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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”),! would be
imposed 1n the event that the Intermal 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, vou have requested our opinion as
1o whether the tax shelter registration requirements of section 6111 will apply to the Transaction.

1. 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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I1. OPINION
Based upon the facts and representations incorporated heremn and the existing Jaw:

(H 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 regisier ECT as a tax-shelter
under section 6111.

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

Our opimon represents our best legal judgment as to the ultimate outcome if the
1ssues addressed herein were presented to a court of law. Our optnion 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 opiniens on the issues discussed herein if those issues were presented to them.

II1. ANALYSIS

A The Accuracv-Relared 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 compeonent™) or a
“substantial understatement of income tax” (the “substantial understaterment 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).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 underpaviments attributable to substantial valuation
misstaternents. substantial overstatements of pension liabilities, and substantal 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. § 1.6062-3(b). The “reasonable basis” standard 1s “significantly
higher than the not frivolous standard,” Reg. § 1.6662—3(b)(3)(ii)._3 but less stringent than the
“substantial authonty’ 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 reguiations.” Reg. § 1.6662-3(b)(2).

2. The Substantial Understarement Component

a. Overview

With regard to the substantial understatement component of the accuracy-related
penalty, an “understatement” 1s defined as the excess of (i) the amount of tax required to be
shown on the 1axpaver’s return for the taxable year, over (11) the amount of tax actually shown on
that return (reduced by centain credits. refunds. or other pavments). Section 6662(d)(2); Reg.
§ 1.6662-4(b)(2). An understatement is “substantial” i1f it exceeds the greater of 10 percent of the
tax required to be shown on the taxpayer’s return for the taxable year or $10,000. Section
6662(d)(1); Reg. § 1.6662-4(b)(1).} The accuracv-related penalty for a substantial
understatement does not apply 1o any portion of the understatement that is attributable to a tax
position for which the taxpaver has “substantial authority,” excepr thar any portion of the
understatement that represents a “tax shelter” item 1s subject to the penalty. Section
6662()2)BY() & (C)().”

b. Substantial Authoriry 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 sinngent than the “reasonable basis” standard. Reg.
§ 1.6662-4(d). A taxpaver’s tax treatment of an item is supported by substantial authority if the
weight 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 15 patentlv mmproper.”

* Only the statulory provisions applicable to C corporations (other than personal holding companies) are

reviewed herein.
: Additionally. the understatement may be reduced by the portion thereof that is attributable to any item
(other than a tax shelter stem) if the facts relevant to the tax weatment of that item are adequartely disclosed on the
taxpaver's return (o1 on an aftached statement) and there was a “reasonable basis” for the tax weatment of the item.
Section 6662(3)2¥BXii); 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 weatment of an item amwributable to a “multi-party

financing tramsaction” 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)(1). The weight of an
authority depends on its relevance, persuasiveness, and source. Reg. § 1.6662-4d)(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 authomty. Accordingly, a taxpayer
may have substantial authority for a position that 1s “supported only by a well-reasoned
construction of the applicable statutory provision.” Jd.

The substantial authority exception applies 1f substantial authority exists either at
the time the taxpaver's return is filed or on the last day of the taxpayer’s taxable vear. Reg.
§ 1.6662-4(d)3)1v)(C).

c. Tax Sheiter 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}2XC)iii) (prior to amendment).® As part of
the 1997 Act, and effective for 1tems with respect to transactions entered into after August 5,
1967, Congress amended the defimition 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 2
purpose 10 obtain a tax benefit “in a manner consistent with the statute and Congressional
purpose” is not a tainted tax aveidance or evasion purpose. Reg. § 1.6062-4(g)(2)(11). 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 1s a tax shelter item. Such an item also would not be subject to
the negligence component of the accuracy-related penalty, since a positien for which the taxpayer
has substantial authonty necessanly 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(g)2}(i). In addinon. those regulations provide that an utem is a “tax
shelter item” if it “is directly or indirectly attnibutable to the principal purpose of a tax shelter 10 avoid or evade
Federal income tax.” Reg. § 1.6662-3(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 taxpaver knowingly disregarded, and took a position contrary to, a regulation,
even if thai contrary position was supporied 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 1s a review of the general rules for the operation of this exception. Special rules applicable
to tax shelter items are discussed separately thereafier.

The reasonable cause and good faith exception 1s applied on a case-by-case basis
and requires a review of “all periinent facts and circumstiances.” Reg. § 1.6664-4(b). The
regulations specify that the most important consideration in determining whether the exception
apphes “is the extent of the taxpayer’s effort (0 assess the taxpayer’s proper tax lability.” 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 1s not inconsistent with reasonable cause and good faith.
Reliance on an information return or on the advice of a
professional (such as an appraiser, attomey or accountant) dees not
necessanily demonstrate reasonable cause and good faith.
Similarly. reasonable cause and good faith is not necessarily
indicated by reliance on facts that, unknown 1o the taxpaver, 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 reasenable and
the taxpayver 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 1f, under all the circumstances, such reliance was reasonable and the taxpaver acted in
good faith.” Jd. This rue is illustrated in the regulations by the following example:

that “has a reahstic possibility of being sustained on 1ts merns” 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 vyear taxpaver,
cngages B, a tax professional, 1o give him advice concerming the
deductibility of certain state and local 1axes. A provides B with the
full details concerning the taxes at 1ssue. B advises A that the
taxes are fully deductible. A, i prepanng 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 professicnal, and 1o 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
shouid have known, lacked knowledge in federal income taxation,
A would not be considered 10 have shown reasonable cause or to
have acted in good faith.

Reg. § 1.6664-4(b)(2) Ex. 1.

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) Fuacts and
circumsiances,  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 10 the treatment of the
taxpayer {(or any entity, plan, or arrangemnent) under Federal tax
law. However, in no event will a taxpaver 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 farth. For example, reliance mav
not be reasonable or in good faith 1f the taxpaver 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 1t relates 1o 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
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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 1o the proper tax treatment of an item.

(1) 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, staternems, findings, or agreements of the
taxpaver or any other person. For example. the advice must not be
based upon a representation or assumption which the taxpayer
knows, or has reason to know, 1s unlikely to be true, such as an
lnaccurate representation or assumpiion as to the taxpayer's
purposes for entering mte a transaction or for structuring a
lransaction in a particular manner.®

b. Tax Shelter ltems

PRIVILEGED ATTORNEY
CLIENT COMMUNICATION

A corporation generally is considered to have acted with reasonable cause and 1n
good faith with respect to a tax shelter item (as defined supra) if (1) there is substantial authority
for the 1ax treatment of the item {the “authonty requirement”) and (i1) “the corporation
reasonably believed, at the time the return was filed, that the 1ax treatment of the item was more

&

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

long recognized that a taxpayer's bona fide reliance on the advice of a tax professional constinites “‘reasonable
cause” sufficient to preclude the imposition of tax penaities. The Supreme Count's decision in United Stares v.
Boyvie. 469 U.S. 241 (1985). although involving the penalty for fatlure to file a return rather than the substantial
understalement penalty, frequently is cited in this regard:

Courts have frequentlv held that ‘“reasonable cause” is established when a
taxpaver shows that he reasonably relied on the advice of an accountant or
atiornev that it was unnecessary 10 file a return. even when such advice umed
out to have been mistaken . . . .

When an accouniant or antornev advises a taxpaver on a matter of tax
law, such as whether liability exists, it is reasonable for the waxpaver 1o refv on
that advice. Most axpayers are not competent 1o discern error 1n the substantive
advice of an accountant or attorney. 7o reguire the taxpaver to challenge the
atiorney, 1o seek a “second opinion,” or to v o monitor counsel on the
provisions of the Code himself would nullify the very purpose of seeking the
advice of a presumed expert in the first place. . .. "Ordinary business care and
prudence’ do not demand such actions.

469 U.S. a1 251 (emphasis added). In Boyle, the Count concluded that the taxpaver there at issue could not avoid the
failure 1o file penalty by blarmung his attorney, since “one does not have to be a tax expert to know that tax retms
have fixed filing dates and that taxes must be paid when they are due.” /d,

C-12i
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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 beheve that the tax
treatment of an item 1s more likely than not the proper tax
treatment if {without taking into account the possibility that a
return will not be audited, that an 1ssue will not be raised on audit,
or than an 1ssue will be settled)--

(1) The corporation analyzes the pertinent facts and
authonties . . . and in reliance upon that analvsis, reasonably
concludes in good faith that there is a greater than 50-percemt
likelthood 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 opimion 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
1s a greater than 50-percent likelthood that the tax treatment of the
tem 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 1n cases of perceived abuse:

For example, depending on the circumstances, satisfaction of the
minimum requirements may not be dispositive if the taxpaver’s
participation in the tax shelter lacked significant business purpose,
if the taxpayer claimed tax benefits that are unreasonable in
comparison 1o the taxpayer’s investment in the tax shelter, or if the
taxpayer agreed with the organizer or promoter of the tax shelter

that the taxpaver 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 1he Accuracy-Related Penalty 1o Losses Awnributable 1o 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 inicrests held by ECT as a result of the Transaction 1f and to the
extent that such disallowance is based on a posiion contrary 10 one of the opinions set forth in
the REMIC Opimion. This follows because each of those opinions is expressed in terms of the
tax result that “should” or that “more iikelv than not” would ohain. Each of these standards is
more stringent than the “substannial authority”™ standard applicable 10 the substantial
understatement component of the accuracv-related penalty. As seen, moreover, the substantial
authority standard 1s 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 REMJC opinion is premised on the disregard of
any rule or regulation.

Even 1f “substantial authonty™ were deemed nor to exist for the positions taken in
the REMIC Opinion, the reasonable cause and good fajth 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 rcpresentations.

Even if the Transaction were charactenzed 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, (i1) the raxpayer-recipients of the REMIC Opinion properly should be considered to
have reasonably relied in good faith on the REMIC Opinion, and (i1} the REMIC Opinion
unambiguously concludes that the likelihood that the opinions expressed therein will be upheld is
ercater than 50 percent.

B. Tax Shelier 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, in
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 vears 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 (1) be required to be registered under a federal or state securities law, {i1) be sold
pursuant 1o a registration exemption that requires the filing of a notice with the appropriate
federal or state securities regulators, or (111) involve a substanual 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 15 the rano that (i) the aggregate amount of
deductions and 350 percent of the credits which are represented as potentially allowable to any
investor for all peniods through the close of such vear, bears to (i1) the “investment base™ for such
vear. Section 6111(c)(2). The “investment base,” in tumm, for any vear generally is the amount of
money and the basis of any property (less any liabilities 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 defimitzon of a ““tax shelter” to include certain 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 1s the avoidance or evasion of federal income tax by a direct or
indirect corporate participant, (i1) that is offered to any potential panticipant under conditions of
confidentiality. and (i) 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 offercd 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
1ts sigmficant tax features. Section 6111(d)(2)(A). In addition, a transaction is considered to be
offered under conditions of confidenuiality if any promoter “(i) claims, knows or has reason to
know, (i1) knows or has reason to know that any other person (other than the potential
participant) claims, or (1) causes another person to claim, that the tax shelter (or any aspect
thereof) 1s proprietary to the promoter or any person other than the potenuial 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 1s that the Residual Interests are
themselves the object of a tax shelter investment by ECT. In that event, while the 2 to | tax
shefter ratio test for registration is likely met, the tax shelter does mot appear to meet the
remaining part of the conjunctive test for registration. Specifically, (1) no securities registration
is required for such investment, (11) no exemption requiring the filing of a notice with sccurities
regulators was employed, and (ii1) no “substantial investment” is present because ECT is the sole
Investor {and five investors are required for a substantial investment).” Thus, where the Residual

i 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 invesunents involving fewer than § 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 1s 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 conservauve assumption that
the deductions of ECT should be compared 1o 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 sensiuvity 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.
Bowever, the calculation of the investment base utilized, which included the contnbution to ECT
of the preferred stock of Enron Liquids Holding Corp. as the only contribution increasing the
mvestment base, is a conservative calculation under the rules. Thus, although we do not believe
that this second mode of analvsis 1s the appropriate analvsis under section 6111, we believe that
the tax shelter ratic 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 1ts 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 1s proprietary 10 any person.

substantial investments.” In Section 2.3(c) of the Conmribution Agreement between BTDel, BTCo and ECT, BTDel
end 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 sirmlar transactions, the Transaction should not be a
substantial investment if it 15 analyzed as though the Residual Interests were the tax shelter.

e Even if the Service were 10 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.

& 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 Jegal judgment en 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
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