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Houston Texas 77251-1188

Dear Bob:

You have requested that we provide our opinion regerding the federal income tax trestment to
Enron Corp. (“Emon") and jts Subsidiaries of & propoud transaction involving Enron
Management, Inc. (*EMI”). EMlis e subsidjary that oversees the deferred compensation and
po? tetirement benefit management functions of Enron Corp. and its affiliated group and
sdminister all other Enron Corp. sponsored benefit and compensation plans, and certain
related transactions. For s further description of the factual circumstances of these transactions
see Appendix A, Facts and Assumptions As Frovided By Meanagement. Our opinions are
limited to the following tax issues.

1. Enron’s transfer of notes receivable to EMI, subject to the contractual assumption of Enron's
deferred compensation and postretirement benefit obligetions in exchange for all of the
voting parﬁciplﬁng preferred stock of EMI should, more likely than not, qualify for
nonrecognition of gain or loss under IRC Section 351(a).

2. Enron’s tax besis in the voting participating 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 amount of the deferred compensation and postietirement benefit
obligetions sssumed by EMIL

3. Losses on the sale of the voting perticipa¥ing 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. Enton's contribution of the notes receivable to EMI in exchange for its voting participating
prcfened stock should, more likely than not, not constitute an acquisition made to evade OT .
evoid income tax within the meening of Intemel Revenue Code Section 269,
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Furthermore, based on our analysis, we heve concluded that the overall tax result of the
transacton should, more likely than not, be the recognition of a capits] loss by Eroon on the
sale of the voting participating prefered stock of EML

In anslyzing the suthorities relevant to the potential tax issues outlined in opinions one
through four, ebove, and the overall tax resuit, we have spplied the standards of "substantial
authority" and "more likely than not proper,” as used in IRC Section 6662 under curzent law,
Based upon our analysis, we have concluded that there is substantial suthority fot the
indicated tax trestment of these issues and result, and we 3]30 believe the indicated tax
rreatment of such jssues and result is more likely than not proper. '

The opinions expressed herein ere besed on the facts end sssumptions you have provided to us
es summarized in Appendix A and you have represented to us that we have been provided all
the facis and sasumptions necessary for us to form our opinjon. Any miastatement of a factor
omission of any fect or any smendment or change in any of the facts referred to may require a
modification of ell or 8 pert of these opinfons. We have no responaibility to update these

opinions for events, transactions or circumstances cccurring after the date of issuance of these
opinions.

The opinions expressed herein ere besed upon ows interpretetion of the Internal Revenue Code
and income tax regulations es interpreted by court decisions, and rulings and procedures
_issued by the IRS as of the date of this letter. The opinions expressed herein are not binding on

the 1RS, and there can be no essurance that the IRS will not take e position contrary to the
opinions expressed herein.

We heve not considered any nonincome tax, state or local income tax consequences and,
therefore, do not express any opinion regerding the treatment thet would be given the
transsctions of Enon and its Subsidiaries by the applicable suthorities on any nonincome tax
or any atate or local tax issues. We als0 express ne opinion on nonfederal income tax issues,

such 83 personel property transac tions or securities law maters.

If there is any change in the Inte el Revenue Code, the regulations and published rulings
issued thereunder, the current »dministrative rulings, the previous judicial interpretations, or
in the curzent understanding and interpretation of accounting practices, the opinions expressed
herein would necessarily heve to be reevaluated in light of any such changes.

The opinions expressed herein re flect our sssessment on the merits of the probable outcome of
litigetion and other adversaria) proceedings based solely on an analysis of the existing tax
suthority relating to the issues. 1t is important, however, 10 note that litigation and other
adversarie} proceedings ere frequently decided on the basis of such matters as negotiation and
pragmatism. Furthermore, in recent years, couris of law have exhibited a willingness to
interpret priot authorities, as well a3 to develop new theories, which will maximize tax
revenues. We have not conside red the effect of such negotistion, pragmeatism and judicial
willingness upon the outcome of such potential litigation or other adversarial proceedings.
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These opinions s1e solely for your benefit and ere not intended to be relied upon by anyone
other than you. We sasume no responsibility for tax consequences to other parties. Instead,
cach of the other parties must consult and rely upon the sdvice of his/her/its own counsel,
sccountant or cther adviser. Without the prior written consent of this firm, this letter may not
be quoted in whole or in part or otherwise referted to in any documents or delivered to any

other person o1 entity.

The opinions expressed hesein reflect what we regard to be the material federa] income tax

¢ Hects to Enron and its Subsidiaries of the transactions ss described herein; neverthelesa, they
are opinions only and should not be taken 83 an assurance of the ultimate tax treatment.
Very truly youss,

ARTHUR ANDERSEN LLP

(b, Odie bLE

I I\‘M\m\lmn\amrniu
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APPENDIX A

i FACTS AND ASSUMPTIONS AS PROVIDED BY MANACEMENT

medica], life insurance and ex
Jdeath benefit (collectivaly * oe hetirepnent benehit”) obligations of approximataly §120.8 million
as of December 1, 1995, These obligationa s1ose OVer time 83 employees performed services for
Enron and jis various subsidiaries and deferred portiona of their salaries and/or earned
additions] benefits under Enron’s postretirement benefit plans.

Enson is the parent of corwclidated group of corperations which includes EGP Fuels
Company, Enron Capital & Trade Resources Corp. and Enron Property & Services Corp. In
sddition, Enron owne an active subsidiary, Enron Service Corp. (“ESC"). ESC was formed in
December 1992 to provide real estate, facility menagement and other administrative services to
Enron Corp., and third parties. These functons have recently been transferred to Enron
Property & Services Corp. (EPSC), a newly ceated subeidiary of Enron. As part of this transfes
of functions, al) of ESC's contracts and equipment leeses have been transferred to EPSC.
However, ESC will remain lieble for the contracts becsuse the transfer was in the form of an
sssignment rother than s novation. ESC retsined sll existing sasets and labilities other than
lisbilities arising under the contracts and leeses described sbove. As of December 3, 1995, ESC
hed sssets consisting of intercompany sccounts recelvable and Officer/ Employee accounts
receivable with a curzent book vslue of spproximately $1.9 million and Uabilities for taxes
payable of spproximetely $20,000. ESC does not have a net opersting loss carryover, budlt-in
deduction or any other favorable tax sttribute. ESC was previously incorpora ted and
capitalized for the purposes described above and net for the purpose of managing delerred
compensation and postre tirement benefit obligetions end administering other compensation
and benefit plans.

Enron continually strives tc control all costs, including the costs sssocipted with administering
and funding its obligstions under various compenss Hon and benefit plans. This ia particularly
true for its obligations under fts deferred compensstion plans and postretirement benefit plans.
These cost containment efforts are consistent with other cost control efforts being implemented
insll ph ses 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 oversee the compensation and benefit
tunctions of Enron an incentive to conty o] these costs and to share in the cost savings., Enron
hopes to utilize the skills and experience of these employees to review Enron's strategic
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direction and develof crestive and innovative sclutions to control costs. Such an anangement
"is consistent with new methods of approeching employee compensetion which is Hed to
petformance in arees 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
postretirement benefit mansgement function and to sdminister Enron’s other compensation
and benefit plans. Itis envisioned that this subsidizry will employ current Enron employees in
the compensation and benefits group, e2 well 23 engege outside advisers. The purpose of
using the special purpose subaidisry was to segregste the compensation and benefits function
to sllow mansgement to better contol the costs sssociated with this function,

Enton enlarged ESC to manege its deferred compensation and pestietirement benefit Labilities,
sdminister Enron’s other compensation and benefit plans, and better control the costs
associated with these obligations. This subsidiary will employ cusrrent employees of Enron’s
compensstion and benefits depertments. Consistent with Enron's policy, these employees will
tranafer from Enron effective January 1, 1996, Inaddition it 1s contemplated that sdditional
employees may be hired in the future. The subsidiery may institute iis own incentive
compenaation plans.

The expansion of ESC to include the deferred compensztion and postretirement benefit
management function and edministiztion of Enron’s other compensation and benefit plans
took the following form. Enron changed the neme of ESC to Enron Mensgement, Inc. ("EMI").
Next, Enron transferred a 20 yees note receiveble fiom EGP Fuels Company with » tax besis of
$120.84 million and 8 10 year note receivable from Enron Ca
p tax besis of §67.7 million, subject to 8 conbiactual sssvmption of Enron's deferred

eddition, EMI haa sssumed
responsibility for administering Enron’s other compensation and benefit plans, EM]1 will
charge an sdminististive fee to Enron for mansging these plans. The contribution of these
noles coupled with the sssumption of the deferied compensation end postretirement benefit
lisbilities results in EMI having & net worth of epproximetely §1.94 million. (See Exhibit A, EM]
Balance Sheet, attached.)

The note receiveble from EGP Fuels Company was formelized bom an existing intercompany
sccount recelveble. The note hes & term of 20 yezrs and sccrues interest at a fixed Tate of 7.77%.
Interest eccrues and is payeble querterly and the principsl will be due on maturity of the note.

The note yeceiveble rom Enron Cepital & Trade Resources Corp. wes formalized from an
existing intercompany eccount receiveble. The note has 2 term of 10 years and sccrues interest
et s floeting rate of interest (curmently 13.35%). Interest of $1.5 million {s pryeble quarterly.
The excess pccrited interest is edded to principel. The note principal (plus unpaid scerued
interest) is due at meturity, The floating rate of interest and the peyment terms of this note
were designed to epproximate the expected interest sccruels and pryments under the deferred
compensation plan ebligations.

In exchange for the hransfer, Enron received all of 2 newly creeted cless of voting participating
preferted stock In EMI which pays an arnual 9 percent dividend end represents, in the
egpiegate, $40,000 of EMI’s existing Net Equity of $1.94 million and 3 percent of any incresse in
EMI's Net Equity up to & meximum redemption vzlue of $340,000. The holders of the voling
perticipeting preferred stock have the right to elécgt one of the six directors of EMI. The voting
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perticipeting p:efened shareholders have no other voting rights. Enron hes represented that it
"did not receive any other property in the tansaction, In rddition the smended Certificate of
Incorporetion grants the holders of these sheres the right to require EMI to redeem (i.e., “put”)
its shares anytime eHer five yeers fom the dete of initlal Jssuance besed on the formula
described sbove celculeted using ¢ Redemption Vilue belance sheet. The Redemption Vialue
balance sheet follows generslly sccepted accounting principles except that the Lisbility for
postretirernent benefits under FAS 106 will be calculated using » discount 1ate of 7.8% instead
of the rate which would normally be required undez FAS 106, This modification to the GAAP
bazis financial statements {s designed to remove the Interest rate risk from EMI's economics
and jsolate the elements of the FAS 106 listility which mansgement hes the sbility to control
(i.e. the actual costs of benefits, stc.). The adjustment to the GAAP balance sheet will closely
epproximate the fair market valus of EMI’s Net Equity because s change in intesest rates will
» [fect the value of both the FAS 106 lability and the $120.8 million note receivable in & similay

manner.

Similarly, EMI may call the voting participeting preferied shares after six years from the date
of injtial issuance based on the s2ame formula, However, the redemption velue {s capped at
$340,000 sc that the holders of these shares will not reslize an “unbergained for” windfall in the
value of its shares due to, emongst other things, an unexpected favereble change in healthcare
legislation or significant technological breakthroughs, .

The $340,000 redemption cap was determined by setting up verious c2sh flow models based on .
potential fa voreble and unfsvoratle resclutions of the defersed compensation and _
postretirement benefit Liabilities. For instance, under the scenario in which a1l deferred _
compensation and postretirement benefit obligetions experience no significant change from the
smounts currently projected besed on information cunently evailable the potential Jair market
value and Redemption Value of EMI remains unchanged. Thus, the holder of thease shares
would be eble to recover thelr initial investment. In the scenaric where schual costs exceed
anticipated coets, the voting participating preferied shareholders would lose thelr initial
investment. Under the most favereble foreseeeble conditions (i.e. where actual future deferred
compensation and postietirement Lisbilities are less than the emounts projected) the
Redemption Velue of EM] was computed to be approximately $11.94 million. Since the voting
participating preferred sheres represent $40,000 of the firat $1.94 million of Redemption Value
and 3 percent of the excess the voting participating preferned shaseholders would be entitled to
& $340,000 redemption price under the most favorable scenario.

The value of the notes is $40,000 grezter than the curent estimeated velue of the deferred
compenaetion and postretizement benefit obligations contractually sssumed by EML Asa
result, the value of the voting participeting preferred is $40,000 ot the time of the exchange, As
stzted ebove, the future redemption velue of this stock is contingent on the success of the cost
containment efforts in that the voting participeting preferred stock will be entitled to 3 percent
of the tote] cost savings genereted by EMI #s meesured principelly by the value of the notes
receivable, less the lizbility under the revolving credit facility and the reserves for deferred
compensation end postretirement benefits.

The manzgement of EM] can reduce the postietirement benefit reserve by implementing plans
which seduce the expected future costs of medicel 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 paying medical costs for its cunent employees and retirees, If the current’
psyment experience can be improved through implementing cost elfective plans, the
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postretirement benefit obligetion decrezses. Additionelly, the management of EMI can reduce
‘the postretirement benefit obligetion by improving the rete of retumn on sssets held by the
VEBA trust. The obligstion 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 designetion in situstions where it is sppropriste,

Since the postretirement benefit obligation 1s s0 gieatly affected by the payment experience
under Enron’s medica) plan for curient ective employees, it is Jogical for EM] to have
responsibility for administering and mansging the active medical benefit plan as well as the
postretirement benefit plan. Furthermore, the EMI employees who manage Enron’s medical
benefit plans also manage and administer other compensation and benefit plans, Therefors, in
order to minimize sdministrative costs and avoid duplication of efforts, it is necessary for EMI
to sasume resporaibility for managing sll other compensation and benefit plans, including the
sssumption of Enron’s obligations for deferied compensetion. Additionally, managing all of
these plans are s temendous burden which Enron wants to shift to the mansgement of EMI.

Enron plans to sell the voting psrticipating preferzed stock in EMI to mansgement and certain
employees in the compensation and benefits group to provide them with an incentive to
control coats and share in the rewards of these cost containment efforts, At the time of Enron’s
receipt of the voting participsting preferred stock in EMI, Enron had not identified these
persons and had no firm commitment from any perty to participate in this venture. In
eddition, they were not contrectually bound to sell this stock. Furthermore, following the saie
of the voting participating preferred stock, EMI] will continue to be 2 part of Enron’s affilisted
group under the provisions of Section 1504 (All citetions to Section or Treasury Regulstion
Section ere in reference to the Interme] Revenue Code (IRC) of 1986, as smended (Code), and
the regulations thereunder). .

Furthermore, by offering manegement and certain employees stock in a apecia] purpose
subsidiary, Enson would effectively increese the zfter-tax cash compensation peysble without
increesing its cash cost Any cost savings achieved by EMI should increese the fair market
value of its stock. A sale of this apprecisted stock should ensgble these individuals te obtain
capital gains trestment.

Itis anticipsted thst the interest income on the notes receivable, slong with an administrative
chazge to Enron, will provide the funds necessary to cover day-to-day payroll and opersting
expenses of EML. Additionslly, Enson has sgieed to lend EMI up to $75 million through 2015
on a revolving besis at a rate equal to LIBOR. Furthermore, EMI has entered into several
intercompany service sgreements with Enron to provide and receive various services
established at customary intercompany rates, For example, EMI has agreed to provide
administrstive services to Enron for managing Enron’s obligetions under certain compensation
and benefit plans which have not been expressly sssumed by EML
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> ENRON MANAGEMENT INC.
FROFORMA INITIAL BALANCE SHEET
as of December 1, 19598

Exhibit A
Anzels
Accounts Receivable _ 1,886,379
Notes Recelvabla 188,388,100
Total Assets 190‘4-4'1I488
Lisbilities
Incoms Taxas Payable - : 21,738
. Accrued Taxes Paysble ' 813
Enron Corp. 1988 Defarral Plan 61,206,796
HNG Dsfermial Incomu Program ¢,508,313
Other Post Retirement Employes Benefits - 120,800,000
Total Liabilities 188,537,662
w ,
Faulty Counon Stock 1,000
Preferred Stock ' 40,000
Retained Earnings 1,862,826
Tota] Equity ‘ 1,903,826
190,441 488

Note: This balance sheet is besed on prior EMI sctivity as of October 31, 1995.
This balancs sheet will be updated for November 30, 1955 amounts
when thay are available.
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APPENDIX B

TRANSEERS TO CONTROLLED CORPORATIONS-GENERAL RULES

Enron changed ESC into & speciel purpose subsidiery to oversee its deferred compensation and
postretirement benefit mans gement function by changing the name of ESC which 1s currently
100 percent owned by Enron, to EMIL Envon transferied to EMI & $120.84 million 20-year
intercompany note receivsble and 8 $67.7 million 10 year intercompany note rece{vable, subject
to & contractual sssumption of $188.5 milbon of Enron’s deferred compensation and
ostretirement benefit obligations. In exchange, Enzon received 100 percent of s second class of
voling participating preferred atock in EML EBased on the discussion below, this exchange
should, mote likely than not, qualify for nonrecognition of gain or loss under IRC Section 331,

JRC Section 3%1(a) provides thatno gain or loss shall be zecognized if property is transferred to
s corporstion solely in exchange for its stock and if the transferor (or transferor) control the
corperation immedistely after the exchange, 1f the bansfercr receives money or other property
in scdition to stock, the transferor will recognize gain, limited to the smount of money received
plus the fair merket velue of other property received. IRC Section 351(a). No losa may be
recognized. TRC Section 351(b).

Although IRC Section 357 {tself does not cefine the term "property,” the term has been broadly
defined to include almost any saset s texpsyer may own. Revenue Ruling €9-357,

1966-1 C.B. 101, indicates that the term "property" es used in IRC Section 351 includes money.
A tansferor's own atock also constitutes property for purposes of IRC Section 351, Rev.

Rul. 74-503, 1574-2 C.B. 117 (corpore tion's bansfer of teasury stock to its controlled subsidiary
was held 8 bx-free transfer of property under Section 351). The term "property” slso includes

installment obligations. See Rev. Rul. 73423, 1973-2 C.B. 161, lack Ammenn Photogrammetric
' orvoration v. Commissioner, 39 TC $00 (1965).

The transferor will receive tax-free tres tment 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 corporetion. Treasury Regulation
Section 1.351-1(a)(1) indicates that "stock” does not include stock rights and stock warrants.

1f money or other property is received by the transferor in sddition to stock, the transferor
must recognize gain, not in excess of the smount 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
lisbilities is trested not as boot undet IRC Section 351(b), but under the 2ssumption of Yebility
rules of IRC Section 357, These rules ere discussed in Appendix C,

The requirement thet the transferor must be In control immedietely 2 fier 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 clesses of stock entitled to vote, and

2. 80 pescent of the total number of shares of ell classes of nonvoting stock.
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'Rw.’iul. £6.259, 1952-2 C.B. 1185, clarifies the second prong of the test to mean thet 80 percent
ownership of total sheres in the sggregate does not suffice; to setisfy the "control" requirement
80 percent of gach class must be held. .

The *control® requirement is meesured immedistely 2fter the exchange. Control need not be
scquired in the exchange jtself; the tranaferor may alreacy have control entering into the
exchange. See, e.g., Rev. Rul. 73-473, 1973-2 C.B. 118, The IRS and courts have found in some
circumstances that mere physical ownership immedistely sfier the transfer may not satisfy the
control requirement. These authorities typically finé that a binding commitment to sell the
stock st the time of the transaction will defeat the control immediately after requirement.

1t is important to note that in this tansaction, Enren acquired voting participating preferred
stock of EMI entitled to elect one of the six directors of EMI. Besed on the rationale in Rev. Rul
69-126, 1969-1 C.B. 216 this cless of stock possesses approximately 17% of the voting powar of
the corporation. More importantly, besides the existing common and new voting participating
preferied stock classes, there are no other classes of stock in the corporation. Consequently,
throughout the transactions contemplated Enron will possess s range of B3 to 100% of the total
combined voting power of sll classes of stock entitled to vote, Thus, Enron 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 participeting preferred stock possesses
more than 20% of the combined voting power of all classes of stock of EMI, Enron should
nonetheless meet the control requirement since it had not entered into any contrects or other
legal commitments to sell or otherwise relinquish {ts legal ownership in the stock.

In Rev. Rul. 79-70, 1579-1 C.B. 144, Corporation X transferred property to a newly organized
corporation, Newco, in exchange for Newco's stock. Pursuant to a prearranged binding
agreement between X and Corpors Hon Y, X sold 40 percent of Newco's stock to Y, and Y
purchssed securities for ca sh from Newco. The agreement was an integral pert of the
incorporation; Newco would not heve been formed U Y hed not agreed to purchase securities
for cash from Newco and a portion of the Newco stock from X,

The ruling held that the control requirements of JRC Section 351(a) 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 after the exchange,

The Tax Court in Jntermountain Lumber Company v. Commissioney, 65 TC 1025 (1976),
reached the conclusion that the control requirement was not met in light of the existence ofa
preexisting binding contract to sell a portion of the stock. In that case, the transferor
irrevocably contracted as pert 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(2). However, this court stated that a mere
plan to dispose of stock would not violete the control immedistely after requirement of IRC
Section 351

A determination of "ownership,” as that term is used in Section 368(c) and or
purposes of contro) under Secticn 351, depends upon the obligations and
freedom of ection of the transferee w&]_'.lgesped to the stock when he acouired
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it from the corporation. Such traditiona} cwnership attributes as legal title,
voting rights, and possession of stock certificates sre not conclusive, 1f the
transferee, a3 part of the transsction by which the shares were scquired, has
irrevocably foregone or relinquished at that time the legal right to determine
whether to keep the shares, owne rship in such shares is lacking for purposes
of Section 351, agt icti

-

sansferes elects to dispeae of his steck or whesher such disposition fa in accord
with # preconceived plan not emounting to 8 binding obligetion, 1d. at
1031-1032 (emphasis added).

As the [ntermountsin Lumbey cecision suggests, cases and rulings involving & binding
commitment to sell stock are cistinguishable from cases where no binding commitment existed
and stock is s0ld soon after the JRC Section 351 transaction.

In American Bantam Caz Co, v, Comymissioner, 11 TC 397 (1948), affd per curiom, 177 F2d 513
(3d Cir. 1949), the owners of » manufacturing company transferred its nssety to & new
corporation ("Newco") in exchange for sll its commion stock, The shareholders had a general
plan to issue Newco preferred stock to the public soon after the transfer of sssets to Newce,
Under the plan, the underwriters of the preferjed stock were to receive common stock from the
shereholders if a target amount of preferred stock was acld to the public. Five days afer the
contrdbution of assets to Newco, and receipt of 100 percent of Newco's atock by the
shareholders, Newco, the sharehelders and the underwriter entered into a binding sgreement
to sell the preferred stock. The agreement provicded that the underwriter would be entitled to a
meximum of 33 percent of the Newco comumnon stock if its seles efforts were successful. This
contract could be canceled by Newco. Eventually, 29 percent of Newco's common stock was
bansferred to the underwriter 16 months after the IRC Section 351 transaction. The Tax Court
held that the requisite contro] existed immedistely sfter the exchange, and that the loss of
control that occurred 16 months later was not an integral parnt of the bansaction, The language
used by the court indicates that the mere existence of a plan to dispose of control is irrelevant.
As the court steted:

The understanding with the uncerwriters for disposing of the preferred stock,
howevet, important, was not a sine quo non in the general plan, without
which no other step would have been taken. While the incorporstion and
exchange of sssets would have been purposeless cne without the other, yet
both would have been carried out even though the contemplated methed of
marketing the preferred stock might fail. The very fact that in the contracts of
June 8, 1936, the asaocistes reteined the right to cancel the merketing order
and, consequently, the underwriters' means to own common stock ssued to
the associates, refutes the proposition that the legal relations resuiting 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. ]d. at 406-407.

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

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

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 theeg Jdditional shares of stock to the individual's .
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childggn 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 sfer the exchange.
As stated by the court:

In the sbsence of any restriction upon (the transfercr's) freedom of sction after
he acquired the stock, he had "immedistely after the exchange” as much
control of the (corporstion) a3 if he had not before made up his mind to give
away most of his atock and with it consequently his control. And thatis
equally true whether the tansacton {s viewed as & whole or as a series of
sepasate ateps i
the legal title to it ‘immediately after the exchange” butalzo the legal right
then 0 detarmine whesher or not to keep it with the control that flows frem
quch ownership, the reguirements of the gtatute axe fully satistied, (Emphasis
added.)

Thus, under the Wilgard and American Baptem decisions, a disposition of stock soon after an
IRC Section 351 transfer will not taint the transaction, unless the trans feror had relinquished his
Jegal rights to the stock received from the corporation prior to the exchange.

On December 7, 1995 the Clinton Administration announced its Seven-Year Balance Budget
Proposal which included a provision which would treat certein preferred stock as “boot” in
recrganization transactions under Section 368 or Section 351 transactions., Effective for
tansactions on or sfter December 7, 1995, the proposal would treat certain preferred stock (ie.,
stock that is limited and preferred as to dividends and does not perticipate in corporate growth
to any significant extent, including through & conversion privilege) a3 "boot® in such cases and
tax its receipt currently. This new proposal, if enacted, should notepply to Enron’s transaction
since the EMI voting participating preferred stock was issued cn December ], 1995 prior to the
proposed effective date of this provision, December 7, 1995. Adcditionally, even if this proposal
were effective, EMI's voting participating preferred stock should not meet the definition of
“preferred stock” in the proposal because its redemption feature provides for significant
participation in corporate growth,

icetion of IRC jon 357 to the osed Transactio

Enron transferred to EM] a §120.84 million 20-yesr note receiveble and a $67.7 million 10 year
note receivable asubject to EMI's contractus) assumption of $188.5 million of deferred
compensation and postretirement benefit obligetions. In exchange, Enron received 100 percent

of the voting psrticipating preferred shares of EMI. Additionally, Enron previously owned and
continues to own 100 percent of the common stock of EMIL Thus, Enron controlled 100 percent

of EM] immediztely before and sfter the trans fer, Furthermore, Enron has exchanged property
{the notes receivable) solely for stock of EMI. Therefore, the contribution to EM] should qualify .
a3 an IRC Section 351 transaction, if the “control immediztely afterward” requirement is met.

Enron has represented that at the time of the tansaction, it had not entered into any contracts
or other binding sgreements tc sell the voting participating preferred stock or in any other way
relinquish its Jegal ownership in the stock. Therefore, Enron should be treated as being in
control of EMI immediztely after the contribution of property regerdless of any subsequent sale
of the voting participating preferred stock. | :
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Based on the discussion above, Enron’s contribution to EM] of the intercompany note, subject
to the contractusl assumption of the deferred compensstion and postretirement bensfit
obligations in exchange for all of the voting participating preferied stock of EMI should, more
likely than not, qualify for nonrecognition of gain or loss under IRC Section 351{n),.
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APPENDIX C

ENRON'S BASIS IN THE PREFERRED STOCK QF EMI

IRC 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 tansferor is equal to the basis of the property trtansferred to the controlied corporstion,
decreased by the money and fair market value of any property received by the transferor and
incressed by the amount of gain recognized by the transferor. IRC Section 358(a).

Enron has represented that its basis in the intercompany notes receivable transferred to EMI is
¢188.54 million. Enron has alsc represented that it did not receive any other property in the
tanssction. Thus, under the general rules, Enron’s basis in the EMI voting participating
preferred atock should be equal to its besis in the intercompany notes receivable of

. $188.% million.

IRC Secticn 358(d) treats 8 controlled corporation's essumption of certain types of labilities in a
Section 351 transaction as a receipt of money by the transferor, This causes a basis reduction
under the general rules discussed above.

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

(1) In general-Where, as part of the consideration to the taxpayer, ancther party
to the exchange assumed a lisbility of the taxpayer or ecquired from the
taxpeyer property subject to a liability, such sssumption er 2cquisition (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—Paragzaph (1) shall not apply to the amount of any liability
excluded under Section 357(c}(3).

Thus, in certain situations, the sssumption of & liebility by the company issuing stock in a
transaction in which IRC Section 351 applies may result in & dectease in the tax basis of the
atock received in the transection. This provision should, more likely than not, not apply to the
transaction consummated by Enron because the deferzed compensation and postretirement
benefit obligations do not yet rise to the level to liabilities within the meaning of the Internal
Revenue Code. Since the ceferred compensation and postretirement benefit obligations are not
lisbilities under the Internal Revenue Code, they should not result in & basis adjustment in the
EMI voting participating preferred stock received in the ansaction, Even if, theoretically, the
IRS were o essert on audit that the deferred compensation and postretirement benefit
obligations 1ose to the level of lizbilitles, they should not result in & basis adjustment in the
voting participeting 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 paid by EMI. Consequently, these obligations are
excludable for purposes of this besis adjustment rule. Although we are not rendering an
opinion on the deductibility of these costs when paid by EM], a discussion of the relevant law
iv included in support of this eltemative position.
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Enron and its subsidiaries have generated an obligation to pey deferzed compensation and
postretirement benefits in the course of their norma) business operations. Although Enren can
estimate the potential costs of these obligations, sctusl future outlays will depend on many
factors including future interest 1ates and future heslth caze costs. EMI has contractually
sssumed Enron’s obligations for deferred compensation and postretirement benefits,

The obligations contractually sssumed by EMI do not yet rise to the leve] of liabilities as
defined under the Internal Revenue Code. Under IRC Sections 461 and 461(h), s Uability of an
sccrusl basis taxpayer is incurred, and generally teken inte account for federal income tax
urposes in the taxable year in which: (i) "All events” have occurred that establish the fact of
the liability, (L) the amount of the liability can be determined with reasonable sccuracy and
(1) economic performance has occurred. Tressury Regulation Section 1.461-1(a)(2). If any one
of thess requirements is not met, a lisbility cannot be taken 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
earlier than when economic performance occurs with respect to the liebility in question. IRC
Section 461(h) spplies to capital expenditures under JRC Section 263, as well a3 to current
deductions under ]RC Section 162.

For plans deferring the receipt of compensation (deferred compensation plang) or welfare
benekit funds, the economic performance requirement of Section 461(h) is satisfied to the extent
that any smount is otherwise deductible under Section 404 or 415, Treasury Regulation Section
1.461-1(2)(2)(D).

With respect to Enron’s deferred compensation plans, Sections 404(a) and (s)(5) provide that
amounts paid under a deferred compensation plan shall be deductible under Section 404 in the
taxable year In which an amount stiributable to the contribution under the deferred
compensation plan is 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 payments are includible in their gross
income when paid, and accordingly , such amounts are deductible under Section 404(a)(5}
when paid. Treasury Regulation Section 1.404(e)-12(b)(2). '

With respect to Enron’s unfunded postretirement benefit plans, Section 404(b)(2) provides that
any plan providing for deferred benefits (other than compensation) for employees, their
spouses or their dependents shall be tre eted »s a deferied compensation plan. However, since
many ceferred benefils are not taxable, for this purpose Section 404(a)(5) is applied by ignoring
the otherwise applicable exclusions from income. Treasury Regulstion Section
1.404(b)-1T(A-1). Accordingly, emounts paysble under this plan #re deductible when paid ina
marnner similar to that described above for deferred compensation plans.

With respect to Enron’s postretirement benefit plans funded through a VEBA pursuant to
Section 501{c)(9), Section 419 governs the timing of the ceduction. Section 419(a)(2) provides
that contributions peaid or sccrued by an employer to 8 welfaze benefit fund shall (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,
*economic performance” should not have occurred with respect to these obligations at the time
they were contractually assumed by EML
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Since the contingent obligstions should fail the "all events” and "economic performance” tests of
IRC Section 461, these cbligations should not be taken into sccount under IRC Section 358(d)
because they hsve not yet risen to the level of "lisbilities” for purposes of the Intemal Revenue
Code. Thus, the assumption of the deferred compensation and postretirement benefit
obligations will not be treated 23 money received on the exchange and will not reduce Enron's
basis in the EMI voting participating preferred stock.

The IRS has seemingly adopted this same reasoning in PLR 9343011 (July 16, 1993), In this
ruling, the JRS has held (Holding number 11) that unspecified llabilities (the “Q’" and “R”
liabilities) assumed by the tansferee corporation puruant to a Section 351 incorporation “will
be excluded in determining the amount of lisbilities assumed or to which the property
transferred i3 subject for purposes of Sections 357(c) and 358(d) of the Code (Sections 357(c)(3)
and 338(d)(2))". Under the facts of PLR 9343011, an sccrual basis member in a consolidated
group of corporations transferved 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
sssumed the Q and R lisbilities. None of the Q and R lzbilities assumed by the transferee
subsidiary had been previcusly teken Into saccount for tax purposes by the transferor
corporation. Furthermore, since Holding number 12 provides that the Q and R labilities will
be deductible by the transferee under Sections 162, §04(e}(8), 404(b} and 461(h), these labilities
presumably incluced deferred compensetion obligations and deferred benefit obligations.

The Service haa since formalized {ts position on this {ssue in Rev, Rul, 95-74, 199546 L.LR.B.1
(October 27, 1995). In this ruling, the Service held that contingent environmental labilities that
heve not been deducted or capitalized by the transferor and are essumed by the transferee
corporstion in a Section 351 incorporetion are not lizbilities for purposes of Sections 357(c) and
358(d). The Service also ruled that the lizbilities assumed by the new subsidiary in the Section
351 exchange sre deductible by it as business expenses under Section 162 or are capital
expenditures under Section 263, es appropriate, under its method of accounting. Under the
facts of the ruling, P, an accrual basis corporation, transferred the sasets of a division to a newly
incorporated subsidiary, S, in exchange for all of the stock of S and for §'s sssumption of the
liabilities associated with the division, including environmental lisbilities, P did not undertake
any envizonmental remedistion efforts before the transfer and did not deduct or capitalize any
amount with respect to the contingent environmental labilitles. F had no plan or intention to
dispose of {or have § issue) any S stock at the time of the tanafer. In leter years S undertook
remediztion efforts relating to property transferred in the Section 351 exchange,

These transactions were intended and were held to qualify as a tax-free transfers under Section
351, As stated above, the IRS held that such previously not deducted lebilities would not
reduce the besis 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 sssumption of the previously not deducted deferred compensation and postretirement
benefit obligetions should not reduce Enron’s basis in the EMI voting participating preferred
stock.

The holdings of Rev. Rul 95-74 are subject Section 482 and other epplicable sections of the Code
and principles of law, including the limitations discussed in Rev. Rul 80-198, 1980-2 C.B. 113
(imiting the scope of the revenue ruling to transactions that do not have a tax avoidance
purpose) and limitations on “stripping transactions” described in Notice 95-53, 1995-44 L.R.B. 1.
These limitstions on the applicability of Rev. Rul 95-74 should not apply to Enron for the
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following reesons: Enron entered into these transactions for valid business reasons and not for
tax avoidance purposes and all transactions occurred at an arm's length fair market value,

Recently, the Service fasued 8 Revenue Ruling in which it held thet a short sale cbligation
transferred {n » Section 351 transection does give rise to & besis reduction in the underlying
shares. In Revenue Ruling 5545, LR.B. 1995-2¢, (June 6, 1995) Corporation P entered into a
shori 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 proceecs 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 § corporation in a valid Section 351 transaction. € sssumed the obligetion of P to deliver the
XYZ securities.

The Service held that since the proceecs of the short sale were not taxed to the short seller but
nonetheless created an ssset with tax basis, the concurrent obligation of the short seller to
return the borzowed securities was a Uablity for purposes of determining basis reduction
under Sec. 358, Thus, the basis that Phad in the additional § stock of $1000x was similarly
reduced by $1000x, the amount of the lisbility assumed by S to deliver the XYZ securities,

This ruling is distinguisheble from the transaction ot hand and should, more lixely than not,

not effect the besis that Enron had in the EM] voting participating preferted stock. First, the
basis of the short sale asset was completely dependent on the short sale obligation. The tax

basis crested in the short sale s3set was entirely a function of the creation of the concurrent
Liability to deliver the underlying securities. Here, the deferred compensation and
postretirement benefit obligations do not give rise to any basis and are completely unrelated to
the note receivable contributed to EMI. Enron hes tax besis in the note receivable regardless of
the existence of any deferred compensation and postretirement benefit liability,

Furthermore, unlike a short sale lisbility, the deferred compensation end postretirement benefit
Liabilities assumed by EMI are entirely contingent in nature, The emount and certainty of the
deferred compensetion and postretirement benefit liabilities 21e uncertain and indeterminate.
Short sale labilities, on the other hand, ere fixed and quantifisble in that the short seller ia
obligated to return & fixed amount of securities at 8 future time. The value of the cbligation
may fluctuate with market conditions, but the obligation remains fixed and ceterminable at
any point in time. Thus, because the nature of the short sale obligetions is so different from the
deferred compensation and postretirement benefit obligations Rev. Rul. 9545 should be
inapplicable to the present franssction.

As discussed ebove, since the contingent obligations should fail the "all events" and "economic
performance" tests, these obligations should not reduce Enzon’s basis in the EMI voting
participating preferted stock. However, even if in the unlikely event the IRS were to
successfully sssert on pudit that the deferred compensation and postretirement benefit
obligstions rose to the level of "liabllities” under IRC Section 461, the cbligations are the type
specifically excluded from IRC Section 358(d). Thus, even if these obligations theoretically rose
to the leve] of "lisbilities," they should not result in & besis reduction in the voting participating
preferred stock received in the exchange.

As discussed sbove, IRC Section 358(d) hreats the conhrolled corporation's assumption of

certain types of liabilities »s the receipt of money by the transferor in a IRC Section 351
transaction. This treatment resullsin a decreaegiiobasis in the controlled company's stock
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received in the bansaction. IRC Section 258(s). However, not all liebilities fall under this rule,
IRC Eection 258(d)(2) excludes the lisbilities listed under IRC Section 357(c){(3) from this
treatment. IRC Section 357(c)(3) provides:

(3) Certain Liabilities Excluced -

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

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

‘then, for purposes of parsgraph (1), the amount of such Lisbility
shall be excluded in determining the amount of liabilities assumed
or to which the property transferred is subject ' '

(B} Exception-Subparsgisph (A} shall notapply to any Lebility to the
extent that the incurtence of the lability resulted in the creztion of, or an
increase in, the basis of any property.

Thus, even if Enron’s deferred compensation and postretirement benefit obligations
theoretically rise to the Jevel of "liabilities" under IRC Section 461 for all tax purposes, these
obligations should not cause a basis adjustment in the voting participating preferved stock if
they would have been deductible when peid by Enron or will be decuctible when paid by EML
Additionally, Rev. Rul. 95-74 has expanded the Section 357(c)(3) exception to include not only
liabilities that give rise to deductible items, but also te liebilities that give rise to capital
expenditures as well.

Therefore, even if the IRS were to successfully sssert that certain payments under Enron's
deferred compensation plans or postretirement plans gave rise to a capital expenditure under

Section 263 through an application of INDOPCO Corporstion v. Comm, 112 8, Ct. 1039 (1992),
the excepton under Section 357(c)(3) remains applicable.

To summarize, these deferred compensation and postretirement benefit obligations fall the "all
events” and "economic performance” tests of IRC Section 461, Therefore, they should not
constitute "liabilities” and should not decrease Enron's basis in the voting participating
preferred stock received in the transaction. Altermatively, in the unlikely event the deferred
compensation and postretirement benefit obligations assumed by Subsidiary constituted
*liabilities," they should not be lisbilities thet decresse Enron’s besis in its EMI voting
perticipating preferred stock since these obligations should be deductible (or capitalizable)
when paid and, thus, ere specifically excluded under IRC Section 358(d)(2) and IRC

Section 357(c)(3){(A)(1) a8 interpreted by Rev. Ru), 95-74.

[ EE R R R NR RN

Besed on the arguments discussed sbove, Enron’s tax besis 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 compensation
and postretirement benefit obligations assumed by EMI.
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APPENDIX D

DUPLICATED LOSS

Enron tansferzed the Intercompany notes subject to EMI's contractusl assumption of Enron’s
deferted compensation and postretirement benefit otligations in exchange for EMI voting
participsting prefcrred stock, The value of the Intercompany notes i approximately $188.54
million and the smount of Enron's deferred compensation and postretirement benefit
obligstions is $188.8 million, Therefore, Enron's participating preferred stock should have
nomunal falr market value of $40,000, Enron may later sell the voting participating preferred
stock to management and cartain emplcyees associsted with the benefits function to provide
them with an incentive to contro] costs and to allow them to share in the rewards of these cost
containment efforts. Since the fair market value of Enron’s voting participating preferred stock
1s only $40,000 while Enzon’s basis in the voting perticipating prelerred 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 loss ‘on the sele of the voting participating preferred
stock. A loss on the aale of the voting participating preferred stock of EMI should, mere likely
than net, not be s duplicated loss within the meaning of Treasury Regulation

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

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

Tressury Reguletion Section 1.1502-20(c}(2){vi) provides the definition of a duplicated Joss. It
states: -

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

{A) The sum of-

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

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

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

{B) The sum of-
(1) The value of the subsidiary’s stock, and

(2) Any liabllities of the subsidiary, and
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{3) Any other relevant items,

At the time of the disposition of the voting perticipsting preferred stock, the only assets that
EMI has are the intercompany account receivable and the Employee/ Officer accounts
receivable and the intercompany notes, The intercompany notes should be excluded from this
computation since, by its terms, they should qualify #s securities in mother subsidiary,

The term "security” is not defined anywhere in the Treasury Regulstion Section 1.1502-20
regulations and, in fact, {s not defined anywhere ¢lse in the Internal Revenue Code or
regulations, Rether, the definition of security has been developed by judicial decisions. The
leading case on whether a debt obligation constitutes s security is Camp Wolters Enterprises
Corporation y. Commissionet, 22 TC 737 (1954), ¢ff'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 & mechanical determination of
the tima period of the note, Though time is an important factor, the
controlling consideration is an overall evalustion of the nature of the debt,
degree of perticipation 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 & note is & 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 2 five-year term or less rerely seem sble to qualify 23 securities,-
while a term of 10 years or more ordinarily is sufficient to bring them within the statute."
Bittker and Eustice, Federal Income Texation of Corporetions end Shareholders, [peragraph
3,04(6th ed, 1994).]

The intercompany notes should be securities because they give the holder of the note a
significant degree of perticipetion and continuing interest in the business as required by Ca
Wolters. The notes have 10 year and 20 year terms with none of the principsl payable untl
maturity, Clearly, the holder of the notes has & significant cont{nuing [ntereat in the {ssuers
such that the netes should qualify &s securities,

As discussed sbove, the intercompany notes should qualify 2s securities, Based on the facts
and assumptions the only other sssets held by EMI with any adjusted tax bases should be the
intercompany sccounts receivable and Officer/Employee accounts receivable possessing a tax
besis of approximately §1.9 million. Thus, since both the {ssuers and EMI are subsidiaries of
Enron and members of Enron's consclidated group, under Treesury Regulation

Section 1.1502-20(c)(2)(vi){A)(1), the sggregete adjusted besis of the sasets of EM], other than
the stock and securities that EMI owns in other subsidiaries (l.e, the intercompany notes),
should be spproximaetely $1.9 million.

Immediately after the disposition of the voting participating preferred stock of EMI by Enron,
EM]I should have no losses ettributable to it that will be cerried over to its next taxable year
under Trezsury Regulation Section 1.1502-20(c}(2)(vi)(A)(2}. Althoug,h EMI had been & going
concern for many yeass it did not have any losses ettributeble to it that can be carried over to its
next taxable year after the disposition of the voting perticipating 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 perticipeting preferted stock, EMI must be reevaluated to
determine if there is any loss to be carried over to its next taxable year. Cunently, since EM]
hes interest income from the intercompany notes and, since it is antcipeted that substantial
deferred compensation and postretirement benefit costs will not be incurred for some time,
EM] has no Josses attributable to it that will be carried over to its taxable year under Treasury
Reguls ton Section 1.1502-20{c)(2)(vi}(A)(2).

Immecistely after the disposition of the voting participating preferred stock of EMI by Enron,
EM] should not have any deferred ceductions under Tressury Regulation

Section 1.1502-20(c)(2{vi}(A)(3). The term "cefenned decuction” is not defined anywhere in the
regulstions and the cnly example given is a deduction deferred under IRC Section 469. IRC
Section 469 limits the smount of pasaive losses that can be decucted in any one year. Any
pasaive loss realized in a tax yess, but dissllowed due to the passive loss limitstion of IRC
Section 469, is allowed to be carrled over to the next taxable year. Presumably, s deferred
deduction is 3 deduction or loss that is realized 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, Feders] Income Taxation of Corporation
deted Section 21.02[4] n. 80.2 (1993) states with regard to

deferred deductions:

No other example of “deferzed deductions” is provided in the regulations.
Presumably, other comparable items, such 23 losses deferred under IRC

Secton 267(F), at risk losses subject to Section 468, and excess interest carryovers
under Section 163(j), would also be taken into sccount under this provision.

Each of these types of "deferred deductions” are deductions that are realized, but whose - -
recognition for tax purposes is defersed. EMI did not and coes not have any of these kinds of
deferred deductions. Clearly, the deferred compensstion and postretirement benefit
obligations 2s2umed by EMI should not rise to the level of sealized deductions, as EMI should
not be entitled to a deduction until payments are made. 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)(3).

Thus, the sum of the amounts under Treesury Reguletion Section 1.1502-20(c)(2){vi){A)(1), (&)
and (3) should be $1.9 millien,

Immediately after the disposition of the voting participating preferred stock of EMI by Enton,
the value of that stock under Treasury Regulation Section 1.1502-20(c){(2)(vi)(B)(1) should be
epproximately $40,000, the value of the intercompeany notes contributed to EMI in exchange for
the voting participating preferred stock of §188.54 million reduced by the amount of Enron's
deferted compensation and postretirement benefit 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 atiributable to the voting participating
preferred stock.

Immedietely sfier the disposition of the voting perticipating preferred stock of EMI by Enron,
EMI has & liability 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 liatilities for federal income tax pﬁfposes. See
Appendix C for 8 more Cetailed discussion of this ssve. ,

Joumedistely afier the disposition of the voting participating preferred stock of EMI by Enron,
EM] should not have "any other relevant items* under Tressury Regulation .
Section 1,1802-20{c){2)(vi)(B)(3). No indication is given ss to the meaning of the term "other
relevant items.” The preamble to the regulations states thet guidance will be issued in
connection with IRC Section 338 and IRC Section 382(h) which use similar terminology. To
date however, no such guidance hss been published, [tis uniikely however, that EMI has any
relevant items that would impact a duplicated joss. When fina] guidance is {ssued, this issue
may need to be reexamined.

Thus the sum of the amounts under Treesury Regulation Section 1.1502-20(c)(2)(vi)(B)(1), (2)
and (3) should be §1.94 millien, '

Since the amount of a duplicated loss is the excess (if any) of the sum of the items under
Treasury Regulation Section 1.1802:20(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 participating preferred stock of EMI should be zero ($1.9 million is
less than $1.94 million).

Tressury Regulstion Section 1.1502-20(e) provices that the loss disallowance rules must be
spplied in 3 manner that {s consistent with and ressonably carries out their purposes. If a
taxpayer acts with a view to avoid the effect of these rules, adjustments must be made as
necessary to carry out their purposes, Similarly, the new deferted intercompany transaction
rules (whose application to this transaction are unclesr) are generally effective for Enron’s
texable year beginning January 1, 1996, and thus inapplicable 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 sccelerated effective date for svoidance transactions engaged
in after April 8, 1994 with a principal purpose to avold the general effective date of the new
deferred intercompany transaction rules, Since Enron has an overriding business purpose for
entering into these transactions, these ant-z2voidance rules should not apply.

L L X R LR ER RN

Based on the srguments discussed above, & loss on the szle of the voling perticipating
preferred stock of EMI by Enron should, moze likely than not, not be a2 duplicated loss within
the meaning of Treasury Regulstion Section 1.1502-20(c)(1)(i).
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AFPPENDIX E

. ACOUISITION MADE 7O EVADE OR AVOID INCOME TAX

Enron’s contribution of the intercompany note to EMI in exchange for all of the voting
participating preferred atock of EMI should, more likely than not, not constitute an acquisition
made to evade or svoid income tax within the meaning of IRC Section 269,

Enron will ransfer a $120.84 million, 20-year intercompany note receivable and a $67.7 million,
10-year note receivable , subject to » contractusl sssumption of $188,5 million of Enron's
deferred compensation and postretirement benefit obligations. In exchange, Enron will receive
100 percent of the voting participating preferred stock in EML

This transaction raises the jssue whether Enron’s contribution of the intercompany notes to
EMI in exchange for all of the voting participating preferred stock of EMI {s an scquisition
made to evade or avoid income tex within the meaning of IRC Section 269.

IRC Section 269(a) states:
(&) In general~]f-

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

(2) any corporation acquires, or scquired on or after October 8, 1940, directly.
or indirectly, property of another corporetion, not controlled, directly or
indirectly, immediately before such scquisition, by such scquiring
corporation or its stockholders, the besis of which property, in the hands
of the acquiring corporstion, is determined by reference to the basis in
the hands of the transfer corporation,

and the principsl purpose for which such acquisition was made is
evasion or aveidance 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 sllowance. For purposes of paragraphs (1)
and (2), control means the ownership of stock possessing st least

50 percent of the total combined voting power of all clesses of stock
entitled to vote or at lesst 50 percent of the tota] velue of shares of all
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
acquiring Enron Services Corp./ EMI at that time was not tax avoidance. For IRC

Section 269(a)(1) to epply, the principal purpose of the scquisition must be the evasion or
avoidance of federal income tax by securing the benefit of a deduction, credit or allowence
which the acquiring corporation would not otherwise enjoy.
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Enzop's principal purpose in acquiring EMI is cetermined st the time EMI was formed and
" Enron received all of its common stock, not when Enron received the voting participating
preferred stock. The voting participeting preferred stock will represent less than 20 percent of
the vote and value of EMI. Therefore, Enron will not acquire control of EMI within the
meaning of JRC Section 265(a)(1) when it obtains the voting participating preferred stock, since
Enron contiolled EM! from its inception and continued to contro] EMI at all times thereafter.

In The Chellenger Corporation v. Commissioner, 23 TCM 2096 (1964), the taxpayer transferred

property to twe dormant corporations that it controlled, The Cormnmuissioner 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 disagieed with the Commissioner and stated:

Section 269(a){1) requires scquisition of *control,” not acquisition of the
corporation. Congress undertock to define "control” for these purposes in terma
of stock ownership. [citation omitied]. The revival of s dormant corporstion
does not constitute the scquisition of ownership of stock.

Section 269 is essentially » reensctment 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 cof indirect to another form of
indirect—cannot, therefore, amount to acquisition of control within the meaning
of (Section 2€9).

Enzon scquired control of EMI when it subscribed to all of the common stock of its predecessor,
Enron Services Corp. It acquired Enron Services Corp./EM]I for nontax purpcses. Enron
controlled Enron Services Corp./EMI st its formation and that control has continued unbroken
st all times since. Moat imporiantly, Enron Services Corp./EMI hss continued to be an
ongoing operating business since its inception in 1992. Therefore, it is clear that, under the
1ationale of The Chellenger Corporstion case that when Enron exchanged the intercompany
notes, subject to the deferred compensation and postretirement benefit obligations, for all the
voting participating preferred stock of EM], it was not acquiring control of EMI under IRC
Section 269(a)(1).

Even if Enron acquired control of EMI under JRC Section 265(a)(1) at the time it scquired all the
voting participeting preferred stock of EM], the principel purpose of the acquisition was not
the evasion or avoidance of feders] income tax.

IRC Section 269 provides for the disallowance of deductions and other tax benefits when tax
svoidance is the principel purpose for ecquisition of control of a corporation or for certein
transfers from one corporation 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 above, Enron has represented that the principal purpose of EMI was not the evasion
or ay"o'idmce of income tax. The business purposes for which EMI was formed include, but are

not imited to: .

- to consolidste all of Envon's compensetion and benefit mansgement activities in one
subsidingy,

- io better contro] the administiative costs and actus] healtheare and insurance costs
associated with the deferted compensation and postretirement benefit obligetions, and

~ to offer management and certain employees sssocisted with the deferred compensation
and postretirament benefit mansgement function an incentive to control these costs and
to share in the cost savings.

IRC Section 265(s}(2) is not applicable to this transaction. IRC Section 269(s)(2) only spplias to
the scquisition of property by the transferee corporation (i.e, EMI) where the principal purpose
is to secure a deduction, eic,, by the trans feree corporation which it would not otherwise enjoy.
Hera, the loss at issue is a loss by the transferor (Enron) and not the transferee (EMI).

Tresaury Regulation Section 1.269-3(c) clarifies that IRC Section 265(a)(2) only applies to the
transferee corporstion. IRC Section 269(a)(2) applies in transactions where there is a trtansfer of
built-in loss property for the purpose of recognizing the Joss at the transferee corporation, and
transactions where there is a transfer of built-in gein property to & transferee with Josses
otherwise unavailable to the transfercr sc 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
transactions, and IRC Section 269(s}{2) does not apply.
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Based on the arguments discussed sbove, Enron’s contribution of the intercompany notes to
EMI in exchange for sll of the voting participating preferred stock of EMI should, more likely
than not, not be an scquisition made to evade or avoid income tax within the meaning of IRC

Section 269.
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