all
Section 304 Dividends were treated as made pro rata with respect to all stock of Enron Sub 11,
the sum for any share of stock of Enron Sub II of all Section 304 Dividends that are treated as
made with respect to such share of Enron Sub II stock during such 365 day period plus all other
dividends on such share that are received or that have an ex-dividend date during such 365 day
period is greater than 20 percent of the shareholder’s basis in such share. While it is anticipated
that a substantial portion of the preferred stock of Enron Sub I1I may be sold over time, the
timing and amount of Purchases will be contingent on a variety of factors, including the continued
availability of the anticipated accounting treatment of such transactions and the financial position
of Enron and its Affiliates that are included in its consolidated financial statements. With respect
to any Purchase that may occur more than two years afier the formation of Partnership (the “304
Start Date”), there is currently no fixed plan as to the date or amount of any such Purchase and
there will not be, within two years of the 304 Start Date, any announcement, action by Enron Sub
1I’s board of directors, formal or informal agreement or fixed plan, commitment, or other action
relating to the amount or the time of such Purchase.

At one or more times in the future, not less than 45 days after the Enron Sub 111 preferred
stock is issued, Holdco may redeem a portion of its preferred stock held by Enron Sub 111 (a
“Holdco Redemption™). Enron Sub 111 may use some or all of the proceeds of a Holdco
Redemption to redeem a percentage of its common stock and an identical percentage of its
preferred stock (a “Enron Sub 11} Redemption™). Partnership will invest the proceeds in
additional real estate assets or high quality securities. Holdco’s current earnings and profits for
each taxable year will exceed the aggregate amount of any distributions, other than a Holdco
Redemption, made or deemed made bv Holdco to its shareholders during such year. None of
Regulated’s accumulated earnings and profits will have been taken into account, directly or
indirectly, in determining the federal income tax consequences of any transaction to any taxpayer.
Current and accumulated earnings and profits of Enron Sub 111, determined without regard to any
Holdco Redemptions and without regard to any Enron Sub 111 Redemptions, for the taxable year
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in which an Enron Sub 111 Redemption occurs will exceed the aggregate amount of any
distributions, other than an Enron Sub 111 Redemption, made or deemed made by Enron Sub 111

to its shareholders during such year.

Enron Sub HI will not, during any 85 day period that begins within two years of
Partnership’s acquisition of Enron Sub 111 preferred stock, redeem from Partnership Enron Sub
111 preferred stock having, in the aggregate, a value greater than the excess of 5 percent of
Partnership’s basis in its Enron Sub 111 preferred stock over the sum of all dividends on such
stock that are received by Partnership or have an ex-dividend date during such 85 day period.
Enron Sub 111 will not, during any 365 day period that begins within two years of Partnership’s
acquisition of Enron Sub 111 preferred stock, redeem from Partnership Enron Sub 111 preferred
stock having, in the aggregate, a value greater than the excess of 20 percent of Partnership’s basis
in its Enron Sub 111 preferred stock over the sum of all dividends on such stock that are received
by Partnership or have an ex-dividend date during such 365 day period. While it is anticipated
that a substantial portion of the preferred stock of Enron Sub 111 may be redeemed over time, the
timing and amount of Enron Sub 111 Redemptions will be contingent on a variety of factors,
including the continued availability of the anticipated accounting treatment of such transactions
and the financial position of Enron and its Affiliates that are included in its consolidated financial
statements. With respect to any Enron Sub 111 Redemption that may occur more than two years
after the date on which Partnership acquires stock of Enron Sub 111 (the “302 Start Date”), there
is currently no fixed plan as to the date or amount of any such Enron Sub 111 Redemption and
there will not be, within two years of the 302 Start Date, any announcement, action by Enron Sub
111's board of directors, formal or informal agreement or fixed plan, commitment, or other action
relating to the amount or the time of such Enron Sub 111 Redemption.

Neither Enron nor any Affiliate of Enron will take any action that results in a net tax
benefit to the partners of Partnership (in the aggregate), to the Enron consolidated group, or to
any Affiliate of Enron from a federal income tax deduction or loss with respect to basis in any
asset that is attributable, directly or indirectly, to a Purchase, a Holdco Redemption, or an Enron
Sub 111 Redemption. A federal income tax deduction or loss described in the previous sentence is
considered to produce a net tax benefit if the present value (computed using a discount rate that is
fess than or equal to the weighted average cost of capital of the Enron consolidated group during
the relevant period) on the date of the Purchase, the Holdco Redemption, or the Enron Sub 111
Redemption of the aggregate of all such federal income tax deductions or losses ultimately
claimed by the taxpayer will equal or exceed the present value (computed using a discount rate
that is less than or equal to the weighted average cost of capital of the Enron consolidated group
during the relevant period) on the date of the Purchase, the Holdco Redemption, or the Enron
Sub 111 Redemption of any federal income tax liability incurred by the taxpayer and attributable to
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the dividend resulting from the Purchase, the Holdco Redemption, or the Enron Sub 111
Redemption.

Neither Enron nor any Affiliate of Enron will take any action that results in a net tax
benefit to the Enron consolidated group, SPVCo, Enron GP, BT Sub, and their Affiliates, in the
aggregate, from the transactions described above. The transactions are considered to produce a
net tax benefit, in the aggregate, if the sum of the present values (computed using a discount rate
that is less than or equal to the weighted average cost of capital of the Enron consolidated group
during the relevant period), on the date on which the first transaction occurs, of the hypothetical
federal income tax liabilities of the Enron consolidated group, SPVCo, Enron GP, BT Sub, and
their Affiliates, determined as if none of the transactions described above had occurred, exceeds
the sum of the present values (computed using a discount rate that is less than or equal to the
weighted average cost of capital of the Enron consolidated group during the relevant period), on
the date on which the first transaction occurs, of the actual federal income tax liabilities of the
Enron consolidated group, SPVCo, Enron GP, BT Sub, and their Affiiiates.

A Purchase or an Enron Sub 111 Redemption will not (i) alter the amount of actual or
deemed distributions (excluding actual or deemed distributions attributable to the Purchase or the

Enron Sub 111 Redemption) by members of the Enron consolidated group to nonmembers of the
Enron consolidated group that are treated as made out of earnings and profits or (ii) result in any
1ax benefit to the Enron consolidated group or its shareholders attributable to the effects of the
Purchase or the Enron Sub 111 Redemption on the earnings and profits of members of the Enron

consolidated group.

A Purchase, a Holdco Redemption, or an Enron Sub 11l Redemption will not have any
direct or indirect federal income tax effect on members of the Enron consolidated group other
than the section 312 earnings and profits effects and any investment and earnings and profits
adjustments attributable to the Purchase, Holdco Redemption, or Enron Sub 111 Redemption.
There is no current plan or intention, and there will be no plan or intention at the time of any
Purchase, Holdco Redemption, or Enron Sub 111 Redemption, that any member of the Enron
consolidated group dispose of any stock of Holdco, Enron Sub 11, or Enron Sub 111 except to
another member of the Enron consolidated group. Neither Enron nor any Affiliate of Enron will
take any action to obtain any tax benefit from any investment adjustments attributable, directly or
indirectly, to a Purchase, Holdco Redemption, or Enron Sub 111 Redemption.

Partnership and each of its partners will have taxable income from nondividend sources
that exceeds its deductible expenses.
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11 Tax Consequences Summary

Our beliefs as to the federal income tax consequences of the above transactions are
summarized here. These beliefs are based on the analysis below, which is limited to the assumed
facts set forth above. Many of the issues considered are highly fact sensitive and our conclusions
as to the tax consequences of the transactions could be altered substantially by facts that may
develop during the negotiation or execution of an actual transaction.

A Affiliation

We believe that SPVCo should not be a member of the affiliated group, within the
meaning of section 1504(a), of which Enron is the parent. We believe that Enron Sub I1I will be a
member of the affiliated group, within the meaning of section 1504(a)(1), of which Enron is the

parent.
B. Purchase

We believe that, under section 304, the payment by Enron Sub 1 to Partnership for a
Purchase of the Enron Sub Il stock should be treated as a distribution (the “Deemed
Distribution™) in redemption of the stock of Enron Sub II for purposes of sections 302 and 303,
and that the Deemed Distribution should be treated as a distribution subject to section 301 and as
a dividend under section 301(c)(1). We believe that the adjusted basis of the Enron Sub 111 stock
retained by Partnership should be increased by an amount equal to Partnership’s adjusted basis in
the Enron Sub I1I stock sold to Enron Sub 1I. We believe the adjusted basis of SPVCo’s interest
in Partnership should be increased by its distributive share of the Deemed Distribution. We
believe that section 1059 should not be applicable to reduce Partnership’s basis in the retained
Enron Sub 111 stock, to reduce SPVCo’s basis in its interest in Partnership, or to trigger gain on
the Deemed Distribution. Legislation proposed by the President, if enacted, would alter one or
more of these conclusions with respect a Purchase that occurs after the date of first committee

action on the provision.

We believe that SPVCo should be treated, for purposes of section 243, as having received
its distributive share of the Deemed Distribution from Enron Sub li and should be treated as
having satisfied the holding period requirement of section 246(c). We believe SPVCo’s dividends
received deduction with respect to its distributive share of the Deemed Distribution from Enron
Sub 11 should not be subject to reduction under section 246A. We believe that it is more likely
than not that SPVCo will be treated as owning 20 percent or more of the stock of Enron Sub 11

for purposes of section 243(c)(2).
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C. Formation of Holdco and Enron Sub 111

We believe that the contribution of X percent of the common stock of Regulated to Enron
Sub 111 should cause Enron Sub 111 to have accumulated earnings and profits equal to X percent
of those of Regulated at the time of the contribution. We believe that the contribution of 100
percent of the stock of Regulated to Holdco by Enron and Enron Sub 111 should cause Holdco to
have accumulated earnings and profits equal to those of Regulated at the time of the contribution.

D. Holdco Redemption

We believe that a Holdco Redemption of preferred stock from Enron Sub 111 should be
treated as a distribution subject to section 301 and as a dividend under section 301(c)(1). We
believe that the dividend should be eliminated in the consolidated return, that the redemption
should result in an adjustment to the basis of the Holdco preferred stock retained by Enron Sub
111 equal to the amount of Enron Sub III’s adjusted basis in the Holdco stock redeemed by
Holdco minus the aggregate amount of prior investment adjustments allocable to the Holdco
preferred stock (including investment adjustments allocable to the Regulated common stock that
Enron Sub 111 contributed to Holdco) that reflect the amount paid in the redemption, that the
dividend should result in a decrease in the earnings and profits of Holdco in an amount equal to
the amount paid to Enron Sub 111 in the redemption, and that the dividend should result in an
increase in the earnings and profits of Enron Sub 111 in an amount equal to the excess of (i) the
sum of the amount paid to Enron Sub 11l in the redemption plus all other distributions by Holdco
with respect to the Holdco preferred stock over (ii) the aggregate amount of earnings and profits
of Holdco that have previously been allocated to the Holdco preferred stock (including an amount
equal to the earnings and profits of Regulated that were allocated to the common stock of
Regulated that was contributed to Holdco by Enron Sub 11l and that were duplicated in Holdco at

the time of that contribution).

E. Enron Sub 111 Redemption

We believe that the payments by Enron Sub 111 in redemption of the Enron Sub 111
common and preferred stock should be treated as distributions subject to section 301 and as
dividends under section 301(c)(1). We believe that the adjusted basis of the Enron Sub 111
preferred stock retained by Partnership should be increased by an amount equal to Partnership’s
adjusted basis in the Enron Sub 111 preferred stock redeemed by Enron Sub 111 and that the
adjusted basis of SPVCo’s interest in Partnership should be increased by its distributive share of
the dividend attributable to the redemption of Enron Sub 1] preferred stock from Partnership.
We believe that section 1059 should not be applicable to reduce Partnership’s basis in the retained
Enron Sub 111 preferred stock, to reduce SPVCo’s basis in its interest in Partnership, or to trigger
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gain on the redemption. We believe that SPVCo should be treated, for purposes of section 243,
as having received from Enron Sub 111 its distributive share of the dividend attributable to the
redemption of preferred stock from Partnership and should be treated as having satisfied the
holding period requirement of section 246(c). We believe that SPVCo’s dividends received
deduction with respect to any dividends on stock of Enron Sub 111 should not be subject to
reduction under section 246A. We believe that the adjusted basis of the Enron Sub 111 common
stock retained by SPVCo should be increased by an amount equal to SPVCo’s adjusted basis in
the Enron Sub 11T common stock redeemed by Enron Sub il and that section 1059 should not be
applicable to reduce the basis of the Enron Sub 111 common stock in the hands of SPVCo or to
trigger gain on the redemption. Legislation proposed by the President, if enacted, would deny any
dividends received deduction with respect to dividends on the Enron Sub 111 preferred stock if
such stock were issued more than 30 days after the date of enactment of the provision.

M1 Analysis

A. Deconsolidated Status of SPVCo

In order for SPVCo to be an affiliate of Enron under section 1504 of the consolidated

return rules, members of the Enron affiliated group (within the meaning of section 1504) must
own stock possessing at least 80 percent of the total voting power and 80 percent of the total
value of the stock of SPVCo. Section 1504(a). Enron owns 98 percent of the value, but only 75
percent of the voting power, of the SPVCo shares, and BT Sub owns 2 percent of the value and
25 percent of the voting power of the SPVCo shares. Accordingly, if BT Sub’s ownership of 25
percent of the voting power of SPVCo is respected, SPVCo will not be an affiliate of Enron.

We do not believe the disproportionality between the voting rights and the value of the
shares held by BT Sub should prevent the voting power of such shares from being taken into
account in determining whether SPVCo is an affiliate of Enron. Prior to 1984, section 1504
required that a corporation own 80 percent of the voting power of all classes of stock and at least
80 percent of each class of nonvoting stock of another corporation in order to file a consolidated
return with such corporation. Concern about the potential for abuse of the consolidated return
privilege by creating an affiliated group using stock that had disproportionately high voting rights
as compared to value led to amendments of section 1504 in 1984. See H.R. Rep. No. 98-432, pt.
2. at 1205-06 (1984). The 1984 amendments changed the test for consolidation to require
ownership of 80 percent of the voting power and 80 percent of the total value of the stock of a
corporation and gave Treasury the authority to prescribe regulations which disregard changes in
voting power to the extent such changes are disproportionate to related changes in value.
Sections 1504(a)(2), 1504(a)(5)(F). To date, this regulatory authority has not been exercised.
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Pre-1984 authority indicates that the Internal Revenue Service (the “Service”) did not
consider disproportionality between the voting rights and the value of shares of stock, by itself, to
be a reason to disregard the voting power of such shares in determining affiliated status. The
Service has repeatedly respected the use of heavy voting shares to create affiliated status. In
Technical Advice Memorandum 8030007 (Apr. 14, 1980), the taxpayer wanted to create affiliated
status through its ownership of a class of common stock that initially represented approximately
80 percent of the number of, 73.5 percent of the consideration paid for, and 96 percent of the
vote of all outstanding shares of the corporation, and later represented approximately 40 percent
of the number of, approximately 20 percent of the consideration paid for, and slightly in excess of
80 percent of the voting power of all outstanding shares of the corporation. Finding that the
voting power accorded the stock existed for a substantial period of time and, during such period,
actually reflected the relative rights of the shareholders, the Technical Advice Memorandum
concludes that the disproportionate allocation of voting rights was not a sham and that ownership
of the stock was sufficient to establish affiliation, despite the facts that the disproportionate voting
rights were given to the stock for the purpose of establishing affiliation and were intended to be
eliminated after 6 years. See also Priv. Ltr. Rul. 8139089 (June 30, 1981) (aftiliated status
respected based on ownership of common stock representing 100 percent of the voting power and
60 percent of the equity value of a corporation); Priv. Ltr. Rul. 7401231710B (Jan. 23, 1974)

(affiliated status respected based on ownership of common stock representing 80 percent of the
voting power and 50 percent of the value of a corporation).

" In contrast to the above rulings, in Private Letter Ruling 8022017 (Feb. 22, 1980), the
Service refused to permit consolidation based on the ownership of preferred stock representing 80
percent of the voting power of, and 50 percent of the capital contributions to, a corporation. The
basis for refusing to allow consolidation was not the disproportionate voting rights, however, but
the inconsistency between a literal application of the then applicable investment adjustment rules
(which potentially allowed a double deduction of losses where the consolidated group owned only
preferred stock) and the Congressional intent that consolidated returns clearly reflect the income
tax liability of the affiliated group and prevent the avoidance of such liability. See also Priv. Ltr.
Rul 8339020 (June 28, 1983) (revoking Private Letter Ruling 8146071 (Aug. 21, 1981), in which
affiliation was recognized based on ownership of heavy voting preferred stock, because on
reconsideration it was concluded that the basis on which the earlier letter ruling was issued was
not compatible with the requirements for determining affiliation).

The Service has also respected the use of heavy voting stock to break affiliation. In
Private Letter Ruling 6710242620B (Oct. 24, 1967), the taxpayer wanted to deconsolidate a
subsidiary using a class of common stock having the power to elect 1/3 of the board of directors
of the corporation but representing less than 3.5 percent of the consideration paid for all of the
corporation’s outstanding stock. The letter ruling concludes, without mentioning the
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disproportionality between the voting power and value of the stock, that ownership of the entire
class of stock outside the group would be sufficient to terminate affiliated status.’

Similarly, the Tax Court does not appear to consider a disproportionality between overall
capital contributions and voting power to be significant in determining affiliated status. In Merlite
Industries, Inc. v. Commissioner, 34 T.C.M. 1361 (1975), the common stock of a corporation
was issued 100 shares to Merlite in exchange for $1,000 and 100 shares to an individual who
apparently never paid in the $1,000 par value of his shares. Merlite and a subsidiary also made
advances in the form of loans to the corporation totaling, over time, in excess of $200,000, of
which in excess of $150,000 remained outstanding during the years at issue. The court held that
these advances clearly constituted additional contributions to capital. 1d. at 1365. In order to
obtain a deduction for the substantial losses of the corporation, either under section 165(g)(3)(A)
or through consolidation, Merlite argued that the individual’s stock ownership should be
disregarded because he never paid for his stock. While acknowledging that Merlite’s
contributions to capital far exceeded those of the individual, the court pointed out that the
individual considered himself to be a stockholder (acting as chairman of the board, president and
subsequently vice president), the books of the corporation reflected his stock ownership, the
corporate income tax returns listed him as having 50 percent of the stock, he signed the
stockholders’ election of dissolution as a stockholder, no action was ever taken to void his shares,
and he was treated as a stockholder from the creation to the dissolution of the corporation.
Accordingly, the court concluded there was no basis for finding that he was not a shareholder,
and therefore Merlite was not the 80 percent owner of, and was not entitled to file a consolidated
return with, the corporation. Id. at 1366.

Consistent with the above authorities, we believe that the determination of whether the
purported ownership of voting shares of a corporation should be respected for purposes of

Private Letter Ruling 67102426208 refers (o an earlier ruling letter to the sume taxpayer which held that the
ownership by a nonmember of stock representing 2 1% of the nonvoting stock of the corporation and 0.62% of
the total consideration paid lor all of the issued und outstanding stock of the corporation should be disregurded.
Accordingly, the technical lack of ownership by the group ol 80% of the nonvoting class of stock, us required
by the statute at that time, did not prevent the corporation from being included us a member of the alliliated
group. There is no indication in Private Letter Ruling 671024262013 whether it was the addition of voting
rights to the stock held by nonmembers, the increase in the value of the stock held by nonmembers, or a
combination of these factors that caused the stock held by nonmembers to be respected for disalliligtion
purposes. CL. Priv. Ltr. Rul. 8331015 (Apr. 26, 1983) (corporation issued 100% of nonvouing cluss of
common stock 1o individuals for valid business purpose; assuming the individuals did not hold the nonvoting
stock as nominees of the owner of the voting stock and that the nonvoling stock had “suflicient substance™ to be
recognized for purposes of section 1504, the letter ruling concluded that the issuance of the stock would break
allilintion with the owner, of the voting stock).
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establishing or preventing affiliation should be based on an analysis of all facts and circumstances
as they bear on the reality of the ownership and voting power of each shareholder. We believe
that neither a disproportionality between voting power and value, nor a purpose to avoid
affiliation, should prevent the actual (as opposed to sham) ownership outside the group of more
than 20 percent of the effective voting power of a corporation from breaking affiliation. See
Granite Trust Co. v. United States, 238 F.2d 670 (1st Cir. 1956) (court held sales and gifts by
parent corporation of shares of a subsidiary to friendly buyers for the purpose of reducing
ownership of the subsidiary to below 80 percent, allowing parent t0 take loss on liquidation of
subsidiary, were effective; the court concluded that the substance of the transfers matched the
form, noting the absence of any evidence of an understanding by the parties that any interest in the
transferred stock was retained by the parent). Rather, we believe the analysis should focus on
whether the purported ownership and voting rights are real or illusory. While disproportionality
between vote and value and a purpose to deconsolidate may suggest that the substance of the
transaction (i.e., the reality of the ownership and voting rights) deserves careful scrutiny, we
believe that these factors by themselves should not cause stock to be disregarded for purposes of
determining whether two corporations are affiliates. Cf Higgins v. Smith, 308 U.S. 473 (1940)
(related party transactions subject to greater scrutiny than transactions between unrelated parties
because they may not be on arm’s-length terms); Sun Properties, Inc. v. United States, 220 F.2d

171, 174 (5th Cir. 1955) (transaction not disregarded simply because not at arm’s length).

Authorities dealing with the voting power test contained in the definition of a controlled
foreign corporation (“CFC™) provide some indication of the factors that the Service and the
courts might consider relevant in determining the reality of a shareholder’s purported ownership
and voting power. While the purposes of the CFC rules and the consolidation rules are quite
different, we believe the CFC authorities can be useful in analyzing fact situations in which the
taxpayer is attempting to avoid consolidation. The antiabuse considerations underlying enactment
of the CEC rules are quite different from the considerations underlying enactment of the
consolidated return rules, which are generally considered to create a taxpayer-favorable privilege.
Consistent with these differing purposes, the authorities tend to interpret the voting control
requirement in the CEC rules in favor of finding control, thereby imposing the limitations of CFC
status on the tax avoidance opportunities available to a taxpayef, but tend to interpret the voting
control requirement in the consolidated return rules against finding control, thereby denying the
privilege of filing a consolidated return. Accordingly, we believe that voting rights that would be
recognized as sufficient to avoid control for purposes of determining CFC status should be
sufficient to avoid control for purposes of determining affiliation.

Section 957(a) provides that a foreign corporation is a CFC if more than SO percent of the
total combined voting power of the corporation is owned by United States shareholders. (Section

957(a) was amended in 1986 to add, as an alternative basis for classification as a CFC, ownership
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of more than 50 percent of the total value of the stock of the corporation by United States
shareholders.) The regulations under section 957 provide that, where United States shareholders
own shares of one or more classes of stock of a foreign corporation which has another class of
stock outstanding, the voting power ostensibly provided such other class of stock will be deemed
owned by any person on whose behalf it is exercised, or, if not exercised, will be disregarded if
the percentage of voting power of such class is substantially greater than its proportionate share
of the corporate earnings, if the facts show that the shareholders of such class of stock do not
exercise their voting rights independently or fail to exercise such voting rights, and if a principal
purpose of the arrangement is to avoid the classification as a CFC. Treas. Reg. § 1.957-1(b)(2).
Accordingly, disproportionality between vote and value or between vote and profit share does not
appear to be a sufficient reason by itself to disregard the voting power of a class of stock. Rather,
the facts and circumstances surrounding the manner in which the vote is exercised are critical to a

determination to disregard such voting rights.

Application of this regulation by the courts confirms that a disproportionately high vote
compared to value or profit share does not, by itself, prevent the purported voting power of
shares from being respected. See CCA, Inc. v. Commissioner, 64 T.C. 137 (1975) (nonacq.),
Koehring Co. v. United States, 583 F.2d 313 (7th Cir. 1978), Kraus v. Commissioner, 490 F.2d
898 (2nd Cir. 1974); Garlock, Inc. v. Commissioner, 489 F.2d 197 (2nd Cir. 1973), Estate of
Weiskopf v. Commissioner, 64 T.C. 78 (1975), aff'd, 538 F.2d 317 (2nd Cir. 1976).

In CCA, the court found that a Swiss corporation was not a CFC where preferred stock
carrying 50 percent of the voting rights in the corporation was sold to foreign persons. The fact
that the preferred shareholders paid less for their stock than 50 percent of the net worth of the
corporation* was not considered by the court to be sufficient, in light of other factors present in
the case, to disregard the voting power of the preferred stock. 64 T.C. at 153. The other factors
considered by the court were that there were no substantial restrictions placed on the preferred
stock other than a requirement for approval of transfers that was equally applicable to the
common stock, no provision was made for the U.S. shareholders to acquire the preferred stock,
the board of directors was equally divided between representatives of the common shareholders
and the preferred shareholders, there were no provisions for breaking deadlocks, the board of
directors had significant powers, any two members of the board of directors could act jointly to
represent the corporation vis-a-vis the outside world, the preferred shareholders were not related
to the U.S. shareholders, representatives of the preferred shareholders took an active part in
shareholder and director meetings, and the U.S. shareholder retained no “significant strings”

‘ Based on the [acts set forth in the case, it appears that the preferred stock was purchased for an amount equal to
not more than 12 percent of the net worth of the corporation.
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which could have been used to require the preferred shareholders to vote with it. The court found
the facts in CCA to be in sharp contrast to those in Kraus, Garlock, and Weiskopf in which U.S.
shareholders were found to have retained dominion and control, despite the ownership by foreign
persons of shares representing 50 percent of the voting power of the corporation.

In Kraus, a foreign corporation owned by U.S. persons was recapitalized, just before the
CFC rules became effective, by the issuance of preferred stock representing 50 percent of the
voting power in the corporation to foreign persons in exchange for a capital contribution that
constituted less than 10 percent of the net worth of the corporation. The court disregarded the
foreign shareholders’ voting power, stating that it “defies credulity” that the owners of a
corporation with a net worth in excess of $250,000 and annual profits in excess of $225,000
would surrender 50 percent of the control of their corporation to new shareholders who were
making a capital contribution of less than $25,000. Kraus, 490 F.2d at 902. The court went on,
however, to review other factors. The court noted that a foreign shareholder was present in
person at only one meeting, that the foreign shareholders, while represented at all meetings, had
never shown any dissent or disapproval, that the U.S. shareholder had sought out foreign
shareholders who were related to, close personal friends of, or business associates of the U.S.
shareholder, that the stock issued to the foreign shareholders was registered, could be transferred
only upon approval of the board of directors and could be redeemed at any time, and that when
the U.S. shareholders decided to sell their shares, they agreed to and did in fact cause the
preferred shareholders to sell their stock to certain parties at a specified price. Based on the
totality of the facts, and not on any one factor, the court concluded that the corporation was a

CFC. Id. at 903.

Garlock is similar to Kraus in that preferred stock possessing 50 percent of the voting
power of a foreign corporation was issued to a foreign person just before the effective date of the
CFC rules. The preferred stock received a maximum of 16 percent of corporate profits in the
years at issue. The court sustained the Service’s application of the regulation under section 957,
finding that the preferred shareholders voting power was illusory. Garlock, 489 F.2d at 202. The
court identified as significant the facts that the U.S. shareholder sought out parties who
understood both its motives and its situation, that the terms of the arrangement were such that the
preferred shareholders would have no interest in disturbing the U.S. shareholder’s continued
control, the stock was made attractive by paying a rate in excess of market, the stake of the
preferred shareholders was limited since they could put their stock to the corporation after one
year or if the working capital of the corporation fell below 200 percent of the aggregate par value
of the preferred, and the arbitration provision for resolving disputes was unrealistic. 1d. at
201-02.
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In Weiskopf, a newly formed UK corporation (Ininco) issued preferred ordinary shares in
exchange for £25,000 to another UK corporation (Romney), and issued to a U.S. corporation
deferred ordinary shares in exchange for £2,500 and second preferred shares in exchange for
£17,500. The preferred ordinary shares elected 50 percent of the board of directors and received
a dividend of 12.5 percent per year. The deferred ordinary shares elected the remaining 50
percent of the board of directors and shared the profits of the corporation, after the payment of
the dividend on the preferred ordinary shares, with the second preferred shares. While the facts
are not entirely clear, it appears that the UK tax exemption of Ininco resulted in Ininco having
very substantial net earnings, with the result that the 12.5 percent return on the preferred ordinary
shares represented much less than 50 percent of the annual earnings of Ininco. Weiskopf, 64 T.C.
at 96 Two and one-half years after its formation, the preferred ordinary shares of Ininco were
sold for par value (25,000 pounds) and the remaining shares were sold for approximately 810,000
pounds. Again, the opinion focuses on a factual analysis to determine the reality of the control
exercised by Romney. The court concluded that, as in Garlock, the arrangement was such that
the preferred shareholder would have no interest in disturbing the U.S. shareholders’ control and
that the U.S. shareholders retained complete dominion and control of Ininco. The factors
mentioned by the court in reaching its conclusion were the above market rate of return being paid
on the preferred shares, the limitation of the preferred shareholder to a return of its investment
upon disposing of its stock, the dependence of Ininco on the U.S. shareholder as its source of
supply for Ininco’s product line, the unrealistic provision for resolving a deadlock, the
disproportionality between vote and profit share, and the control the U.S. shareholder
demonstrated at the time of the sale of the stock of Ininco.

In Koehring, preferred stock entitled to 55 percent of the vote and less than 10 percent of
the annual earnings of a Panamanian corporation was issued to a UK corporation that had a
longstanding business relationship with the U.S. shareholder of the Panamanian corporation,
followed shortly by a cross-investment of the identical amount of cash by the U.S. shareholder of
the Panamanian corporation in the UK corporation. The opinion turns on the factual issue of
whether the foreign preferred shareholder exercised its 55 percent voting rights independently,
with the court focusing on the cross-investment, the dependence of the preferred shareholder on
the U S. shareholder under a license agreement, the actual actions taken by the preferred
shareholder’s directors and the understanding that the UK corporation could withdraw its
investment after a year. The factual statement in the opinion also refers to the preferred directors
not being authorized to draw checks on behalf of the corporation and a reference in the minutes of
a board of directors meeting of the UK corporation to its control over the Panamanian
corporation being “nominal.” The court affirmed the district court’s decision to disregard the
voting power of the UK corporation, distinguishing CCA (without conceding that CCA was
correctly decided) based on the tax court’s finding of the absence of an agreement in CCA
regarding the voting of the foreign shareholders’ shares. Koehring, 583 F.2d at 324.
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We believe that BT Sub’s voting power in SPVCo should be respected because we believe
the relevant facts and circumstances indicate that BT Sub’s ownership of its shares and its voting
rights under the documents should be considered to be real. First and foremost are the facts that
Enron will not exercise any control or influence over BT Sub in the exercise of its voting rights in
SPVCo and BT Sub will exercise its voting rights in SPVCo for the benefit of itself and its
Affiliates, and not on behalf of or for the benefit of Enron and its Affiliates. BT Sub has an
economic interest in 2 percent of the profits of SPVCo above the base return provided to the
shareholders, which it appears reasonable to believe they would want to protect through the
exercise of their voting rights. In addition, BT Sub and Enron are not related, and no fee received
by BT Sub or any of its Affiliates in connection with the transactions described herein is
contingent upon the manner in which BT Sub exercises its voting rights in SPVCo. Finally, all
classes of shares in SPVCo are freely transferable. While SPVCo has a right to redeem the shares
held by BT Sub, and BT Sub has a right to require redemption of its shares, these rights do not
arise for seven years after the formation of SPVCo. We believe these redemption rights should
not affect the reality of BT Sub’s voting power during the seven year period that begins on the
date SPVCo is formed. Accordingly, we believe the voting power held by BT Sub should be
respected and that SPVCo should not be an affiliate of Enron under section 1504.

B. Affiliation of Enron Sub 111

The term “affiliated group” means one or more chains of includible corporations
connected through stock ownership with a common parent corporation which is an includible
corporation, but only if the common parent owns directly stock meeting the 80-percent voting and
value test in at least one of the other includible corporations and stock meeting the 80-percent
voting and value test in each of the includible corporations (other than the common parent) 1s
owned directly by one or more of the other includible corporations. Section 1504(a)(1). Enron is
the parent, and Enron Sub 1l is a member of, an affiliated group within the meaning of section
1504(a)(1). The 80-percent voting and value test requires ownership of stock of a corporation
that possesses at least 80 percent of the total voting power of the stock of such corporation and
that has a value equal to at least 80 percent of the total value of the stock of such corporation.

Sectipn 1504(a)(2).

The term “includible corporation” means any corporation except (1) corporations exempt
from tax under section 501, (2) insurance companies subject to taxation under section 801, (3)
foreign corporations, (4) corporations with respect to which an election under section 936 is in
effect for the taxable year, (5) regulated investment companies and real estate investmeat trusts
subject to tax under subchapter M of chapter 1 of the Internal Revenue Code of 1986, and (6) a
DISC (as defined in section 992(a)(1)). Section 1504(b). Enron Sub 11l is a for profit Delaware
corporation that will not be an insurance company subject to taxation under section 801, a
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regulated investment company or a real estate investment trust subject to tax under subchapter M
of chapter 1 of the Code, or a DISC (as defined in section 992(a)(1)). No election under section
936 will be made with respect to Enron Sub 111. Accordingly, we believe Enron Sub Il is an

includible corporation.

For purposes of section 1504(a), the term “stock” does not include stock that (A) is not
entitled to vote; (B) is limited and preferred as to dividends and does not participate in corporate
growth to any significant extent; (C) has redemption and liquidation rights which do not exceed
the issue price (except for a reasonable redemption or liquidation premium); and (D) is not
convertible into another class of stock. Section 1504(a)(4). The Enron Sub 111 preferred stock is,
by its terms, not entitled to vote, limited and preferred as to dividends, and not convertible into
any other class of stock. Moreover, the facts do not indicate that the preferred stock of either
corporation has any beneficial interest in or control over the voting power of the corporation.

The issue price of Enron Sub 111 preferred stock is not less than its redemption price and its
liquidation value (except for a reasonable redemption or liquidation premium).

The last requirement of section 1504(a)(4) is that the stock not participate in corporate
growth to any significant extent. No regulatory guidance exists as to the meaning of this section
1504(a)(4) “participation” test. A similar test is contained in the regulations under section 382.
An ownership interest that would not otherwise be treated as “stock” for purposes of section 382
is treated as stock if such interest “offers a potential significant participation in the growth of the
corporation” and certain other facts are present. Treas. Reg. § 1.382-2T(f)(18)(iii)(A). Section
1504(a)(4) stock is not stock for purposes of section 382 unless the provisions of Treasury
Regulation § 1.382-2T(f)(18)(iii) apply. Treas. Reg. § 1.382-2T(f)(18)(i). It appears that stock
that satisfies the section 1504(a)(4)(B) requirement that it “not participate in corporate growth to
any significant extent” could nevertheless be found to offer a “potential significant participation in
the growth of the corporation.” Cf. Priv. Ltr. Rul. 8945055 (Aug. 16, 1989). Thus, the
participation standard in the section 382 regulation appears to be stricter than that in section
1504(a)(4)(B), and stock that does not offer a “potential significant participation in the growth of
the corporation” for purposes of Treasury Regulation § 1.382-2T(f)(18)(iii) should not be
considered to “participate in corporate growth to any significant extent” for purposes of section

1504(a)(4)(B).

The yield on the preferred stock of Enron Sub 11 does not vary with either the
profitability of the issuing corporation or the appreciation of its assets. Terms that do not vary the
return on the preferred stock with the profits of the issuing corporation may not be sufficient to
establish an absence of participation in corporate growth, however, if the facts and circumstances
indicate that the preferred stock in effect participates in corporate growth. See H.R. Rep. No.
08-861, at 817 (1984) (“preferred stock carrying a dividend rate materially in excess of a market
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rate when issued would not be ignored”). An argument might be made that the preferred stock
nevertheless participates in corporate growth if the capitalization or operations of the corporation
were such that corporate growth would be required in order for the issuing corporation to satisfy

its obligations with respect to the preferred stock.*

In the section 382 context, the Service has ruled that preferred stock does not offer a
potential significant participation in the growth of a corporation solely because of its dividend rate
where the current earnings of the corporation are sufficient to permit the corporation to pay
dividends at the highest rate with respect to the stock. Priv. Ltr. Rul. 8945055 (Aug. 16, 1989).
The Service has also ruled that ownership interests (notes and debentures) in an insolvent
corporation did not constitute stock where the issue was whether the notes and debentures
offered a potential significant participation in the growth of the corporation within the meaning of
Treasury Regulation § 1.382-2T(f)(18)(iii)(A) and the corporation represented that it would have
sufficient assets (not taking into account future growth of assets), in conjunction with the cash
flow from its projected future earnings and proceeds of anticipated additional debt financing, to
meet all required payments of principal and interest on the notes and debentures. Priv. Ltr. Rul.
9441036 (July 14, 1994); see also Priv. Ltr. Rul. 8940006 (Apr. 20, 1989) (preferred stock issued
in bankruptcy reorganization was not stock for purposes of section 382; issuing corporation
represented that (i) it would have sufficient assets (not taking into account future growth of
assets), in conjunction with the cash flow from its projected future earnings, to meet all required
payments on the preferred stock, including required payments on preferred stock issued in lieu of
cash dividends, and (ii) the fair market value of the assets of the issuing corporation would exceed
the face amount of the outstanding debt plus the par value of the preferred stock).

On the date of issue, the annual dividend rate for the preferred stock of Enron Sub 111 is
not materially in excess of the prevailing market rate for preferred stock having similar terms and
issued by a corporation having a credit rating similar to that which the issuing corporation would
have on the date of issuance if it were rated. The preferred stock of Enron Sub Il represents
approximately 65 percent of the initial equity capital of Enron Sub I1I. The fair market value of
the assets of Enron Sub II1 will at all times exceed the face amount of such corporation’s
outstanding debt plus any accrued but unpaid interest plus the liquidation value (including accrued
but unpaid dividends) of its preferred stock. All dividends on the Enron Sub III preferred stock
will be paid currently. The current earnings and profits and net cash flow of Enron Sub 11 for
each year will each exceed the annual dividend on its preferred stock.

! See Michael L. Schler, Money Market Preferred Stock: Making the Punishunent Fit the Crime, 46 Tax Noles
935, 939 (1990) (insubstantial common stock capitalization might mean that the preferred stock bears the
duwnside risk of the corpurate assets end thus may not constitule section 1504(a)(4) stock).

20

EC2 000033680

C-237




PRIVILEGED AND CONFIDENTIAL
SUBJECT TO ATTORNEY-CLIENT PRIVILEGE
AND WORK-PRODUCT DOCTRINE

We have found no authority addressing the effect, if any, under section 1504(a)(4) of
having a substantial portion of a corporation’s capital represented by preferred stock. We
understand that the Service has refused to rule on this issue, suggesting that the Service might
challenge the treatment of such preferred stock.® We believe that any such challenge would be
based on the participation test, and we further believe that the facts described do not provide any
basis for a court to conclude that the preferred stock of Enron Sub 111 participates in corporate
growth to any significant extent. Accordingly, we believe the preferred stock of Enron Sub Il is

described in section 1504(a)(4).

Enron owns 80 percent of the only class of common stock of Enron Sub III. No stock
other than this single class of common stock and the section 1504(a)(4) stock discussed above,
and no warrants for stock, obligations convertible into stock, other similar interests with respect
to stock, or options to acquire or sell stock of Enron Sub 11 are issued, created, or outstanding.
Accordingly, we believe the 80-percent voting and value test is satisfied with respect to Enron
Sub 111, and that Enron Sub I1I will be a member of the affiliated group of which Enron is the

parent.
C. Purchase
1. Section 304

Under section 304, if one person controls each of two corporations and, in return for
property, one of the corporations (the acquiring corporation) acquires stock of the other
corporation from the person so in control, then such property is treated for purposes of sections
302 and 303 as a distribution in redemption of the stock of the acquiring corporation. Section
304(a)(1). Control for these purposes is defined as ownership of 50 percent of the vote or value
of all classes of stock. Section 304(c)(1). A modified version of the constructive ownership rules
of section 318 is applied to determine ownership. Section 304(c)(3).

Enron owns directly all of the outstanding stock of Enron Sub Il. Enron owns in excess
of 50 percent of the value of all shares of SPVCo. SPVCo is a partner in Partnership. Under the
constructive ownership rules of section 304(c)(3), in general Partnership constructively owns all
stock that is directly owned by Enron, Enron Sub 11, or SPVCo. Sections 318(a)(2)(C),

é See Priv. Lir. Rul. 8937022 (Junc 19, 198Y) (par value of nonparticipating preferred stock represented 72
pereent of the par value of the entire corporation; no indication given as (o fair market value of respective
classes: Service did not rule on the section 1504 (a) issuc): see also Richard . Engel, The Section 1504(a)
Alliliation Test, 20 Tax Adviser 615 (1989) (identilving the refusal by the Service to rule whether prelerred
stock was section 1504(0)(4) stock when it constituted a substantial percentage ol the corporate structure).
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318(a)(3)(A), 318(a)(3)(C). Accordingly, Partnership directly owns preferred stock of Enron Sub
111 and constructively owns all of the remaining outstanding stock of Enron Sub 111 (i.e., preferred
stock, if any, directly owned by Enron Sub Il and common stock directly owned by Enron and
SPVCo) and all of the outstanding stock of Enron Sub II (because such stock is directly owned by
Enron). Accordingly, both before and after the Purchase, Partnership controls both Enron Sub 11
and Enron Sub 111 for purposes of section 304. Accordingly, we believe that the acquisition of
stock of Enron Sub 111 by Enron Sub II from Partnership should be subject to section 304(a)(1)
and the property transferred from Enron Sub 11 to Partnership should be treated as a distribution
(the “Deemed Distribution”) in redemption of stock of Enron Sub 1’

The determination of whether the Deemed Distribution in redemption of stock of Enron
Sub 11 is treated as a capital transaction under section 302(b) or as a distribution subject to section
301 is made by reference to the stock of Enron Sub III. Section 304(b)(1). For these purposes,
the constructive ownership rules of section 318 are applied without regard to the 50 percent
limitation contained in sections 318(a)(2)(C) and 318(a)(3)(C). Applying these constructive
ownership rules, Partnership should be treated as owning all shares of Enron Sub 111 owned by
Enron, Enron Sub 11, and SPVCo, with the result that Partnership should be treated as owning all
of the stock of Enron Sub 111 for purposes of applying section 302(b). Sections 318(a)(2)(C),
318(a)(3)(A), 318(a)(3)(C). Because Partnership’s ownership of Enron Sub 111 is not diminished
by the Purchase, we believe the transaction should be treated as subject to section 301. See
sections 302(b), 302(d); United States v. Davis, 397 U.S. 301 (1970).

Under section 301(c)(1) and section 316, a distribution is treated as a dividend to the
extent of the earnings and profits of the distributing corporation. Under section 304, the
determination of whether the Deemed Distribution is a dividend is made as if the Deemed

! I a subsidiary acquires stock of its parent from & sharcholder of the parent, section 304(a)(2) treats the
property transferred to the shareholder of the parent as a distribution in redemption of the stock of the parent.
Prior to Enron Sub I1's acquisition of any stock of Enron Sub [, the constructive ownership rules of section
304(c) could be applied 1o treat Enron Sub 11 as a subsidiary of Enron Sub 11l Literally read, the
parentsubsidiary rules of section 304(a)(2) take precedence over the brother/sister rules of section 304(a)(1).
We believe that section 304(a)(1) rather than section 304(a)(2) should apply where a parensubsidiary
relationship cxists only by reason of constructive ownership. See Treas. Reg. § 1.304-2(c) Example |
(applying scction 304(a)(1) o a brother/sister sale); Rev. Rul. 92-86, 1992-2 C.I3. 199 (applying section
304(a)(1) to & brother/sister sale), Broodview Lumber Co. v. United States, 561 ¥.2d 698, 709 (7th Cir. 1977)
(stating, in dicta, that scction 304(a)(2) should only apply when the parent corporation controls the subsidiary
without relying on constructive ownership). If the statute were construed so us to allow for the application of
section 304(a)(2) in brother/sister soles, section 304(a)(1) would become extremely narrow in scope. We do
not believe that Congress intended such a result. S. Rep. No. 83-1622, at 239 (1954) (stating section
304(u)(1) applies to brother/sister sales).
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Distribution were made by Enron Sub 11 to the extent of its earnings and profits, and then by
Enron Sub 111 to the extent of its earnings and profits. Section 304(b)(2). Given current and
accumulated earnings and profits of Enron Sub 11 for the year in which the Purchase occurs in
excess of the aggregate amount of the Purchase Price plus all other actual or deemed distributions
by Enron Sub 1I in such year, the full amount of the Purchase Price should be treated as a

dividend from Enron Sub Il

2. Consequences of Dividend Treatment

Enron Sub 11 should reduce its earnings and profits under section 312 by the amount of
the section 304 dividend. H.R. Rep. No. 98-861, at 1223 (1984).

Under section 304(a)(1), Partnership should be treated as making a capital contribution of
the purchased Enron Sub 11l stock to Enron Sub 1I. For purposes of determining the tax
consequences to Enron Sub II of this deemed contribution to capital, the Service appears to take
the position that Partnership should be treated as having made the contribution as a shareholder of
Enron Sub II, without regard to the fact that it does not actually own any stock in Enron Sub I1.
See Treas. Reg. § 1.304-2(a) (referring to section 362(a) for the determination of the basis of the
stock that is deemed contributed to the acquiring corporation); Rev. Rul. 71-563, 1971-2 C.B.
175 (applying Treas. Reg. § 1.304-2(a) and section 362(a) to determine the basis of stock in the
hands of the acquiring corporation; selling corporation did not directly own any stock of the
acquiring corporation); Rev. Rul. 70-496, 1970-2 C.B. 74 (same); compare section 362(a)
(general rule providing carryover basis for contributions to capital) with section 362(c)(1) (special
rule providing for zero basis in property other than money received as a contribution to capital
that is not contributed by a shareholder as such). Accordingly, we believe that Enron Sub II
should take a carryover basis in the Enron Sub I1I stock .

If Partnership were an actual shareholder of Enron Sub 11, Partnership’s basis in its Enron
Sub II stock should be increased by an amount equal to its basis in the Enron Sub III stock
deemed contributed to Enron Sub 11. Treas. Reg. § 1.304-2(a). In the absence of any direct
ownership of Enron Sub 1I stock, it is not entirely clear what happens to the basis of the
transferred Enron Sub I1I stock. See Coyvle v. United States, 415 F.2d 488, 493 (4th Cir. 1968)
(in dicta, the court noted that increasing the basis of the constructively held stock of the acquiring

s We note that, in the case ol a Purchase (the “Sccond Purchase™) that occurs aller an carlier Purchase (the “First
Purchase™), the high basis of the Enron Sub 111 stock in the hands of’ Partnership attributable (o the First
Purchuse would carry over to Enron Sub [I. We have not analyzed the coliateral efleets under the consolidated
return regulations (e.g., the investment adjustment rules, the camings and profits rules, the loss disallowancee
rule) of the acquisition of this high basis asset by @ member of the Iinron consolidated group.
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corporation or increasing the basis of the directly held stock of the issuing corporation would be
reasonable solutions to the potential basis allocation problem created by the taxpayer’s lack of any
direct ownership of the acquiring corporation in a section 304 transaction). Where the transferor
retains shares of the transferred corporation, the Service has adopted the position that the basis of
the transferred shares attaches to the basis of the retained shares. Rev. Rul. 71-563, 1971-2 C.B.
175. But cf Priv. Ltr. Rul. 8710035 (Dec. 9, 1986), revoked, Priv. Ltr. Rul. 9437004 (June 10,
1994) (basis of transferred issuing corporation stock disappears where seller had only constructive
ownership of stock of purchaser; no mention of potential for adding basis to the single share of
issuing corporation stock retained by the seller). Given the rejection of alternative approaches by
either the Service or the courts,” we believe that Partnership should increase its basis in the
retained shares of Enron Sub 11 stock by the amount of its basis in the Enron Sub 1II stock
deemed contributed to Enron Sub II in the section 304 transaction."

9 One alternative approach would be 1o increase the basis of the Enron Sub I stock in the hands of Enron. See
Covle, 415 F.2d at 493; sec also Treas. Reg. § 1.302-2(c) Example (2) (redemption from husband of all stock
held by husband treated as u dividend becouse of constructive ownership of shares held by wile; basis in the
redeemed shares is added to the basis of the shares held by wife); Levin v, Conunissioner, 385 F.2d 521, 528
n.29 (2d Cir. 1967) (citing Treas. Reg. § 1.302-2(c) for the proposition that taxpayer's basis in redecmed
shares would attech 1o constructively held shares). The Service, however, has consistently taken the position
that no basis adjustments atiributable to deemed distributions and contributions resulting from u section 304
transaction are made with respect 1o constructively held stock. Rev. Rul. 70-496, 1970-2 C.B. 74 (no
adjustments to parent’s basis in stock of its wholly-owned subsidiary for deemed distribution by the subsidiary
in excess of ecurnings and profits or for the deemed contribution w capiwl of the subsidiary in connection with
subsidiary’s purchase of stock from another subsidiary that was 70 percent-owned by parent; basis on
translerred stock disappears where transferor does not own any stock of the acquiring corporation or of the
acquired corporation after the transter); Priv. Ltr. Rul. 8710035 (Dec. 9, 1986), revoked, Priv. L. Rul.
9437004 (June 10, 1994) (section 304 transaction has no eflect on parent’s basis in stock of consolidated
whollv-owned subsidiary that sequired stock from another consolidated subsidiay): ¢f. Rev. Rul. 71-563,
1971-2 C.B. 175 (basis of translerred shares of issuing corporation added (o basis of retuined shures ol issuing
corporation where transferor did not directly own any shares of the acquiring corporation).

Another approach would be to allow the basis in the translerred shares to disappeer. The Service has adopted
this approach where the transferor does not directly own any stock ol cither the acquiring corporation or the
issuing corporation. Rev. Rull 70-496. The courts, however, have rejected the proposition that basis simply
disappears in a transaction. See Covle, 415 F.2d at 493 (“In any event, it is clear that taxpayer's bosis [in the
shares transferred in a section 304 transuction| will not disappear.”)(dicta). Levin v. Commissioner, 385 F.2d
al 521, 528 n.29 (2d Cir. 1967) (in rejecting as without merit taxpaver's argument that dividend treatment ol a
redemption imposed a tux on gross receipts, court stated that “[hjer basis does not disuppear;, 1t simply is
transferred to her son™).

0 The revenue proposals in the President’s proposed fiscal year 1998 budget include o proposed amendment that
would treat Enron Sub 1I's purchase ol Iinron Sub 1 stock as il Parinership had translerred the Enron Sub 11
stock 1o Enron Sub 1 in exchange for stock of Linron Sub 11 in a scetion 35 1(a) transuction and Lnron Sub 11
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Finally, we believe that SPVCo’s, Enron GP’s, and BT Sub’s distributive shares of
Partnership’s dividend income from the Purchase should increase the basis of their respective
interests in Partnership, and that there should not be any reduction in such basis for any dividends
received deduction that may be allowable to the partner. Section 705(a)(1)(A) and (B); Treas.
Reg. § 1.705-1(a)(2)(ii) (a partner’s basis is increased by tax-exempt receipts of the partnership).

3. Consolidated Return Regulations

a. Inapplicability of Section 304 Within a Consolidated Group

Treasury Regulation § 1.1502-80(b) (“-80(b)”) provides that section 304 does not apply
to the acquisition of a corporation’s stock in an intercompany transaction occurring on or after
July 24, 1991. A sale between Partnership and Enron Sub 1I is not an intercompany transaction
because Partnership is not a member of the Enron consolidated group."! We do not believe the
principles underlying -80(b) have any application to transactions that actually occur between
persons who are not members of the same consolidated group.

The rule of -80(b) was adopted as “the simplest way to implement the purposes of section
304(b)(4) for a consolidated group. . . .” T.D. 8402, 1992-1 C.B. 302, 303 (preamble). Section
304(b)(4) requires that “proper adjustments” be made to the adjusted basis of stock of a member
of an affiliated group that is held by the group, and to the earnings and profits of members of the
group, to the extent necessary to carry out the purposes of the section. Section 304(b)(4) was
adopted to prevent the use of section 304 transactions within an affiliated group to shift built-in
gain within the group, allowing the disposition of appreciated stock of a subsidiary outside the

had then redeemed the stock issucd in the exchange.  The eflective date of this amendment would be for
transactions sfter the date of first committee action. The {ictional 1ssusnce of stock created by this amendment
may be inconsistent with the positions taken by the Service in Revenue Ruling 70-496 and Revenue Ruling
71-563. While the Treasury Department explanation of the proposal states that the ammendment would “clarify”
the treatment of & section 304 transaction, the characterization of the chunge as a clarification is conspicuously
abscnt in the description of the provision by the stall of the Joint Committee on Texation. We do not believe
that the relerence to clarification in the Treasury Department explanation is ellective to revoke outstanding
revenue rulings. Accordingly, we do not believe that current law, including the published positions of the
Service, has been chunged by the mere proposal of this amendment. In the event this proposal were enacted,
however, our conclusion gs to the basis consequences ol a Purchase oceurring afler the ellective date of the
amendmient could be substantially diflerent.

3 Lven if Partnership was treated, under Treasury Regulation § 1.701-2(¢), as an aggregate rather than an entity

for purposces of applying -80(b), -80(b) should not be upplicable because none of SPVCo, Enron GP, and BT
Sub should be & member of the inron consolidated group.
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group without the payment of the corporate level tax on the appreciation. See HR. Conf. Rep.
No. 100-495, at 969-70 (1987); HR. Rep. No. 100-391, pt. 2, at 1084 (1987). Where stock is
never owned within the consolidated group, the concerns addressed by section 304(b)(4) would
not appear to be present. Accordingly, we do not believe that application of section 304 to a
Purchase of Enron Sub I1I preferred stock that was originally issued to Partnership should be
considered inconsistent with the principles underlying -80(b).

b. Intercompany Transaction Rules

In general, Treasury Regulation § 1.1502-13, which contains the intercompany transaction
rules of the consolidated return regulations (the “intercompany transaction rules”), applies to
transactions between corporations that are members of the same consolidated group immediately
after the transaction. Treas. Reg. §§ 1.1502-13(a)(1), -13(b)(1). Partnership is not a member of
the same consolidated group as Enron Sub II at any time. Therefore, the Purchase is not an
intercompany transaction and, absent the application of the anti-avoidance rule of Treasury
Regulation § 1.1502-13(h), the intercompany transaction rules should not be applicable.

The intercompany transaction anti-avoidance rule of Treasury Regulation § 1.1502-13(h)
provides as follows:

If a transaction is engaged in or structured with a principal purpose to
avoid the purposes of this section (including, for example, by avoiding
treatment as an intercompany transaction), adjustments must be made to
carry out the purposes of this section.

The purpose of the intercompany transaction rules is “to provide rules to clearly reflect the
taxable income (and tax liability) of the group as a whole by preventing intercompany transactions
from creating, accelerating, avoiding, or deferring consolidated taxable income (or consolidated
tax liability).” Treas. Reg. § 1.1502-13(a)(1). The examples under the intercompany transaction
anti-avoidance rule provide the only available guidance on what type of transaction has a principal
purpose to avoid the purposes of the intercompany transaction rules. Treas. Reg.

§ 1.1502-13(h)(2). These examples suggest that a transaction may be considered to avoid the
purposes of the intercompany transaction rules if it (i) invokes or avoids the effects of those rules,
either by interposing an unnecessary intercompany transaction or by avoiding an equivalent and
more direct intercompany transaction, for the purpose of altering the consolidated taxable income
or consolidated tax liability of the group as compared to an equivalent alternative transaction
(Examples 1, 3, 4) or (ii) is structured to affirmatively use the intercompany transaction rules for
the purpose of altering the taxable income of a nonmember and the relationship between the
transaction and consolidated taxable income or consolidated tax liability is artificially created
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(Example 2). See also Prop. Treas. Reg. § 1.1502-13(h)(2) Example 2 (1994) (proposed example
deleted in final regulations; would have applied anti-avoidance rule to transaction that did not
involve an intercompany transaction and that did not avoid a more direct intercompany

transaction).

The Service might argue that the cash contribution from Enron to SPVCo to Partnership,
the investment by Partnership in the Enron Sub 1II preferred stock, the sale of a portion of the
Enron Sub 111 stock to Enron Sub I, and the loan of the proceeds of the sale to Enron should be
viewed as an indirect route adopted to avoid intercompany transactions in which Enron invests in
Enron Sub 111 preferred stock and then Enron Sub II purchases the Enron Sub 111 preferred stock
from Enron. The economic consequences of the actual transactions are different from those of
such hypothetical intercompany transactions in that BT Sub bears the benefits and burdens of the
Enron Sub 111 preferred stock and the loans to Enron while each is held by Partnership.
Moreover, the fact that the investment in the Enron Sub 111 preferred stock and the Purchase are
not intercompany transactions does not alter the consolidated taxable income or consolidated tax
liability of the Enron consolidated group as compared to an intercompany investment by Enron
and an intercompany sale from Enron to Enron Sub 1. Taxable income and tax liability of the
consolidated group will not be affected by the investment in the Enron Sub 111 preferred stock and
the Purchase of the Enron Sub 111 preferred stock by Enron Sub I, without regard to whether
Enron or Partnership is the seller, where the Enron Sub 111 preferred stock and the Enron Sub 11
stock are retained within the group and no action is taken to utilize any high basis in Enron Sub
I1 stock that carries over to Enron Sub II.

The issuance of Enron Sub 111 preferred stock in exchange for a capital contribution is not
a taxable event, whether the investment is made by Enron or by Partnership. Under the
transactions as structured, the section 304 dividend by Enron Sub 1l does not affect the group’s
taxable income or tax liability, and Enron Sub II takes the Enron Sub 111 preferred stock with a
carryover basis equal to Partnership’s basis in the stock. Under the intercompany transaction
alternative, Enron’s gain or loss, if any, on the sale of Enron Sub 111 preferred stock directly to
Enron Sub Il would be deferred under the intercompany transaction rules. There is no current
plan or intention, and there will be no plan or intention at the time of a Purchase, to dispose of the
Enron Sub 11 stock or the high basis Enron Sub I1I stock acquired by Enron Sub 11 outside the
Enron consolidated group, and Enron and its Affiliates will not take any action to utilize any high
basis in Enron Sub III stock that carries over to Enron Sub 1I. Under these facts, there should be
no difference in the tax liability or taxable income of the Enron consolidated group following a
Purchase and following a hypothetical intercompany transaction .n which Enron invests directly in
Enron Sub 11l and then sells stock of Enron Sub 11 to Enron Sub 11
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In the absence of any alteration in the consolidated taxable income or the consolidated tax
liability of the Enron consolidated group, we believe any application of the intercompany
transaction anti-avoidance rule to a Purchase would have to be based on the effects of the
Purchase on the separate taxable income or tax liability of a nonmember. In Example 2 under the
intercompany transaction anti-avoidance rule, a nonmember holds an obligation of a member with
an unrealized loss. The holder becomes a member of the group temporarily, triggering the loss in
the obligation under the rules of Treasury Regulation § 1.1502-13(g) when the obligation
becomes an intercompany obligation. While the transaction also results in the inclusion of
discharge of indebtedness income on the consolidated return, this effect appears to be ignored in
determining the applicability of the anti-avoidance rule. Rather, it is a principal purpose to
accelerate the loss, which is carried to the holder’s separate return years, that is cited as the
reason for applying the anti-avoidance rule to treat the obligation as not becoming an
intercompany obligation. This example suggests that, under some circumstances, the affirmative
use of the intercompany transaction rules to alter the separate taxable income of a nonmember
may be inconsistent with the purposes of the intercompany transaction rules (i.e., to provide rules
to clearly reflect consolidated taxable income). We believe that Example 2 should be strictly
limited to factual situations in which (i) a transaction is structured to affirmatively use the
intercompany transaction rules for the purpose of altering the taxable income of a nonmember and
(i) the relationship between the transaction and consolidated taxable income or consolidated tax
liability is artificially created (e.g., because the status of a participant as a member of the group is

transitory).

In the case of the Purchase, there is no affirmative application of the intercompany
transaction rules to affect the income of a nonmember. Rather, the tax consequences of the
Purchase to nonmembers are determined without the application of any consolidated return rules
because Partnership is not a member of the Enron consolidated group. Based on the absence of
either an alteration of consolidated taxable income or consolidated tax liability or a positive use of
the intercompany transaction rules to alter a nonmember’s separate taxable income or tax liability,
we believe the intercompany transaction anti-avoidance rule should not be applicable to the

Purchase.

C. Earnings and Profits Rules

The section 304 dividend from Enron Sub 11 should result in a reduction under section 312
in Enron Sub II's earnings and profits. H.R. Rep. No. 98-861, at 1223 (1984). Additional
adjustments to the earnings and profits of members of the Enron consolidated group may be
required in connection with the Purchase under Treasury Regulation § 1.1502-33, which contains
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rules (the “earnings and profits rules”) for adjusting the earnings and profits of members of the
group where one member owns stock of another member.

Treasury Regulation § 1.1502-33(g) provides as follows:

If any person acts with a principal purpose contrary to the purpose of this
section, to avoid the effect of the rules of this section or apply the rules of
this section to avoid the effect of any other provision of the consolidated
return regulations, adjustments must be made as necessary to carry out the
purposes of this section.

The purpose for the modifications made by the earnings and profits rules is to treat a parent and a
subsidiary as a single entity by reflecting the earnings and profits of lower-tier members in the
earnings and profits of higher-tier members and consolidating the group’s earnings and profits in
the common parent. Treas. Reg. § 1.1502-33(a)(1). The preamble to the regulations describes
the earnings and profits system as “fundamentally concerned with measuring dividend paying
capacity. . ..” T.D. 8560, 1994-2 C.B. 200, 201.

The primary earnings and profits effect of the Purchase on members of the Enron
consolidated group is the reduction under section 312 in the earnings and profits Enron Sub 11
attributable to the section 304 dividend by Enron Sub II. The potential for distortions of earnings
and profits from a section 304 transaction has been specifically considered and addressed by
Congress. In the case of a section 304 transaction between members of an affiliated group,
section 304(b)(4) requires that “proper adjustments” be made to the earnings and profits of
members of the group to the extent necessary to carry out the purposes of section 304. The
consolidated return regulations implement this directive in the context of members of a
consolidated group by denying the application of section 304 to intercompany transactions.
Treas. Reg. § 1.1502-80(b). Since Enron Sub Il and Partnership are not affiliates, section
304(b)(4) and Treasury Regulation § 1.1502-80(b) should not be applicable. Given provisions
which specifically deal with potential earnings and profits distortions produced within an affiliated
group by section 304 transactions, we believe a court would be reluctant to create further
exceptions under a more general anti-avoidance provision.

? We have not analvzed the specilic carnings and profits adjustments that would be required under the
consolidated return regulations in connection with o Purchase. Our analysis of the upplication of the
unti-avoidance rule in the camings and profits rules is based on the fact that the effects of a Purchasc on the
carnings and profits of members of the Enron consolidated group will not alter the smount ol distributions by
members of the Enron consolidated group to nonmembers that are treated as made out of carnings and profits
and will not result in anv tax benclit to the Enron consolidated group or its sharcholders.
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The earnings and profits effects of a Purchase will not (i) alter the amount of actual or
deemed distributions (excluding actual or deemed distributions attributable to the Purchase) by
members of the Enron consolidated group to nonmembers that are treated as made out of
earnings and profits or (ii) result in any tax benefit to the Enron consolidated group or its
shareholders attributable to the reduction of the earnings and profits of members of the Enron
consolidated group arising from the deemed distribution created by the application of section 304
to the Purchase. Accordingly, we believe the earnings and profits effects of a Purchase should not
be considered to produce a result that is contrary to the purpose of the earnings and profits rules
or that avoids the effect of the earnings and profits rules or any other provision of the
consolidated return regulations.

d. Investment Adjustment Rules

Treasury Regulation § 1.1502-32 contains rules (the “investment adjustment rules”) for
adjusting the basis of stock of a subsidiary member of the group that is owned by another
member. These rules modify the otherwise applicable basis rules by adjusting the
shareholder/member’s basis in the subsidiary’s stock to reflect the subsidiary’s distributions and
items of income, gain, deduction and loss taken into account for the period that the subsidiary is a
member of the consolidated group. Treas. Reg. § 1.1502-32(a)(1). The amount of adjustments is
the net amount of the subsidiary’s taxable income or loss, tax-exempt income, noncapital,
nondeductible expenses, and distributions with respect to the subsidiary’s stock. Treas. Reg.

§§ 1.1502-32(b)(2). The portion of the adjustment attributable to a distribution with respect to
the subsidiary’s stock is allocated to the shares of the subsidiary’s stock to which the distribution

relates. Treas. Reg. § 1.1502-32(c)(1).

As discussed above, the Service has consistently taken the position that basis adjustments
attributable 1o the deemed distributions and contributions resulting from a section 304 transaction
are made with respect to stock held directly by the taxpayer receiving the deemed distribution or
making the deemed contribution, but not with respect to stock that is held constructively by such
taxpayer. Rev. Rul. 71-563; Rev. Rul. 70-496. Based on this authority, we believe that
distributions and contributions that are deemed to occur under section 304 with respect to stock
that is constructively held by a taxpayer should not be treated as being made through the
shareholder from whom ownership is attributed (the “direct” shareholder) for purposes of
determining the federal tax effects of such deemed transactions on the direct shareholder.
Accordingly, we believe Enron should not be treated as having either received a distribution from
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or made a contribution to Enron Sub 1 in connection with the Purchase for purposes of applying
the investment adjustment rules (or other applicable basis rules of the Code).”

The investment adjustment rules contain an anti-avoidance rule which calls for adjustments
to be made to carry out the purpose of the investment adjustment rules if a person acts “with a
principal purpose which is contrary to the purpose of [the investment adjustment rules], to avoid
the effect of [the investment adjustment rules], or to apply [the investment adjustment rules] to
avoid the effect of any other provision of the consolidated return regulations.” Treas. Reg.
§ 1.1502-32(e)(1). The purpose of the investment adjustment rules is to treat the
shareholder/member and the subsidiary as a single entity so that consolidated taxable income
reflects the group’s income. Treas. Reg. § 1.1502-32(a)(1).

The examples under the investment adjustment anti-avoidance rule suggest that it is
applicable where stock ownership or affiliated status is manipulated in order either to obtain the
benefits of positive investment adjustments without bearing the burden of corresponding negative
investment adjustments (Examples 1, 4, 5) or to shift basis among group members or among
classes of stock, thereby reducing gain recognition on an anticipated sale (Examples 2, 3). Treas.
Reg. § 1.1502-32(e)(2) Lxamples 1-5. A Purchase will not have any direct or indirect federal
income tax effect on members of the Enron consolidated group other than the section 312
earnings and profits effects and any investment and earnings and profits adjustments attributable
to the Purchase. Neither Enron nor any Affiliate of Enron will take any action that results in a net
tax benefit to the Enron consolidated group or to any Affiliate of Enron from a federal income tax
deduction or loss with respect to basis in any asset that is attributable, directly or indirectly, to a
Purchase. There is no current plan or intention, and there will be no plan or intention at the time
of any Purchase, that any member of the Enron consolidated group dispose of any stock of
Holdco, Enron Sub II, or Enron Sub I1I except to another member of the Enron consolidated
group. Neither Enron nor any Affiliate of Enron will take any action to obtain any tax benefit
from any investment adjustments attributable, directly or indirectly, to a Purchase. Based on these
facts, we believe that neither Enron nor any of its Affiliates should be considered to have a
principal purpose which is contrary to the purposes of the investment adjustment rules, to avoid
the effect of the investment adjustment rules, or to apply the investment adjustment rules to avoid
the effect of any other provision of the consolidated return regulations.

13 We have not analyzed the specific investment adjustments that would be required under the consolidated return
regulations in connection with a Purchase. Our anulysis of the gpplication of the investnent adjustment
anti-avoidance rule is based on the fact that no action will be tuken to obtain any tax benelit from investment
adjustments attributable, directly or indirectly, to a Purchase.
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4. Dividends Received Deduction

Subject to certain limitations, a corporation is allowed a deduction for a percentage of the
amount “received as dividends” from a domestic corporation which is subject to taxation under
Chapter 1 of Subtitle A of the Code. Section 243"

a. Receipt of a Dividend from a Domestic Corporation

In determining its income tax, each partner must take into account separately, as part of
the dividends received by it from domestic corporations, its distributive share of dividends
received by the partnership with respect to which the partner is entitled to a deduction under part
VIII of subchapter B (currently sections 241-250). Section 705(a)(2); Treas. Reg.

§ 1.701-1(a)(5). The character of any item of income, gain, loss, deduction, or credit included in
a partner’s distributive share under paragraphs (1) through (7) of section 701(a) is determined as
if such item were realized directly from the source from which realized by the partnership.
Section 702(b); Treas. Reg. § 1.702-1(b). Based on this authority we believe that each partner in
a partnership should be treated, for purposes of section 243, as having received its distributive
share of a partnership’s dividend income directly from the source from which the partnership
received the dividend.

Section 304 was amended in 1984 to clarify, among other things, the source of deemed
distributions. Pursuant to those amendments, section 304(b)(2) provides that the determination of
the amount which is a dividend and the source thereof is made as if the property were distributed
by the acquiring corporation to the extent of its earnings and profits and then by the issuing
corporation to the extent of its earnings and profits. The effect of this amendment was described

in the legislative history as follows:

" The revenue proposals in the President’s proposed fiscal vear 1998 budget include a proposed smendment that
would deny the dividends received deduction for dividends on “limited wim preferred stoek™ of a corporation
that 1s not un afliliate of the taxpayer. Limited term preferred stock is stock that is limited and preferred as to
dividends, thut does not participate (through a conversion privilege or otherwise) in carporate growth to any
significant extent, and with respect to which (i) the holder has the right 1o put the stock o the issuer or a related
person, (i) the issuer or a reluled person is required 1o purchase the stock, (i) it is more likely than not that the
1ssucr or a related person will exercise a right (o redeem or purchase the stock, or (iv) the dividend rate on the
stoek varies in whole or in part with relerence (o interest rates, commodity prices, or similar indices. Sce 1998
Revenue Proposals Explunation. This smendment would apply to dividends on stoek issued more than 30 days
alter the dute of cnuctment. Il enacted, this propusal would deny the dividends received deduction with respect
to dividends received by Partnership on any preferred stock of Enron Sub 111 that is issued more than 30 days
afler the dale of enactment. ’

32
EC2 000033692

C-249




PRIVILEGED AND CONFIDENTIAL
SUBJECT TO ATTORNEY-CLIENT PRIVILEGE
AND WORK-PRODUCT DOCTRINE

[I]n all cases . . . the characterization of a distribution as a dividend, and the source of the
dividend will be determined by treating the distribution as made by the acquiring
corporation directly to the selling shareholder to the extent of the earnings and profits of
the acquiring corporation and then as made by the issuing corporation directly to the
selling shareholder to the extent of its earnings and profits. Thus, any dividend received
deduction or foreign tax credit will be allowed to the same extent as if the distribution had
been made directly by the corporation which is treated as having made the distribution.

H.R. Rep. No. 98-861, at 1223 (1984). The fiction of a dividend made directly to the seller by
the acquiring corporation to the extent of the acquiring corporation’s earnings and profits has
been respected by the Service for purposes of section 243 where the seller has only constructive
ownership of stock of the acquiring corporation. Priv. Ltr. Rul. 8609054 (Dec. 3, 1985),
modified on another issue, Priv. Ltr. Rul. 8737027 (June 12, 1987) (dividends received deduction
allowed to seller that had only constructive ownership of stock of acquiring corporation).
Accordingly, we believe that, for purposes of section 243, Partnership should be treated as having
received the Deemed Distribution directly from Enron Sub 11 and SPVCo should be treated as
having received its distributive share of the Deemed Distribution directly from Enron Sub 1L

b. Section 246(c)

No deduction is allowed in respect of any dividend on any share of stock which is held by
the taxpayer for 45 days or less. Section 246(c)(1)(A). For purposes of determining the period
for which the taxpayer has held any share of stock, any day which is more than 45 days after the
date on which such share becomes ex-dividend is not taken into account. Section 246(c)(3)(B).
The holding period is reduced for periods where the taxpayer’s risk of loss is diminished. Section
246(c)(4).

Implicit in the provisions of section 702, which contemplate that a partner may be entitled
to a dividends received deduction with respect to dividends received by a partnership, is that the
holding period requirements of section 246(c) can be satisfied with respect to stock that a
corporation owns indirectly through a partnership. Accordingly, we believe that a partner should
be considered to have satisfied the holding period requirement of section 246(c) to the same
extent that the partnership that receives the dividend would be considered to have satisfied the
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holding period requirement of section 246(c) if the partnership itself were otherwise entitled to
the dividends received deduction.”®

In order to determine whether Partnership could satisfy the holding period requirement of
section 246(c), it is first necessary to identify the share of stock on which a dividend is paid. In
the context of a section 304 transaction involving constructive ownership, the identity of the stock
on which the dividend is paid is not clear. In the instant case, prior to any Purchase, Enron has a
holding period in the common stock of Enron Sub 1II and Enron Sub 11, SPVCo has a holding
period in the common stock of Enron Sub 111, and Partnership has a holding period in the
preferred stock of Enron Sub 111 in excess of the 45 days required by section 246(c)(1).
Accordingly, whether one looks to the holding period of the stock of the acquiring corporation
(Enron Sub II) or to the holding period of the stock of the issuing corporation (Enron Sub 1),
and whether one considers directly held stock or constructively held stock, we believe the holding
period requirement of section 246(c)(1) should be satisfied.

In the case of stock having a preference in dividends, the required holding period is
extended to 90 days if the taxpayer receives dividends with respect to such stock which are
attributable to a period or periods aggregating in excess of 366 days. Section 246(c)(2). If the
section 304 dividend were treated as paid on the Enron Sub 111 preferred stock, the Service might
argue that the 90 day holding period is applicable if the earnings and profits that support the
dividend were accrued over a period of more than 366 days. The Service might further argue that
the disposition in the Purchase of some of the Enron Sub 111 preferred shares prevented those
shares from satisfying the 90 day holding period requirement, triggering the application of section
246(c) to deny the dividends received deduction. Such an argument requires that the section 304
dividend be treated as paid on the transferred Enron Sub 111 preferred stock, which is inconsistent
with the directive of section 304(b)(2) and its legislative history that the section 304 distribution
be treated as made first by Enron Sub I to the extent of its earnings and profits. Moreover,

" I complete uggregate reatment of o partnership were applied for purposes ol section 246(c), it might be
argued that the holding period of the partner with respect to its interest in the partiership should be taken into
account in applying section 246(c). CIL Tress. Reg. § 1.856-3(g) (real estate investment trust deemed o own
its proportionate share of assets of purtnership in which it is a partner: holding period with respect to sale of
property by partnership is shorter ol partnership’s holding period in asset or partner’s holding period in
partnership interest): Priv. Lir. Rul. 9615004 (Apr. 12, 1996) (extending aggregate treatment prescribed by
statute for purposes of section 851(b)(2) to determine sutisfaction by regulated investment company of section
854 requirements relating to sections 243, 246, and 246A: holds regulated investment company will be
deemed to hold its proportionate shure of assets ol a partnership for the period that the pastnership held the
assets or for the period the regulated investment company has held its interest in the partnership, whichever is
shorter). Under the fucts, cach partner will have o holding period in 1ts interest in Partnership that should
satistv the requirements of section 246(¢)(1).
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where the basis of the redeemed shares is added to the basis of the retained shares, and assuming
the 90 day holding period will be satisfied with respect to the retained shares prior to any
disposition of those shares, we believe the case for applying section 246(c)(2) to deny the
dividends received deduction would be weak.

C. Section 246(b)

Section 246(b) imposes limits on the aggregate amount of section 243 deductions, based
on the taxable income of the taxpayer, computed with certain adjustments. Section 246(b)(2). In
essence, section 246(b) denies a taxpayer the benefit of the dividends received deduction to the
extent the dividend is offset by other deductions. Partnership and each of its partners will have
taxable income from nondividend sources that exceeds its deductible expenses. Accordingly, we

believe section 246(b) should not apply.
d. Section 246A

Section 246A reduces the percentage used in computing the dividends received deduction
“in the case of any dividend on debt-financed portfolio stock.” Section 246A(a). Portfolio stock
means any stock of a corporation unless, as of the beginning of the ex-dividend date, (A) the
taxpayer owns stock of the corporation that represents 50 percent of the vote and 50 percent of
the value of all stock of the corporation (the “50 percent test”), or (B) the taxpayer owns stock of
the corporation that represents 20 percent of the vote and 20 percent of the value of all stock of
the corporation (the “20 percent test™) and five or fewer corporate shareholders own stock that
satisfies the 50 percent test. Section 246A(c)(2). For purposes of satisfying the 50 percent test
and the 20 percent test, stock described in section 1504(a)(4) is not taken into account. Section

246A(c)(4).

In order to determine whether a section 304 dividend is paid on portfolio stock, it is
necessary to determine the identity of the corporation on whose stock the section 304 dividend is
paid. Section 304(a)(1) treats the purchase by Enron Sub 1l as a distribution in redemption of
stock of Enron Sub 1I and section 304(b)(2) determines the amount of the deemed distribution
which is treated as a dividend (and the source thereof) as if the property were distributed by
Enron Sub 1I. The Service has characterized 2 section 304 dividend as a dividend to the selling
corporation from the acquiring corporation where the selling corporation had only constructive
ownership of stock of the acquiring corporation. Priv. Ltr. Rul. 8609054 (Dec. 3, 1985). In
addition, the Service has applied the ownership test of section 902(a), which applies to a domestic
corporation that owns 10 percent or more of the voting stock of a foreign corporation from which
it receives a dividend, by reference to the constructive ownership of the stock of the acquiring
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corporation in a section 304 transaction. Rev. Rul. 92-86, 1992-2 C.B. 199. Accordingly, we
believe that the section 304 dividend should be treated as paid to Partnership by Enron Sub 11

While we have found no explicit authority on the identity of the stock on which a
redemption dividend is paid, we believe that a dividend that is treated as paid by Enron Sub 11
should be treated as paid on stock of Enron Sub II. See H.R. Conf. Rep. No. 98-861, at 817
(1984) (statement in legislative history of section 1059 that a redemption dividend is treated as
being made pro rata with respect to the stock of the shareholder which is not redeemed).'

Applying the requirements of section 246A at the partner level, stock of Enron Sub 1I will
not be portfolio stock with respect to SPVCo if Partnership’s constructive ownership of stock of
Enron Sub 11 is taken into account. Section 246A does not specifically provide for the general
application of constructive ownership rules. Nevertheless, in the context of a transaction which is
subject to section 304 based on ownership of the stock of Enron Sub II that is constructive only,
we believe that the constructive ownership of the stock of Enron Sub I should be taken into
account in applying section 246A with respect to a section 304 dividend from Enron Sub II. See
Rev. Rul. 92-86, 1992-2 C.B. 199. Accordingly, we believe that the stock of Enron Sub Il should
not be treated as portfolio stock with respect to SPVCo and that SPVCo’s dividends received
deduction with respect to its distributive share of the Deemed Distribution should not be subject

to reduction under section 246A.

e. Percentage

Section 243(a)(1) provides for a deduction equal to 70 percent of the dividend amount,
with certain exceptions that are not applicable to the instant case. Section 243(c) increases this
percentage to 80 percent in the case of any dividend received from a 20-percent owned
corporation. A 20-percent owned corporation is defined as any corporation if 20 percent or more
of the stock of such corporation (by vote and value) is “owned” by the taxpayer. Section
243(c)(2). This definition raises the issues of whether a partner is treated as “owning” stock
owned by a partnership and whether constructive ownership under section 304 is taken into
account in determining “ownership.”

e ‘The Service might argue that the dividend should be treated as paid on the only stock that Partnership owns
dircetly (1.c., stock ol Enron Sub [11). If the section 304 dividend were treated us a dividend on the preferred
stock of EEnron Sub 1] retained by Partnership, we believe SPVCo's dividends received deduction with respect
to the section 304 dividend should not be subject 10 reduction under section 246A because SPVCo owns 20
percent of the conunon stoek of Enron Sub [11
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With respect to the issue of whether a partner should be treated as owning stock owned
by a partnership, the Service has taken the position that ownership through a partnership is
ownership for purposes of the section 902 foreign tax credit, which applies to a domestic
corporation that “owns” 10 percent or more of the voting stock of a foreign corporation. See
Rev. Rul. 71-141, 1971-1 C.B. 211 (allowing section 902 credit to partners who hold 20 percent
interests, indirectly through a partnership, in foreign corporation). Based on this authority, we
believe that it is more likely than not that, for purposes of section 243(c), SPVCo will be treated
as owning 98 percent (its share of profits and capital) of any stock of Enron Sub 11 that
Partnership is treated as owning.

With respect to the issue of whether constructively held stock will be taken into account in
determining ownership of the payor corporation in a section 304 transaction, we again look to the
statement in the legislative history of the 1984 amendment to section 304 that any dividends
received deduction or foreign tax credit will be allowed to the same extent as if the distribution
had been made directly by the acquiring corporation (to the extent of its earnings and profits).
The Service has cited this legislative history in ruling that a section 304(a)(1) dividend qualifies
for the section 902 foreign tax credit, which applies to a domestic corporation that “owns” 10
percent or more of the voting stock of a foreign corporation, even though the transferor
corporation did not own directly any stock in the acquiring corporation. Rev. Rul. 92-86, 1992-2
C.B. 199. Of particular importance is the fact that section 902, like section 243(c), does not
invoke the constructive ownership provisions of section 318. See First Chicago Corp. v.
Commissioner, 96 T.C. 421 (1991) (corporation not allowed to aggregate its ownership with that
of its affiliates so as to meet the requisite ownership of section 902); Rev. Rul. 85-3, 1985-1 C.B.
222 (section 902 does not allow indirect ownership through subsidiaries to satisfy the section 902
ownership requirement). Nevertheless, Revenue Ruling 92-86, 1992-2 C.B. 199, explicitly holds
that the transferor corporation’s constructive ownership as determined under section 304(c) is
counted for purposes of determining the existence and amount of direct ownership under section
902. Based on the legislative history of section 304 and the Service’s position in Revenue Ruling
92-86, we believe that it is more likely than not that Partnership will be treated, for purposes of
section 243(c)(2), as “owning” the stock of Enron Sub Il that it constructively owns for purposes
of section 304.

5 Section 1059

Section 1059 provides for the reduction (but not below zero) of a corporation’s basis in
stock by the amount of the dividends received deduction allowabie with respect to certain
“extraordinary” dividends received with respect to such stock. Extraordinary dividends that
trigger the application of section 1059 include (i) a dividend received by a corporation with
respect to a share of stock that equals or exceeds a threshold percentage of the corporation’s
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adjusted basis in such share of stock, if the corporation has not held such share of stock for more
than two years before the dividend announcement date or (i) any amount treated as a dividend in
the case of any redemption of stock which is non pro rata as to all shareholders. Sections
1059(a)(1), 1059(e)(1). The reduction occurs immediately before any sale or disposition of the
stock. Section 1059(d)(1). Any excess of the dividends received deduction over the basis of the
stock is treated as gain upon disposition of the stock. Section 1059(a)(2). The Service takes the
position, and we assume for purposes of this discussion, that a partnership is treated as an
aggregate for purposes of applying section 1059, with each partner treated as owning its share of
the stock owned by the partnership. Treas. Reg. § 1.701-2(f) Example 2. The discussion refers
to Partnership and the application of section 1059 to Partnership, with the understanding that the
dividends received deduction that causes a portion of the dividend to be nontaxable is that of one

or more partners of Partnership.

While Treasury has been given broad regulatory authority by section 1059(g), to date
there have been no regulations or other administrative authorities addressing the application of
section 1059 to a section 304 transaction.!” The difficulties in determining how or whether
section 1059 should be applied in the instant case arise from the fact that Partnership does not
own directly any stock of Enron Sub II. Section 1059 assumes that the recipient of a dividend
owns the stock with respect to which a dividend is paid and has a basis in such stock that could be
reduced. Despite these uncertainties, we believe that the Purchase should not be treated as
meeting the threshold requirements of section 1059 under current law.

a. Pro Rata Redemption

A threshold question in the case of a redemption of stock is whether the redemption is pro
rata as to all shareholders. No guidance has been issued on the meaning of “pro rata” for these
purposes. The application of section 304, and the resulting deemed redemption of stock of Enron
Sub 11 from Partnership, is based on Partnership’s constructive ownership of all of the stock of
Enron Sub 1I. Where the only ownership by a taxpayer of stock of the redeeming corporation is

” The President’s fiscal vear 1998 revenue proposals include o proposed amendment that addresses the
interoction of sections 1059 and 304, See Treusury Lxplanation of Clinton Administration’s Fiscal Year 1998
Revenue Proposals (Feb. 6, 1997) (1998 Revenue Proposals Explanation™. Under this amendment, section
1059 would be applicable to the Deemed Distribution without regard to cither the holding period of any stock
or the amount of the Deemed Distribution. The eflective date of this amendment would be for transactions
afler the date of first committee action. I[ this amendment were enacted, we believe that section 1059 would
be applicuble to a Purchuse that occurs afler the eflective date o reduce Partnership s basis attributable to the
transferred shares of Enron Sub 11 preferred stock by the umount of the dividends received deduction
allowable with respect to the Deemed Distribution.
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constructive, we believe the “non pro rata” test of section 1059(e) should be applied by reference
1o this same constructive ownership. In other contexts, a redemption from a shareholder that
owns 100 percent of the stock of a corporation by attribution is treated as being pro rata. See
United States v. Davis, 397 U.S. 301 (1970) (application of attribution rules make 25 percent
shareholder a 100 percent shareholder; treated as “sole shareholder” for purposes of section 302,
Congress clearly mandated that pro rata distributions be treated under rules of section 301 rather
than under section 302; redemption was essentially equivalent to a dividend); Rev. Rul. 81-289,
1981-2 C.B. 82 (describing the distribution in Davis as “precisely pro rata”). Since Partnership
constructively owns 100 percent of all classes of stock of Enron Sub 11, we believe Partnership
should be viewed as the sole shareholder of Enron Sub 11 for purposes of testing whether a
deemed redemption from Partnership of stock of Enron Sub 11 is “pro rata as to all shareholders.”
In the case of a redemption from a sole shareholder, we do not believe it is necessary to determine
the class of stock that is deemed to have been redeemed in order to determine whether the
redemption is pro rata as to all shareholders. Accordingly, we believe the deemed redemption of
Enron Sub 11 stock from Partnership should be treated as pro rata as to all shareholders for

purposes of section 1059(e)."®

b. Two-Year Holding Period

Where a redemption is pro rata, a second threshold question for application of section
1059 is whether the stock with respect to which the dividend is received has been held by the
corporation for more than two years. For this purpose, the holding period of stock is determined
under rules similar to the rules of sections 246(c)(3) and 246(c)(4). Section 1059(d)(3). For the
reasons discussed below, we believe it is the holding period in the Enron Sub II stock that should
be relevant in applying section 1059. Accordingly, we believe that a two-year holding period with
respect to the stock of Enron Sub 11 should preclude application of section 1059.

Enron Sub 11 is the corporation that is treated as redeeming its stock under section
304(a)(1) and as the payor of the section 304 dividend under section 304(b)(2)(A). The
legislative history of section 1059 states that “if a redemption distribution is treated as a
distribution under section 301 rather than a sale or exchange of the redeemed shares under section
302(a), the distribution is treated as made, pro rata, with respect to stock of the shareholder

* If the determination of whether a redemption is pro ruta were made at the partner, rather than the purtnership
jevel, we believe the redemption should be treated gs pro ruta provided that cach partner’s distributive share of
the Wividend is proportional to cach partner’s proportionate share of stock held, directly, indirectly, or
constructively, by the partnership. We believe this should be the result il allocations of substantislly all
Partnership items, and allocations of all items relating to any stock, arc made in proportion to the cupital
contributions of cach purtner.
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which is not redeemed.” H.R. Conf. Rep. No. 98-861, at 817 (1984). Accordingly, we believe
the stock with respect to which the Deemed Distribution is made should be stock of Enron Sub 11
that is owned by Partnership and that is not redeemed (i.e., that remains outstanding afier the
transaction). Where a taxpayer does not directly own any stock of the redeeming corporation, we
believe that the holding period test of section 1059 should be applied by looking to the holding
period of stock that is constructively held by the taxpayer.

We believe looking to the holding period of the Enron Sub 11 stock is consistent with the
purpose of section 304 to ensure that Code provisions relating to dividend treatment of direct
redemptions are not circumvented through the use of indirect redemptions. It is the common
ownership by Enron of Enron Sub 11 and Enron Sub 11 that results in the application of section
304, and it is the earnings and profits of Enron Sub II that support the dividend characterization
of the deemed redemption. Under these facts, we believe that the direct redemption, the tax
consequences of which section 304 is intended to mimic, should be considered to be a redemption
of Enron Sub 1I stock from Enron. If Enron Sub 11 had redeemed a portion of its stock directly
from Enron, section 1059 would not have been applicable, given that Enron’s holding period with
respect to the Enron Sub 11 stock exceeds two years. Similarly, if Enron owned Enron Sub 111
preferred stock directly, then in a purchase by Enron Sub Il of Enron Sub 111 preferred stock
directly from Enron, we believe it would be the holding period in the stock of the redeeming
company (i.e., Enron Sub 1I) that would be considered relevant for purposes of determining
whether section 1059 would be applicable to such a transaction.

Section 1059 was enacted to address tax arbitrage opportunities presented by the effective
rate of tax on dividend income as compared to the effective rate of tax on income that could be
offset by a capital loss. H.R. Rep. No. 98-432, pt. 2, at 1186 (1984). Section 1059 is concerned
with the creation of 2 noneconomic tax loss where a corporation purchases stock in anticipation
of an extraordinary dividend, receives the dividend, and then sells the stock for a loss (resulting
from the decline in value of the stock attributable to the payment of the dividend). See HR. Rep.
No. 98-432, pt. 2, at 1184 (1984); S. Prt. 98-169, vol. 1, at 170 (1984). The Service may argue
that, despite the technical satisfaction of the two-year holding period requirement with respect to
the stock of Enron Sub I, application of section 1059 is necessary to effectuate the intent of
Congress to prevent tax arbitrage because the recipient of the extraordinary dividend
(Partnership) holds an asset (the retained Enron Sub 111 stock) with respect to which a potential
noneconomic tax loss (i.e., an excess of basis over value) has been created in connection with the
section 304 transaction. The Service might argue further that, to the extent Partnership has a
holding period of less than two years in the Enron Sub 111 stock, the literal language of section
1059 should yield to the underlying purpose of the statute to prevent tax arbitrage and section

1059 should be applicable.
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While this argument has some initial appeal, an examination of the facts indicates that the
distortion between basis and economics in the instant case is created by the combined fictions of
sections 304 and 318, which treat a sale of stock as if it were a dividend from, and a contribution
to the capital of, a corporation in which the taxpayer has no direct ownership of stock, rather than
by the effects of an extraordinary dividend addressed by section 1059. The excess of basis over
value in the stock of Enron Sub 111 retained by Partnership is not attributable to a reduction in the
value of Enron Sub 111 due to a dividend distribution, but rather to an increase in the basis of the
retained Enron Sub 111 stock with respect to a deemed contribution to capital to another
corporation (Enron Sub II). Moreover, where it is the earnings and profits of Enron Sub 1I that
support the dividend characterization of the section 304 deemed redemption, we believe the
holding period with respect to the Enron Sub 111 stock should be considered irrelevant in the

context of the objectives of section 1059.

The lack of any distortion caused by the dividend portion of a section 304 transaction (as
opposed to the basis adjustment relating to the deemed capital contribution) can be demonstrated
by comparing the economic and tax consequences of a direct dividend, a direct redemption, and a
section 304 transaction in which the stock of the acquiring corporation and the stock of the
issuing corporation are held directly by a common parent. Assume the following facts:

Initially X, a corporation unrelated to Parent, owns all 100 outstanding shares of
Acquiring;

At the beginning of Year 1, Parent purchases 75 shares of the stock of Acquiring from X
for their fair market value of $75;"

During Years 1 through 3, Acquiring accumulates $20 of earnings and profits and the fair
market value of Parent’s 75 shares of Acquiring’s stock increases to 390,

At the end of Year 3, Parent purchases 75 shares of the 100 outstanding shares of Issuing
from an unrelated party for their fair market value of $75.

At the beginning of Year 4, Acquiring does one of the following three things: (i) pays a
dividend of $20 pro rata to Parent and X; (i) redeems $20 worth of its stock pro rata from
Parent and X; or (iii) purchases 15 shares of Issuing stock from Parent for their fair

The example assumes 75 percent ownership because special rules alter the effeets of sections 304 and 1059
the casc of transactions between afliliates. See sections 304(b)(4), 1059(e)(2).
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market value of $15 (i.e., the value of the Issuing stock has not changed since the
purchase by Parent).

Economically, each of the first two transactions (the direct dividend and the direct
redemptions) would result in a $20 reduction in the overall value of Acquiring and no change in
the relative ownership of Acquiring by Parent and X. The value and basis of Parent’s stock in
Acquiring is $75 afier the distribution. The distribution does not create any potential tax loss for
Parent, because the value of the earnings and profits on which the dividend characterization of
those distributions is based is not reflected in Parent’s basis before the distribution. Consistent
with the absence of any potential for tax arbitrage at which section 1059 is directed, section 1059
is not applicable, based on Parent’s two-year holding period in its 75 shares of Acquiring stock.

The economics of the third transaction above (the paradigm section 304 transaction) are
different from those of the direct dividend and the direct redemptions. In the paradigm section
304 transaction, the overall value of Acquiring and the relative interests of Parent and X in
Acquiring are unchanged. There is no net reduction in the value of Parent’s 75 shares of
Acquiring, but the basis of those shares is increased by the deemed capital contribution of the
Issuing shares with a $15 basis. As a result, Parent holds 75 shares of Acquiring with a value and
basis of $90. As with the direct dividend and the direct redemption transactions discussed above,
the paradigm section 304 transaction does not create any potential tax loss for Parent where the
value of the earnings and profits on which the dividend characterization of the section 304
deemed redemption is based is not reflected in Parent’s basis before the transaction. Consistent
with the absence of any potential for tax arbitrage at which section 1039 is directed, the threshold
requirement of section 1059 of a holding period of two years or less would not be met based on
Parent’s two-year holding period in its 75 shares of Acquiring stock *’

Given that none of what might be considered economically equivalent transactions (a
direct dividend distribution from Enron Sub 1I to Enron, a direct redemption of Enron Sub 11
stock from Enron, and the dividend portion of a section 304 transaction in which Enron Sub 1l
purchases stock of Enron Sub 111 from Enron (with no affiliation among the parties)) would be
subject to section 1059 based on a two year holding period of the Enron Sub II stock, and that
none of those transactions appears to violate the spirit of section 1059, we believe a court should
not consider the holding period of the retained Enron Sub 111 stock to be relevant to the
application of section 1059 to the Purchase. Rather, we believe a court should recognize that the

Some redemption from X might be required to avoid section 1059(e)(1)(13), which overrides the two year
threshold requirement in the case of non pro rata redemptions. 1t is unclear how one would determine whether
g section 304 deemed redemption is pro rata where 2 sharcholder directly owns some, but less than 100
percent, of the stock of the redeeming corporation.
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distortions between basis and value created in the retained Enron Sub 111 stock are attributable to
the fictions created by sections 304 and 318 in which there is 2 deemed capital contribution to a
corporation in which the contributor has no direct ownership.

Congress viewed acquisitions of stock in anticipation of the payment of an extraordinary
dividend as the acquisition of two assets: the right to distributions to be made with respect to the
stock and the underlying stock itself. In such cases, Congress concluded that it was appropriate
10 reduce the basis of the underlying stock to reflect the value of the distribution that was not
taxed 1o a corporate distributee. See H.R. Rep. No. 98-432, pt. 2, at 1186 (1984); S. Prt. No.
98-169, vol. I, at 172 (1984). Congress used objective rather than subjective criteria to identify
transactions that were appropriately ireated as “two asset” acquisitions (i.e., those acquisitions in
which a portion of the basis of the shareholder is attributable to the value of an anticipated
distribution). The statute provides a dual test for its application, requiring both a holding period
of two vyears or less as of the dividend announcement date (presumably as an indication that the
dividend might have been anticipated at the time of the acquisition and thus reflected as a separate
asset in the acquisition transaction) and a dividend in excess of a specified percentage of the basis
in the stock (presumably to exclude regular dividends, the tax arbitrage potential of which is
addressed by section 246(c)). Subject to certain express statutory exceptions, the statute does not
apply where the taxpayer’s holding period exceeds the objective two year holding period
standard, regardless of whether the shareholder in fact anticipated an extraordinary dividend or
whether the value of an extraordinary dividend s in fact reflected in the shareholder’s basis in the
stock. In effect, there is an irrebuttable presumption that the distortion between basis and
economics created by a dividend distribution and addressed by section 1059 is not present where
a shareholder has a holding period in excess of two vyears as of the dividend announcement date.
We believe the holding period threshold in section 1059 serves as an objective substitute for an
inquiry into whether an extraordinary dividend distribution is made with respect to stock having a
basis that reflects the value of the earnings and profits that fund the extraordinary dividend. We
believe that it is consistent with the purposes of section 1059 to look to the holding period in the
stock of the corporation having the earnings and profits that fund a dividend to determine whether
the two-year threshold of section 1059 is satisfied. Accordingly, we believe that section 1059
should not be applicable to a Purchase that occurs at a time when the holding period of each share

of stock of Enron Sub II is greater than two years.

C. Threshold Percentage

The Service might argue that the relevant holding period for Partnership is the shorter of
the period for which it has constructively owned Enron Sub 11 stock and Enron’s holding period
in the Enron Sub 1I stock. We believe that the period of constructive ownership has no relevance
to the purposes of section 304 and 1059. Accordingly, we believe such an argument should be
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rejected by a court. If such an argument were, nevertheless, accepted, then in the case ofa
Purchase that occurs within two years of the formation of Partnership, the characterization of a

dividend as extraordinary would become significant.”

In general, the term “extraordinary dividend” means any dividend with respect to a share
of stock if the amount of such dividend equals or exceeds 10 percent (5 percent in the case of
stock which is preferred as to dividends) of the taxpayer’s adjusted basis in such share of stock
when aggregated with all other dividends received within an 85-day period, or exceeds 20 percent
of the taxpayer’s adjusted basis in such share of stock when aggregated with all other dividends
having ex-dividend dates within an 365-day period. Section 1059(c).

Enron Sub 1I will not, during any 85 day period that begins within two years of the
formation of Partnership, purchase Enron Sub 111 preferred stock in amounts such that, if the
dividends resulting from all Purchases (“Section 304 Dividends™) were treated as made pro rata
with respect to all stock of Enron Sub 11, the sum for any share of stock of Enron Sub 11 of all
Section 304 Dividends that are treated as made with respect to such share of Enron Sub II stock
during such 85 day period plus all other dividends on such share that are received or that have an
ex-dividend date during such 85 day period is greater than 10 percent of the shareholder’s basis in
such share. Enron Sub 1I will not, during any 365 day period that begins within two years of the
formation of Partnership, purchase Enron Sub 111 preferred stock in amounts such that, if the
Section 304 Dividends resulting from all Purchases were treated as made pro rata with respect to
all stock of Enron Sub 11 the sum for any share of stock of Enron Sub II of all Section 304
Dividends that are treated as made with respect to such share of Enron Sub 11 stock during such
365 day period plus all other dividends on such share that are received or that have an ex-dividend

3 The two-vear holding period requirement of scction 1059 must be satisficd on the dividend announcement date.
The term “dividend announcement date” means the date on which the corporation declares, announces, or
agrecs to the amount or payment of such dividend, whichever is the carliest. Section 1059(d)(5). The
lcgislative history of this provision states that “[i)f there is a formal or informal agreement to pay the perticular
dividend prior to the declaration dute, the date of such sgreement shall be treated as the dividend snnouncement
date for purposes of applying the two-year holding period requirement.” 1LR. Conf. Rep. No. 99-841, vol. 1],
at 1-164 (1986). While it is anticipated that a substantial portion of the preferred stock ol Enron Sub 111 may
be sold over time, the timing and amount of Purchases will be contingent on g variety of [actors, including the
continued availability of the anticiputed accounting treatment of such transactions and the financial position of
1inron und its Aflilintes that ore included in its consolidated financial statements. With respect to any Purchasc
that may occur more than two years aller the 304 Start Datc, there is currently no fixed plan as to the date or
amount ol any such Purchase and there will be no announcement, action by Enron Sub 1I's board of directors,
formal or informal agreement or fixed plan, commitment, or other action reluting to the amount or the tine of
such Purchasc within two vears of the 304 Start Date. Bused on these facts, we believe that, with respect Lo g
Purchase that occurs after the date that is two years afler the 304 Start Date, the dividend announcement date
also should be considered to be more than two vears aller the 304 Start Date.
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date during such 365 day period is greater than 20 percent of the shareholder’s basis in such
share. Based on these facts, we believe a dividend attributable to a Purchase and deemed made
with respect to stock of Enron Sub II that has been constructively held by Partnership for less
than two years should not be treated as exceeding the threshold percentage *

D. Formation of Holdco and Enron Sub 111

1. Application of Section 351

The transfer by Enron of X percent of the common stock of Regulated to Enron Sub 1l in
exchange for 80 percent of the common stock of Enron Sub 111 is a transfer to a controlled
corporation as described in section 351(a), whether viewed separately or in combination with the
transfers of cash by Partnership and SPVCo to Enron Sub 111 Accordingly, no gain or loss
should be recognized by Enron on the exchange. Enron’s basis in its Enron Sub 111 stock should
be the same as its basis in the contributed Regulated stock. Section 358

The transfer by Enron to Holdco of common stock of Regulated in exchange for all of the
common stock of Holdco, and the transfer by Enron Sub 111 to Holdco of common stock of
Regulated and cash in exchange for all of the preferred stock of Holdco, are transfers to a
controlled corporation as described in section 351 (a), upon which no gain or loss should be
recognized. See Treas. Reg. § 1.1502-34.

The Service might argue that the threshold tests of section 1059 should be applicd by reference to the retained
stock of the issuing corporation (Enron Sub 111) where that is the only stock that the dividend recipient
(Partnership) owns directly. In support of such a position, the Service might point o the tact that the
determination of whether the redemption is a sale or exchange is made by reference to the ownership of stock
of the issuing corporation, without regard to the identity of the corporation that is deemed to have mede the
redemption or to have paid the dividend, and that the basis altributable to the deemed capital contribution of the
redeemed shares 1o the acquiring corporation attaches to the retained shares of the 1ssuing corporation, in the
absence of any direct ownership of stock of the acquiring corporation. As discussed in the text, we helieve that
the threshold test of section 1059 should be applied by reference to the stock of the acquiring corporation
(Linron Sub 11), where such corporation is treated as muking the redemption under section 304(a)(1) snd s
having made the section 301 distribution under section 304(b)(2)(A). In the event that, contrary o our views,
a court were to apply the threshold tests of section 1059 by reference to the stock ol the issuing corporation
(Linron Sub 111), the application of section 1059 could be avoided if the amount of Purchases and Enron Sub [11
Redemptions satisficd the threshold percentage requirements described above, us upplicd to the Enron Sub il
preferred stock held by Partnership. Under such circumstances, the pereentage threshold tests would be 5
percent per 85 day period (instead of 10 percent) and 20 percent per 365 day period of the basis ol Partnership
in the Enron Sub 111 preferred stock.
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Enron Sub I1I's basis in its Holdco preferred stock should equal the amount of cash
contributed plus the basis of the Regulated stock at the time of the contribution. Section 362(a).
Holdco’s basis in its Regulated stock should be equal to the sum of Enron’s and Enron Sub III's
basis in the transferred stock immediately prior to its contribution to Holdco. Section 362(a).

2. Earnings and Profits Rules

The consolidated return regulations modify the determination of the earnings and profits
of a member of a consolidated group (“P”) by adjusting the earnings and profits of P to reflect a
subsidiary’s (*S”) earnings and profits for the period that S is a member of the consolidated
group. Treas. Reg. § 1.1502-33(a)(1). The purpose for these modifications (the “earnings and
profits rules”) is to treat P and S as a single entity by reflecting the earnings and profits of ‘
lower-tier members in the earnings and profits of higher-tier members and consolidating the
group’s earnings and profits in the common parent. 1d. Adjustments to the earnings and profits
of P under these rules are in addition to adjustments under other rules of law (e.g., section 312),
subject to the limitation that P’s earnings and profits must not be adjusted in a manner that has the

effect of duplicating an adjustment. Treas. Reg. § 1.1502-33(a)(2).

The general rule is that S’s earnings and profits are “tiered up” to P. Under Treasury
Regulation § 1.1502-33(b)(1), P’s earnings and profits are adjusted to reflect changes in S's
earnings and profits in accordance with the applicable principles of Treasury Regulation
§ 1.1502-32 (the investment adjustment rules), S’s earnings and profits are allocated among S’s
shares under the principles of Treasury Regulation § 1.1502-32(c) of the investment adjustment
rules, and the principles of the investment adjustment rules are modified in that P’s earnings and
profits adjustment is determined by reference to S’s earnings and profits, rather than S’s taxable

and tax-exempt items.

The earnings and profits rules contain a provision that deals with a change in location of a
subsidiary within the group. Treas. Reg. § 1.1502-33(f)(2). Under this rule, if the location of a
member changes within a group, “appropriate adjustments” must be made to the earnings and
profits of the members to prevent the earnings and profits from being eliminated. 1f P transfers all
the stock of S to another member in a section 351 transaction, the transferee’s earnings and
profits are adjusted immediately after the transfer to reflect the earnings and profits of S
immediately before the transfer. Accordingly, we believe the transfer by Enron of X percent of
the common stock of Regulated to Enron Sub 111 should cause X percent of the earnings and
profits of Holdco to “tier up” to Enron Sub 1II. Similarly, we believe the transfer by Enron and
Enron Sub 111 of all of the stock of Regulated to Holdco should cause the earnings and profits of
Regulated to “tier up” to Holdco. Given the clear “tier up” example in the regulations, we do not
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believe that the transfer by Enron Sub III of Regulated stock to Holdco should affect the “tier up”
of X percent of Regulated’s earnings and profits to Enron Sub 1L

3. Earnings and Profits Anti-avoidance Rule

The earnings and profits rules contain an anti-avoidance rule that provides for adjustments
as necessary to carry out the purposes of the rules if any person acts with a principal purpose
contrary to the purpose of the rules, to avoid the effect of the rules, or to apply the rules to avoid
the effect of any other provision of the consolidated return regulations. Treasury Regulation
§ 1.1502-33(g). The primary earnings and profits effects of the formation of Holdco and Enron
Sub 111 on members of the Enron consolidated group are the duplication of all of Regulated’s
earnings and profits in Holdco and the duplication of X percent of the earnings and profits of
Regulated in Enron Sub 111 These earnings and profits effects will cause redemption distributions
by Holdco to Enron Sub 111 and by Enron Sub 111 to Partnership to be treated as dividends.

The statement of the purpose of the earnings and profits rules (to treat a parent and a
subsidiary as a single entity by reflecting the earnings and profits of lower-tier members in the
earnings and profits of higher-tier members and consolidating the group’s earnings and profits in
the common parent) is consistent with these effects. The rules cause the earnings and profits of
Regulated to “tier up” to Holdco and Enron Sub 11, which are higher-tier members in the Enron
group. Reflecting the earnings and profits of Regulated in Holdco and Enron Sub 111 is consistent
with treating the Enron consolidated group as a single entity. Accordingly, we do not believe that
the earnings and profits anti-avoidance rule should be applicable to the formation of Holdco and

Enron Sub Il

E. Holdco Redemption

1. Dividend Treatment

A distribution in redemption of stock from a corporate shareholder is treated as a sale or
exchange of stock if the redemption is not essentially equivalent to a dividend, is substantially
disproportionate with respect to the shareholder, or is in complete redemption of all of the stock
of the corporation owned by the shareholder. Sections 302(a), 302(b). In general, the
constructive ownership rules of section 318(a) apply for purposes of these tests. Section
302(c)(1). A redemption that is not treated as a sale or exchange under section 302(a) is treated
as a distribution of property to which section 301 applies. Section 302(d).

Enron Sub 111 owns all of the preferred stock of Holdco. Under the constructive
ownership rules of section 318, Enron Sub 11l owns all of the stock owned by Enron. Enron
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owns all of the common stock of Holdco. Applying the constructive ownership rules, Enron Sub
111 should be treated as owning all of the stock of Holdco both before and after a Holdco
Redemption. In the absence of any change in Enron Sub III's ownership of Holdco as a result of
a Holdco Redemption, the redemption would not be substantially disproportionate or a complete
redemption of all stock of Holdco owned by Enron Sub 1II. Moreover, we believe such a
redemption should not be treated as not essentially equivalent to a dividend. See United States v.
Davis, 397 U.S. 301 (1970). Accordingly, we believe the redemption should not be treated as a
sale or exchange under section 302(a) and should be treated as a distribution of property to which

section 301 applies.

Under section 301(c)(1) and section 316, a distribution is treated as a dividend to the
extent of the earnings and profits of the distributing corporation. Given current and accumulated
earnings and profits of Holdco for the year in which Holdco Redemption occurs in excess of the
aggregate amount of the redemption price plus all other actual or deemed section 301
distributions by Holdco for that year, the full amount of the redemption should be treated as a
dividend from Holdco to Enron Sub III.

2. Section 312 Earnings and Profits and Section 302 Basis Effects

Under section 312, the earnings and profits of Enron Sub 111 should be increased by the
amount of the dividend and the earnings and profits of Holdco should be decreased by the amount
of the dividend. Under section 302, “proper adjustment of the basis of the remaining stock will be
made with respect to the stock redeemed.” Treas. Reg. § 1.302-2(c). The examples in Treasury
Regulation § 1.302-2(c) suggest that the “proper adjustment” is to increase the basis of stock
retained by the taxpayer by the amount of the taxpayer’s basis in the redeemed stock, even where
dividend treatment is based on constructive ownership of shares held by someone other than the
taxpayer. See Treas. Reg. § 1.302-2(c) Example (1), Example (3). Accordingly, we believe the
proper adjustment in the case of a Holdco Redemption of some, but not all, of Holdco preferred
stock held by Enron Sub 111 should be to increase the basis of the remaining Holdco preferred
stock held by Enron Sub III by the amcunt of the basis of Holdco preferred stock that is

redeemed.

3. Consolidated Return Adjustments

In addition to the above effects under sections 312 and 302, the consolidated return
regulations provide for earnings and profits adjustments and investment adjustments in connection
with the dividend. Treas. Reg. §§ 1.1502-32, -33. Under the consolidated return regulations, the
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dividend should be excluded from Enron Sub I1I’s income to the extent that Enron Sub Il has a
corresponding negative basis adjustment under the investment adjustment rules. Treas. Reg.

§§ 1.1502-13(H(2)(ii).

a. Investment Adjustment Rules

The consolidated return regulations provide for adjusting the basis of the stock of §
owned by P to reflect §’s distributions and S’s items of income, gain, deduction, and loss taken
into account for the period that S is 2 member of the consolidated group. Treas. Reg.

§ 1.1502-32(a)(1). The purpose of these adjustments (the “investment adjustment rules™) is to
treat P and S as a single entity so that consolidated taxable income reflects the group’s income.
Id. Adjustments to P’s basis in S’s stock under these rules are in addition to adjustments under
other rules of law (e.g., section 1016), subject to the limitation that P’s basis in S’s stock must not
be adjusted in a manner that has the effect of duplicating an adjustment. Treas. Reg.

§ 1.1502-32(a)(2). Adjustments are made as of the close of each consolidated return year, and as
of any other time (an interim adjustment) if a determination at that time is necessary to determine
a tax liability of any person. Treas. Reg. § 1.1502-32(b)(1).

The amount of the adjustment to P’s basis in S’s stock is the net amount of §’s (i) taxable
income or loss, (ii) tax-exempt income, (iii) noncapital, nondeductible expenses and (iv)
distributions with respect to S’s stock. Treas. Reg. § 1.1502-32(b)(2). Distributions, for these
purposes, are distributions with respect to S’s stock to which section 301 applies and all other
distributions treated as dividends. Treas. Reg. § 1.1502-32(b)(3)(v).

The portion of an adjustment that is described in Treasury Regulation
§ 1.1502-32(b)(2)(iv) (the “negative distribution adjustment”) is allocated to the shares of S’s
stock to which the distribution relates. Treas. Reg. § 1.1502-32(c)(1). The remainder of the net
adjustment (the “net remainder adjustment”) is allocated among the shares of 8's stock according
to a series of rules. 1f the net remainder adjustment is positive, it is allocated first to any preferred
stock to the extent required (when aggregated with prior allocations) to reflect distributions
described in section 301 (and all other distributions treated as dividends) to which the preferred
stock becomes entitled, and arrearages arising, during the period that S is a member of the
consolidated group. Treas. Reg. § 1.1502-32(c)(1), -32(c)(3). If the net remainder adjustment is
negative, it is allocated only to common stock. Treas. Reg. § 1.1502-32(c)(1). If S has more
than one class of common stock, the extent to which a net remainder adjustment is allocated to
each class is determined by taking into account the terms of each class and all other facts relating
to the overall economic arrangement. The allocation generally must reflect the manner in which
the classes participate in the economic benefit or burden (if any) corresponding to the items of
income, gain, deduction, or loss allocated. Treas. Reg. § 1.1502-32(c)(2)(ii). Within a single

49
EC2 000033709




PRIVILEGED AND CONFIDENTIAL
SUBJECT TO ATTORNEY-CLIENT PRIVILEGE
AND WORK-PRODUCT DOCTRINE

class of common stock, the net remainder adjustment is generally allocated equally to each share
within the class. Treas. Reg. § 1.1502-32(c)(2)(i).

A member’s basis in each share of S’s preferred and common stock must be redetermined
whenever necessary to determine the tax liability of any person. Treas. Reg. § 1.1502-32(c)(4)(i).
The redetermination is made by reallocating S’s net remainder adjustment for each consolidated
return year (or other applicable period) of the group by taking into account all of the facts and
circumstances affecting allocations as of the redetermination date. 1d.

The redemption of Holdco preferred stock from Enron Sub LI should be treated as a
distribution subject to section 301 and as a dividend, creating a negative adjustment for the
distribution which is allocated to the shares of Holdco stock to which the distribution relates.?
Section 302(d) characterizes the redemption as a distribution to which section 301 applies, but
does not identify the shares to which such distribution relates. The preamble to the proposed
investment adjustment rules justifies the negative basis adjustment for all distributions based on
the fact that a distribution always reduces the value of s stock, and the basis adjustments reflect
this decrease. Based on this explanation for the negative distribution adjustment and on the
transfer of the basis of the redeemed shares to the Holdco shares retained by Enron Sub I1I, we
believe the shares to which the Holdco Redemption distribution relates should be considered, for
purposes of the investment adjustment rules, to be the Holdco shares retained by Enron Sub I111.
Accordingly, we believe the negative distribution adjustment attributable to the Holdco
Redemption should be allocated to Enron Sub II.

» Section 1059 adjustments, if any, are taken into account as noncapital, nondeductible expenses. Treas. Reg.
§ 1.1502-32(b)(3)(iii)(B). The legislative history of section 1059 indicates that basis reductions under section
1059 are not to he made if thev would duplicate basis adjustments under the consolidated return rules with
respect to distributions or deemed distributions. See S. Rep. 100-445, at 42, 43-44 (1988): H.R. Rep. No.
100-795, at 40, 42 (1988); ILR. Conl. Rep. No. 99-841, vol. 11, at I-166 (1986). S. Rep. No. 99-313, at 250
(1985). Under the current investment adjustment regulations, a negative basis adjustment is required lor all
distributions between members of a consolidated group. Accordingly, any spplication of section 1059100
Jividend between members of o consolidated group would result in duplicate basis adjustments, contrary to the
expressed intent of Congress. While the consolidated retum regulations do not specilically state that scction
1059 is not applicable within a consolidated group, they do prohibit duplicate busis adjustments. ‘Tress. Reg.
§ 1.1502-32(a)(2). Furthermore, we believe the preambie to the proposed investment adjustment regulations
implicitly recognizes that scetion 1059 is not applicable to transactions between members of a consolidoted
group. The preamble, in justifying the rule that all distributions result in negative investment adjustments,
points out that providing exceptions to this rule would require special rules 1o implement seetion
1059(¢)(2)(B) in certain cases. Based on the above suthorities, we believe that section 1059 is not applicable
to dividends between members ol a consolidated group.
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Treating the Holdco Redemption as a distribution with respect to the Holdco preferred
stock retained by Enron Sub 111, the allocation rules of Treasury Regulation § 1.1502-32(c)(1),
-32(c)(3), and -32(c)(4) direct that positive net remainder adjustments be allocated, either from
the current year or from prior years under a cumulative redetermination, to the Holdco preferred
stock retained by Enron Sub 111 to the extent required (when aggregated with prior allocations to
the Holdco preferred stock) to reflect the Holdco Redemption distribution plus all other
distributions described in section 301 (and all other distributions treated as dividends) and
arrearages with respect to the preferred stock. To the extent that positive investment adjustments
with respect to Regulated common stock are reflected in the basis of the Holdco preferred stock,
it might be argued that some portion of these adjustments already “reflect” the Holdco
Redemption distribution in the basis of the Holdco preferred stock and no further positive
investment adjustment is necessary. Similarly, if Holdco investment adjustments were allocated to
the Holdco preferred stock in excess of the coupon on the Holdco preferred stock in order to
reflect the liquidation preference of those shares in the unrealized appreciation of Regulated
represented by the value of the Regulated common shares at the time of their contribution to
Holdco by Enron Sub 111, some portion of such investment adjustments might be viewed as
“reflecting” the Holdco Redemption distribution. Under such a view, the positive adjustment
required to reflect the Holdco Redemption distribution would equal the excess of the Holdco
Redemption distribution over prior investment adjustments allocable to the Holdco preferred
stock (including investment adjustments allocable to the Regulated common stock that Enron Sub
111 contributed to Holdco) that reflect the amount paid in the redemption. To the extent that the
positive investment adjustment required to reflect the Holdco Redemption distribution is less than
the full amount of the Holdco Redemption payment (i.e., the amount of the negative investment
adjustment attributable to the distribution), the net investment adjustment with respect to the
Holdco Redemption will be negative.*

b. Earnings and Profits Rules

The application of the earnings and profits rules to a Holdco Redemption is unclear, both
because of difficulties in translating the principles of the investment adjustment rules to apply in
the context of earnings and profits adjustments and because of the existence of special rules
modifying the general rule in the earnings and profits rules. Looking first at the translation issue,
under the investment adjustment rules, negative distribution adjustments are allocated to the

C To the extent that Toldeo’s current vear positive net remainder adjustment is insuflicient to match all
previously unmatched section 301 distributions and other dividends with respect to its preferred stock,
application of the cumulative redetermination rule as described above should result in a reduction of prior
positive adjustments to the basis of Holdeo common stock (or the predecessor shares of Regulated common
stock) held by Enron. See Treas. Reg. § 1.1502-32(c)(5) Example 3.
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shares of S stock to which the distribution relates and the net remainder adjustment is allocated
among shares of §’s stock in accordance with the rules set forth in Treasury Regulation

§ 1.1502-32(c). Since distributions are reflected in S’s earnings and profits (which would be part
of the net remainder adjustment) but not in S’s taxable income, an issue arises whether the
reduction in earnings and profits attributable to a distribution should be treated as a negative
distribution adjustment or as an element of the net remainder adjustment. In the absence of any
clear direction, we have considered the effects of both approaches.?

Treating the earnings and profits effects of a distribution as a separate item, and treating
the Holdco Redemption/section 301 dividend as relating to the Holdco preferred stock retained by
Enron Sub 111, the reduction in Holdco’s earnings and profits attributable to the Holdco
Redemption/section 301 dividend should be allocated to Enron Sub 111 and positive net remainder
adjustments, either from the current year or from prior years under a cumulative redetermination,
should be allocated to the Holdco preferred stock retained by Enron Sub 11l in an aggregate
amount equal to the excess of the amount of the Holdco Redemption/section 301 dividend over
prior allocations of positive net remainder adjustments that are treated as reflecting the Holdco
Redemption/section 301 dividend (e.g., positive net remainder adjustments with respect to
Regulated common stock that are reflected in Enron Sub 1II’s earnings and profits as a result of
the contribution of the Regulated common stock to Enron Sub 111). The net effect of these
adjustments on Enron Sub I1] would be to reduce Enron Sub I11I's earnings and profits by the
amount of any prior “tier up” of Regulated’s or Holdco's earnings and profits that are treated as
reflecting the redemption distribution, leaving Enron Sub 111 with earnings and profits, after the

» The one example in the carnings and profits rules that involves a distribution during a year in which a
corporation has current camings and profits contains language that suggests a netting approach. Tress. Reg.
§ 1.1502-33(b)(3)(ii) £xample 1(¢). Inthe example, S distributes $50 10 1 in u year during which § has $100
of current cornings and profits. The example concludes that “P’s carnings und prolits are increased by $100
(S’s $50 of undistributed camings and profits, plus P’s receipt of the $50 distribution).” This statement
suggests that the rules are applied by netting the $50 carnings and profits reduction from the distribution with
the $100 of current curnings and profits, resulling in an adjustnient equal to the net change in $’s carnings and
profits of $50. The language could be explained, however, as o summary ol the net elleets of application of the
rules first to reduce P’s comings und profits by the $50 reduction in S's carnings and profits attributable to the
distribution and then to increase P's carnings and profits by the $100 increase in S's earnings and prolits
attributable to other items. Accordingly, we do not believe this example is conclusive as to the manner in
which the carnings and prolits reduction attributable to a distribution is treated. Butel. Treas. Reg.
§ 1.1502-32(b)(S) Example 5(u) (describing investment adjustments for current distribution; “P increuses its
basis in S’s stock . . . by a $110 net amount (3120 of taxable income, less a $10 distribution)™).
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section 312 increase for the dividend and the net earnings and profits adjustments, equal to the
amount of the Holdco Redemption/section 301 dividend.**

Treating the earnings and profits effects of a distribution as an element of the net
remainder adjustment, the excess of the Holdco Redemption/section 301 dividend over Holdco’s
current earnings and profits should result in a negative net remainder adjustment. Negative net
remainder adjustments are allocated only to common stock. Accordingly, under this view there
would be no adjustments to Enron Sub 11I's earnings and profits, leaving Enron Sub 111 with
section 312 earnings and profits equal to the amount of the Holdco Redemption/section 301
dividend plus the amount of any prior “tier up” of earnings and profits. (Presumably a cumulative
redetermination would not allocate positive net remainder adjustments to Enron Sub 111 in the
amount of the Holdco Redemption/section 301 dividend because that distribution is already
“reflected” by the inclusion of the earnings and profits effects of the distribution in the net
remainder adjustment for the year of the distribution. Moreover, it would appear that future
dividend distributions on the Holdco preferred should be treated as already “reflected” to the
extent of the lesser of the negative remainder adjustment created by the Holdco Redemption and
any prior “tier up” of earnings and profits that is treated as reflecting the Holdco Redemption

/section 301 dividend.)

4. Anti-avoidance Rules

The investment adjustment rules contain an anti-avoidance rule which calls for adjustments
to be made to carry out the purpose of the investment adjustment rules if a person acts “with a
principal purpose which is contrary to the purpose of [the investment adjustment rules], to avoid
the effect of [the investment adjustment rules], or to apply [the investment adjustment rules] to
avoid the effect of any other provision of the consolidated return regulations.” Treas. Reg.
§ 1.1502-32(e)(1). The purpose of the investment adjustment rules is to treat the
shareholder/member and the subsidiary as a single entity so that consolidated taxable income
reflects the group’s income. Treas. Reg. § 1.1502-32(a)(1).

The examples under the investment adjustment anti-avoidance rule suggest that it is
applicable where stock ownership or affiliated status is manipulated in order either to obtain the
benefits of positive investment adjustments without bearing the burden of corresponding negative
investment adjustments (Examples 1, 4, 5) or to shift basis among group members or among

‘This assumes that any prior tier up of carnings and profits that reflect the redemption distribution has been
retained by linron Sub 111 This should be the case where there have been no Enron Sub [11 Redemplions prior
to 8 Holdco Redemption and Enron Sub 111 has current carnings and prolits in cach year in excess of all

distributions (other the Inron Sub I Redemptions) made on 1ts stock.
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classes of stock, thereby reducing gain recognition on an anticipated sale (Examples 2, 3). Treas.
Reg. § 1.1502-32(e)(2) Exanmples 1-5. A Holdco Redemption will not have any direct or indirect
federal income tax effect on members of the Enron consolidated group other than the section 312
transfer of earnings and profits from Holdco to Enron Sub 111 and any investment and earnings
and profits adjustments attributable to a Holdco Redemption. Neither Enron nor any Affiliate of
Enron will take any action that results in a net tax benefit to the Enron consolidated group or to
any Affiliate of Enron from a federal income tax deduction or loss with respect to basis in any
asset that is attributable, directly or indirectly, to a Holdco Redemption. There is no current plan
or intention, and there will be no plan or intention at the time of any Holdco Redemption, that any
member of the Enron consolidated group dispose of any stock of Holdco or Enron Sub 11l except
to another member of the Enron consolidated group. Neither Enron nor any Affiliate of Enron
will take any action to obtain any tax benefit from any investment adjustments attributable,
directly or indirectly, to a Holdco Redemption. Based on these facts, we believe that neither
Enron nor any of its Affiliates should be considered to have a principal purpose which is contrary
to the purposes of the investment adjustment rules, to avoid the effect of the investment
adjustment rules, or to apply the investment adjustment rules to avoid the effect of any other
provision of the consolidated return regulations.

The earnings and profits rules contain an anti-avoidance rule that provides for adjustments
as necessary to carry out the purposes of the rules if any person acts with a principal purpose
contrary to the purpose of the rules, to avoid the effect of the rules, or to apply the rules to avoid
the effect of any other provision of the consolidated return regulations. Treasury Regulation
§ 1.1502-33(g). The primary earnings and profits effect of Holdco Redemption on members of
the Enron consolidated group is the transfer of earnings and profits of a Holdco to Enron Sub 11
This earnings and profits effect will cause a distribution by Enron Sub 111 to Partnership in
redemption of Enron Sub 111 preferred stock to be treated as a dividend. '

The statement of the purpose of the earnings and profits rules (to treat a parent and a
subsidiary as a single entity by reflecting the earnings and profits of lower-tier members in the
earnings and profits of higher-tier members and consolidating the group’s earnings and profits in
the common parent) provides little real guidance against which to measure the effect of a
mechanical application of the rules to a Holdco Redemption. The allocation rules reflect the
earnings and profits of Holdco in Enron Sub 111, which appears to be a higher-tier member in that
it owns stock of Holdco. Moreover, reflecting the earnings and profits of Holdco in Enron Sub
111 seems to be consistent with treating the Enron consolidated group as a single entity.

The attempt to deduce a more detailed purpose for the earnings and profits adjustments as
applied to redemptions by looking at the detailed rules is equally disappointing, since the detailed
rules appear to provide diametrically opposed results in the case of a redemption depending on

54
EC2 000033714
C-271




PRIVILEGED AND CONFIDENTIAL
SUBJECT TO ATTORNEY-CLIENT PRIVILEGE
AND WORK-PRODUCT DOCTRINE

whether the redemption dividend relates to preferred or common stock. A redemption dividend
that relates to common stock would appear to require a corresponding allocation of earnings and
profits pro rata to each share of common stock or, in the case of more than one class of common
stock, to the various classes of common stock based on the manner in which each class shares in
the economic benefits or burdens associated with the earnings and profits. In contrast, a
redemption dividend that relates to preferred stock appears to require a corresponding allocation
of earnings and profits to the preferred stock, without regard to the manner in which various
classes of stock share in the economic benefits or burdens associated with the earnings and

profits.

Given a clearly stated mechanical rule with respect to the manner in which earnings and
profits are allocated to preferred stock with respect a distribution to which that stock is entitled, it
is difficult to see how the statement of purpose in the earnings and profits rules would justify a
conclusion that a redemption transaction produces a result that is contrary to the purposes of the
rules. The Service might argue, however, that the purposes of the rules are not limited to treating
the group as a single entity. In support of its position, the Service could point to the fact that the
purpose is implemented by reflecting the earnings and profits of lower-tier members in the
earnings and profits of higher-tier members and consolidating the group’s earnings and profits in
the common parent (i.e., tiering profits upstream through the ownership chain only). If single
entity treatment were the sole purpose of the regulations, earnings and profits should be tiered
downstream through a chain as well as upstream. Moreover, the change in location provision
indicates that the earnings and profits rules are concerned with the location of earnings and profits
within a group as well as with the consolidation of earnings and profits in the ultimate parent of

the group.

The Service might also point to the preamble to the regulations, which describes the
earnings and profits system as “fundamentally concerned with measuring dividend paying
capacity. . . .” T.D. 8560, 1994-2 C.B. 200, 201. The Service might argue that the earnings and
profits rules are designed to “tier up” earnings and profits to reflect the economic interest in
earnings and profits of shareholders that are “upstream” in the corporate chain from those
earnings and profits, thereby reflecting the dividend paying capacity of such higher-tier members.
Based on this theory, the Service might argue that, economically, Enron Sub I1II has no dividend
paying capacity in excess of that attributable to the coupon it receives on Holdco preferred stock.
While the Enron consolidated group has dividend paying capacity attributable to Holdco’s
accumulated earnings and profits, the economics supporting that dividend paying capacity remain
with the Holdco common stock. Given that the dividend characterization of a Holdco
Redemption is inconsistent with the economics of the transaction vis-a-vis Enron Sub 11l (i.e.,
without regard to Enron Sub III’s constructive ownership of Holdco common stock held by
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Enron), the Service might argue that such a dividend should not carry earnings and profits with it
in a consolidated group.

This argument fails to explain the reasons for the disparate treatment by the earnings and
profits rules of redemption dividends relating to preferred stock and redemption dividends relating
to common stock. While the common stock allocation rules key off of economics, the preferred
stock allocation rules look exclusively to the entitlement to distributions, without reference to
economics. Given the conflict between the view of the earnings and profits regulations as
reflecting economic dividend paying capacity and the clearly stated mechanical rule relating to
allocations to preferred stock, we believe the purposes of the earnings and profits rules as applied
to redemption dividends that relate to preferred stock are so vague as to make application of the
anti-avoidance rule difficult. Nevertheless, where a transaction is specifically structured to put a
taxpayer in the position of utilizing a mechanical rule to its own advantage, we believe there is a
risk that a court would sustain an application of the earnings and profits anti-avoidance rule.

There is no current plan or intention, and there will be no plan or intention at the time of
any Holdco Redemption, that any member of the Enron consolidated group dispose of any stock
of Holdco or Enron Sub 111 except to another member of the Enron consolidated group. Neither
Enron nor any Affiliate of Enron will take any action to obtain any tax benefit from any
investment adjustments attributable, directly or indirectly, to a Holdco Redemption. Under these
circumstances, we believe that neither the investment adjustment anti-avoidance rule nor the
intercompany transaction anti-avoidance rule should be applicable to a Holdco Redemption.

F. Enron Sub 111 Redemption

1. Dividend Treatment

A distribution in redemption of stock from a corporate shareholder is treated as a sale or
exchange of stock if the redemption is not essentially equivalent to a dividend, is substantially
disproportionate with respect to the shareholder, or is in complete redemption of all of the stock
of the corporation owned by the shareholder. Sections 302(a), 302(b). A pro rata redemption
from all shareholders cannot satisfy any of these conditions. Accordingly, we believe an Enron
Sub 111 Redemption should be treated as a distribution of property to which section 301 applies.
Section 302(d).

Under section 301(c)(1) and section 316, a distribution is treated as a dividend to the
extent of the earnings and profits of the distributing corporation. Given current and accumulated
earnings and profits of Enron Sub 111, determined without regard to any Holdco Redemptions and
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without regard to any Enron Sub 111 Redemptions, for the taxable year in which the Enron Sub III
Redemption occurs in excess of the aggregate amount of any distributions, other than an Enron
Sub 111 Redemption, made or deemed made by Enron Sub 111 to its shareholders during such year,
the full amount of the redemption should be treated as a dividend from Enron Sub III to each

redeemed shareholder.
2. Section 312 Earnings and Profits and Section 302 Basis Effects

Under section 312, the earnings and profits of each redeemed shareholder should be
increased by the amount of the dividend and the earnings and profits of Enron Sub 111 should be
decreased by the amount of the dividend. Under section 302, “proper adjustment of the basis of
the remaining stock will be made with respect to the stock redeemed.” Treas. Reg. § 1.302-2(c).
The examples in Treasury Regulation § 1.302-2(c) suggest that the “proper adjustment” is to
increase the basis of stock retained by the taxpayer by the amount of the taxpayer’s basis in the
redeemed stock, even where dividend treatment is based on constructive ownership of shares held
by someone other than the taxpayer. See Treas. Reg. § 1.302-2(c) Example (1), Example (3).
Accordingly, we believe the proper adjustment in the case of an Enron Sub 111 Redemption of
some, but not all, of the Enron Sub III stock held by a shareholder should be to increase the basis
of the remaining Enron Sub III stock held by the shareholder by the amount of the basis of the
Enron Sub 111 stock that is redeemed.

We believe that each partner’s distributive share of Partnership’s dividend income from an
Enron Sub 111 Redemption should increase the basis of the partner’s interest in Partnership and
that there should not be any reduction in such basis for any dividends received deduction that may
be allowable to the partner. Section 705(a)(1)(A) and (B); Treas. Reg. § 1.705-1(a)(2)(ii) (a
partner’s basis is increased by tax-exempt receipts of the partnership).

3. Consolidated Return Adjustments

In addition to the above effects under sections 312 and 302, the consolidated return
regulations provide for earnings and profits adjustments and investment adjustments in connection
with the dividend. Treas. Reg. §§ 1.1502-32, -33. The earnings and profits adjustments and the
investment adjustments attributable to an Enron Sub 111 Redemption relate primarily to the
allocation between Enron Sub 11I’s common and preferred stock of Enron Sub III's earnings and
profits and investment adjustments.

The investment adjustment rules contain an anti-avoidance rule which calls for adjustments
to be made to carry out the purpose of the investment adjustment rules if a person acts “with a
principal purpose which is contrary to the purpose of [the investment adjustment rules], to avoid
the effect of [the investment adjustment rules], or to apply [the.investment adjustment rules] to
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avoid the effect of any other provision of the consolidated return regulations.” Treas. Reg.

§ 1.1502-32(e)(1). The purpose of the investment adjustment rules is to treat the
shareholder/member and the subsidiary as a single entity so that consolidated taxable income
reflects the group’s income. Treas. Reg. § 1.1502-32(a)(1). The examples under the investment
adjustment anti-avoidance rule suggest that it is applicable where stock ownership or affiliated
status is manipulated in order either to obtain the benefits of positive investment adjustments
without bearing the burden of corresponding negative investment adjustments (Examples 1, 4, 5)
or to shift basis among group members or among classes of stock, thereby reducing gain
recognition on an anticipated sale (Examples 2, 3). Treas. Reg. § 1.1502-32(e)(2) Examples 1-5.

The earnings and profits rules contain an anti-avoidance rule that provides for adjustments
as necessary to carry out the purposes of the rules if any person acts with a principal purpose
contrary to the purpose of the rules, to avoid the effect of the rules, or to apply the rules to avoid
the effect of any other provision of the consolidated return regulations. Treasury Regulation
§ 1.1502-33(g). The primary earnings and profits effect of the Enron Sub 111 Redemption on
members of the Enron consolidated group is the reduction under section 312 of the earnings and

profits of Enron Sub III.

A Enron Sub 111 Redemption will not have any direct or indirect federal income tax effect
on members of the Enron consolidated group other than the section 312 earnings and profits
effects and any investment and earnings and profits adjustments attributable to the Enron Sub 111
Redemption. A Enron Sub III Redemption will not (i) alter the amount of actual or deemed
distributions (excluding actual or deemed distributions attributable to the Enron Sub I
Redemption) by members of the Enron consolidated group to nonmembers that are treated as
made out of earnings and profits or (ii) result in any tax benefit to the Enron consolidated group
or its shareholders attributable to the effects of the Enron Sub 111 Redemption on the earnings and
profits of members of the Enron consolidated group. Neither Enron nor any Affiliate of Enron
will take any action that results in a net tax benefit to the Enron consolidated group or to any
Affiliate of Enron from a federal income tax deduction or loss with respect to basis in any asset
that is attributable, directly or indirectly, to an Enron Sub 11l Redemption. There is no current
plan or intention, and there will be no plan or intention at the time of any Enron Sub 111
Redemption, that any member of the Enron consolidated group dispose of any stock of Holdco,
Enron Sub 11, or Enron Sub 111 except to another member of the Enron consolidated group.
Neither Enron nor any Affiliate of Enron will take any action to obtain any tax benefit from any
investment adjustments attributable, directly or indirectly, to an Enron Sub 111 Redemption.
Based on these facts, we believe that neither Enron nor any of its Affiliates should be considered
to have a principal purpose which is contrary to the purposes of the investment adjustment rules,
10 avoid the effect of the investment adjustment rules, or to apply the investment adjustment rules
to avoid the effect of any other provision of the consolidated return regulations. Under these
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circumstances, we believe that neither the investment adjustment anti-avoidance rule nor the
intercompany transaction anti-avoidance rule should be applicable to an Enron Sub 111

Redemption.”’

4. Intercompany Transaction Rules

Based on the same analysis as set forth above relating to a Purchase, we believe that the
intercompany transaction anti-avoidance rule should not be applicable to an Enron Sub IlI

Redemption.

5. Dividends Received Deduction

a. Section 243

SPVCo directly owns 20 percent of the common stock of Enron Sub 11I. Accordingly, we
believe the applicable percentage for determining SPVCo’s dividends received deduction should

be 80 percent.?®
b. Section 246

Each shareholder of Enron Sub 111 stock will have a holding period of at least 45 days in
such stock at the time of an Enron Sub 111 Redemption. Accordingly, we believe the holding
period requirement of section 246(c)(1) should be satisfied.

In the case of stock having a preference in dividends, the required holding period is
extended to 90 days if the taxpayer receives dividends with respect to such stock which are
attributable to a period or periods aggregating in excess of 366 days. Section 246(c)(2). The
Service might argue that the 90 day holding period is applicable if the earnings and profits that
support the dividend character of an Enron Sub 111 Redemption were accrued over a period of
more than 366 days. The Service might further argue that the disposition in the Enron Sub 111

B We have not analyzed the specilic carnings and profits und investment adjustments that would be required
under the consolidated return regulations with respect to u Lnron Sub 111 Redemption. The specifics ol those
adjustments are not critical to our unalysis of the application of the anti-avoidance rules, given the facts set
forth in the text above.

® As discussed above, one of the revenue proposals int he President’s fiscal vear 1998 proposed budget would
deny the dividends received deduction with respect to dividends on certuin preferved stock, including preferred
stock of Enron Sub 111 if it were issued more than 30 days afler the date of enactment ol the proposal.
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Redemption of some of the Enron Sub 111 preferred shares prevented those shares from satisfying
the 90 day holding period requirement, triggering the application of section 246(c) to deny the
dividends received deduction. Such an argument requires that the Enron Sub 11l Redemption
dividend be treated as paid on the redeemed Enron Sub 111 preferred stock. We believe a
redemption dividend is more appropriately treated as paid on stock retained by the shareholder.
See H.R. Conf. Rep. No. 98-861, at 817 (1984) (“if a redemption distribution is treated as a
distribution under section 301 rather than a sale or exchange of the redeemed shares under section
302(a), the distribution is treated as made, pro rata, with respect to stock of the shareholder
which is not redeemed”). Moreover, where the basis of the redeemed shares is added to the basis
of the retained shares, and assuming the 90 day holding period will be satisfied with respect to the
retained shares prior to any disposition of those shares, we believe the case for applying section
246(c)(2) to deny the dividends received deduction would be weak. Accordingly, we believe that
the holding period requirement of section 246(c)(2), if applicable, should be satisfied.

c. Section 246(b)

The discussion above with respect to the potential application of section 246(b) to
SPVCo’s distributive share of a section 304 dividend is equally applicable to its distributive share
of an Enron Sub 11I Redemption dividend.

d. Section 246A

As discussed above, section 246A reduces the percentage used in computing the dividends
received deduction “in the case of any dividend on debt-financed portfolio stock.” SPVCo owns
20 percent of the common stock of Enron Sub 11l and Enron owns the remaining 80 percent of
the common stock of Enron Sub 11I. Thus, SPVCo owns stock of Enron Sub 111 that satisfies the
20 percent ownership test and one corporation (Enron) owns stock of Enron Sub III that satisfies
the 50 percent test with respect to Enron Sub I1L. Accordingly, we believe that section 246A
should not be applicable to reduce the dividends received deduction of SPVCo with respect to
any dividend income on Enron Sub 111 stock.

6. Section 1059

a. Pro Rata Redemption

An Enron Sub 111 Redemption is a redemption of identical percentages of Enron Sub I1I
common and preferred stock. Such a redemption has no effect on the relative holdings of any
shareholder. We believe an Enron Sub 111 Redemption should be considered pro rata for

purposes of section 1059(e).
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b. Two-Year Holding Period

Where a redemption is pro rata, a second threshold question for application of section
1059 is whether the stock with respect to which the dividend is received has been held by the
corporation for more than two years before the dividend announcement date. Partnership’s
holding period in Enron Sub 1II’s preferred stock would not exceed this threshold two-year
period in the case of an Enron Sub 111 Redemption occurring within two years of Partnership’s
acquisition of the Enron Sub 111 preferred stock. Accordingly, we believe an Enron Sub 111
Redemption that has an announcement date within two years of Partnership’s acquisition of Enron
Sub 1II’s preferred stock will be subject to section 1059 unless the resulting dividend is not an
extraordinary dividend. (See the discussion of the threshold percentage test for extraordinary

dividends, below.)

The term “dividend announcement date” means the date on which the corporation
declares, announces, or agrees to the amount or payment of such dividend, whichever is the
earliest. Section 1059(d)(5). The legislative history of this provision states that “[i)f there is a
formal or informal agreement to pay the particular dividend prior to the declaration date, the date
of such agreement shall be treated as the dividend announcement date for purposes of applying
the two-year holding period requirement.” H.R. Conf. Rep. No. 99-841, vol. 1], at 11-164 (1986).
While it is anticipated that a substantial portion of the preferred stock of Enron Sub 111 may be
redeemed over time, the timing and amount of Enron Sub 111 Redemptions will be contingent on a
variety of factors, including the continued availability of the anticipated accounting treatment of
such transactions and the financial position of Enron and its Affiliates that are included in its
consolidated financial statements. With respect to any Enron Sub I1l Redemption that may occur
more than two years after the 302 Start Date, there is currently no fixed plan as to the date or
amount of any such Enron Sub 111 Redemption and there will be no announcement, ac