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Ladies and Gentlemen:

\ : .
You have requested our opinion with respect 1o certain federal income tax consequences
relating 10 (i) the formation of RMT Chiricahua V LLC, a Delaware limited liability company. |
(“Chiricehua™), (ii) the entering into of the ISDA Master Agreement dated December 20, 2000
between Risk Management and Trading Corp. and Chiricahua and the associsted confirmation dated
December 27, 2000 (the “RMT Swap”) and (iii) the entering into of the ISDA Master Agreement
dated December 20, 2000 between RMT and Tulasosa LLC, 2 Delaware limited liability company
(“"Tularosa™) and the essociated confirmation dated December 27, 2000 (the “Tularesa Swap Ywith
respect to RMT’s member interest in Chiricahua. Specifically, you have requested our opinionas : -
1o whether the Tulerosa Swap results in & constructive sale of RMT s member interest in Chiricahua

under section 1259 of the Internal Revenue Code of 1986, as amended.!

In connection with this opinion, we have reviewed (i) the Limited Liability Company
Agreement of Chiricahua dated December 20, 2000, (ii) the Limited Liability Company Agreement |
of Tularosa dated Decernber 20, 2000, (iii) the RMT Swap and (iv) the Tularosa Swap. )

The Transactioﬁs

Enron North America Corp. (“ENA”) enters into a variety of financijal positions with third .
parties relating to the price of natural gas. These positions include swaps, futures contracts, optxons
and forward contracts, ENA, in tum, enters into offsetting positions with RMT pursuant to the ISDA |
Master Agreement dated March 31, 1997 and the periodic confirmations executed in associgtion with :
that agreement {collectively, the “ENA Master Swap™). Whethera pamcular positiontaken by RMT
pursuant to the ENA Master Swap represents an asset (L.e., the position is “in the money™) or a!

EC2 000036358

i
MOSCOW  NEW YORR  SINGAPORE  WASHINGTON, DIC, |

'A)l section references are to the Internal Revenue Code of 1936, as smended.

HOVITON ALETIN BEING DallAs LONDON

C-585



Enron Corp. -
Page 2 L
February 26, 2001

liability (i.e, the position is “out of the money™ depends upon the terms of the position and the

current and proj jected price of naturel gas.

: Chiricahua was formed on December 20, 2000. FS 360 Co:p., a wholiy-owned subs:dxaly
of RMT (“FS 360 Corp."}is the mansging member of Chiricabua owning 2 .01% interest in capital,
profits and Josses. RMT is also a member of Chiricahua owning & 99.99% interest in capital, profits
and losses, FS:360 Corp acquired jts interest in exchange for a cash contribution of $159,982.
RMT acquired its interest in exchenge for a cash contribution of $159,982 and its agreement to enter
into the RMT Swap, which represents offsetting positions with respect to certain of the contracts

held by RMT. The RMT Swap is substantially “in the money” end represents & ransfer of value by |
RMT to Chiricahua of approximately $1,825,512,753, The amount of the net cash payments
required o be made under the RMT Swap to Chiricahua wil] be based upon the specific terms set

forth in the dssociated confirmation based on the rotional volumes and prices set forth therein. ;
While it is possible on any particular payment date that a payment may be required to be made by !
Chiricehua to RMT, it is anticipated that a substential net payment will be made by RMT to !
Chiricahua over the life of the RMT Swap, Moreover, under the terms of the RMT Swap, |

Chiricahua is not required to make net payments in the aggregate 1o RMT. !

Followmg the execution of [he RMT Swap, RMT entered into the Tularosa Swap with
Tularosa. The members of Tulaross are ENA and Mangas ] Corp., 2 who!iy-owned subsidiary of ; ;

ENA. Pursuant 1o the Tularosa Swap, RMT will be entitled to receive from Tularosa on the |

settlement date 2 fixed sum equal to the fair market value of the member interest in Chiricahua on |
the contract date and RMT will be required to pay to Tularosa the fair market value of the member !
interest in Chiricahua on the settlement date plus the amount of any distributions received from!
. Chiricahua during the contract term. The contract date for the Tularosa Swap is December27, 2000;
and the settlement date is January, 2, 2002, Tularosa’s obligations under Tularosa Swap arei

guaranteed by Enron Corp.? \ ;
{ !
¥ % [

Representations
' !

In connection with your request for our opinion, you have made the following representations

with respect 10 certain facts associated with the transactions. We have relied upon the BCCUrECY | of '

these representations in rendering our opinion on these matters.

1. Neither Chiricahuz nor Tularosa will elect to be treated as a corporation for federal
income tax purposes, .
!

i
? In addition to Chiricshua, RMT end FS360 formed 13 other Delaware limited habihry companies having

similar capital structures and assets, RMT entered into financial contracts hmng terms similar 1o the Tularosa Swap mph
respect to its member interests in each of these other companies. r

|
EC2 000036389 !
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2. - 1t is not expected that the transactions described above will result in a substantial
reduction in the present value of the aggregate federal income tax liabilities of the Enron

consolidated group or any of its members. :

3. The Tularose Swap will not be closed in a manner described in section 1259(c)(3) of '
the Code. | ' '

4, At the time of the essecution of the RMT Swap, it wes anticipated that RMT would
be required to make net psyments under the RMT Swap having a present value of approximately |
$1,825,512,753 &nd the possibility that RMT would not be required to make substantial payments !
to Chiricahua under the RMT Swap was remote.

5’ “The fair market value of RMT’s member interest in Chiricahua is approximately
$1,825,672,735. . E

6. Following its formation, Chiricahua will engage intrading and dealing activities with’ !
respect 10 positions in natural gas. '

Opinjon and Analysis .

While there is no suthority directly addressing the federal income 1ax treatment of the ;
entering into of  complex financial instrument similar 10 the RMT Swap as & cepital contribution

10 & parinership, and therefore the matter is not frce from doubt, in our opinion, the transactions
described above should result in (i) a constructive sale of RMT's member interest in Chiricahua |
under section 1259, (ii) the recognition of gain in an amount equal to the excess of the fair market '
value of RMT's member interest in Chiricshua over its basis in such interest (which basis should not |
include any amount with respect to the RMT Swap), and (jii) an increase in RMT's basis in its |
. member interest in Chiricahua in an smount equal to the pain recognized es & resuilt of the:

" constructive sale. o
. Section 1259(c) provides that a taxpeyer wil] be treated as having made a qonstxuctiv'c sale,

'of an appreciated financial position if the taxpayer (or 8 related person) enters into an offsetting!
notions! principa! contract with respect 1o the same or substantially identical property. Accordingly,!
the Tularosa Swap will result in a constructive sale of the RMT"s member interest in Chiricahua if
(i) such member interest constitutes an “appreciated financial position” within the meaning of
section 1259(b), and (ii) the Tulaross Swap constitutes an “offsetting notional principal contract”
with respect to such interest within the meaning of section 125%(d). - !

Section 1259(b) defines an “appreciated financial pesition” tomean any position with rcspcc:l
1o “any stock, debt instrurnent, oz parinership interest if there would be gain were such position sold, |
assigned, or otherwise terminated at its fair market value.” RMT's member interest Chiricahua il's

EC2 000036360
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# partnership interest with a fair market value of aﬁproximately $$1,825,672,735. RMT’sbasisin ;|
jts member interest, however, should only reflect the amount of cash contn'b_uted 10 Chiricshuaand |

should not reflect the value of the RMT Swap held by it.

RMT acquired its interest in Chiricahus in exchange for cash and its agreement to enterinto
the RMT Swap. The RMT Swap is significantly “in the money" and represents an agreement by
RMT to make substantial cash payments to Chiricahus over the life of the RMT Swep based on the
terms set forth in the associated confirmation. . ]

Section 722 provides that the basis of an interest in 2 partnership acquired by contribution
of property, including money, to the partnership shall be the amount of such money and adjusted
basis of such propeity to {he contributing partner at the time of the contribution. Under section722,
if the property contributed to the parinership is an obligation of the contributing partner, the |

contributing partner’s besis in its partnership interest is not increased to reflect the pariner's |

obligation because the pariner has no basis in its own obligation. Gemini Twin Fund JII v.

Commissioner, 62 T.C.M. 104 (1991); Oden v, Commissioner, 41 T.C.M. 1285 (1981); Rev. Rul.
£0-235, 1980-2 C.B, 229; Tech. Adv, Mem. 8702006 (Sept. 26, 1986). Instead, Revenue Ruling 80- :
235 provides that “payments on the written obligation ere added 1o the partner’s basis in the |
partnership &s the payments are actually made.” 1980-2 C.B. at 230. This approach is consistent !
with the capital account rules promulgated under Section 704 (b) of the-Code. Treas, Reg. § 1,704~ :
1{(d)(2) peneraily provides that if & promissory note is contributed to & parinership by a pariner who |
is the maker of such note, such partner’s capital account will be increased with respect to such note ;
only when there is 2 taxable disposition of such note by the parinership or when the partner makes .

principal payments on such note. ;

While there are no authorities that directly address the treatment of entering into a financial'
contract similarto the RMT Swap in exchange fora parinership interest, we believe jtis appropriate;" o
10 treat the RMT Swap in a manner similar to the contribution of & debt obligation for purposes of.
- determining RMTs basis in its member interest in Chiricshua. Similar 10 the situation invelving
the contribution by a partner of its own note to & partnership, RMT entered into the RMT Swap as
part of its contribution to Chiricahua in exchange for its interest therein, The RMT Swap represents
the obligation of RMT to make cash payments to Chiricahua in the future as determined pursuant
1o the terms of the contract and RMT hes no basis in these obligations. In sddition, treating the jn
the money portion of the RMT Swap &s being similar 10 a debt obligation is consistent with Treasury
Regulations promulgated under section 446 relating to the treatment of notional prineipal contracts.?
Treas. Reg. § 1.446-3(g)(4) provides that where parties enter into an off market swap that includes

!

I or purposes of these rules, Treas, Reg. § 1.446-3(c)1Xi) provides thata notional principal contract js a *'financial
instrument that provides for the payment of smounts by ohe party 1o another party 2t specified intervals calculated by
reference 10 8 specified index upon a notional principsl amount in exchange for specified consideration or & promise to pay
similar amounts.” Netionz! principal contracts include interest rale swaps, currency swaps, basis swaps, interest rate caps,

intcrest rate floors, commodity swaps, and equity swaps. Treas, Reg. § 1.446-Xe)X1XD. - ,'

EC2 000036361
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VK2 significant up-froii payment, for federal income B purpoeses the contract is treated as two scparate

transactions, n-market swap and & loan. The up-front payment js treated a5 borrowed by the

. @ﬁ recipient any epaid over the Jife of the contract with excess proceeds from the deemed on-market

;\L-/swap Applying these pnnczples 10 RMT"s receipt of the Chiricahua member interest would result

in RMT eing treated as yeceiving the up-fiont payment (L&, the member interest) in exchange for

's initial basisin themember-interestreceived in exchange forthe note would have no s |
bam.hssatrse—RMT hes no basis in its own obligation; Instead, RMT would obtain basis in its

partnership intcrest as ceemed payments are received on the on-market swap and pa:d bac
Chiricahua as repayment of its obligation under the &g notg: _t

Section 1259(d) defines an "offsetting notional principal con t” 10 mean an agreement .
which includes (i) a requirement to pay al} or substantially &l} the inveStment yield (mcluding ,

gpprecxanon) on property for a specified period, and (i) & right to be reimbursed for all or
/Substantially all of any decline in the value of such property. _

o < The Tularosa Swap falls within the definition of an “offsetting notional principal contract” DKDQDU'
@WED under section 1259(d) with respect 1o RMT?s member interest in Chiniezhua. The net effect of the T e
& / the Tularosa Swap is that RMT is required 1o pay o1l the investment yjeld (including appreciation) g:mc_r
on its member interest in Chiricahua to Tularosa and Tularosa is requlred to pay to RMTthc amount &:h%
;“r\: of any decline in the value of such interest. StI\ 410

Ty

Section 1259(c}(3) provides that in applying section 1259, there shall be dlSIegﬂl’ded any DJV] Tig
transaction {wh:ch would otherwise be treated as a constructive sale) during the taxzsble yesr if such  Ci Ay
transaction is closed before the end of the 30th day sfter the close of such taxable year, the taxpayer: D«g P
holds the apprec:ated financial posiion throughout the 60-day penod beginning on the date suchl Qt:.u-h
transaction is closed and at no time during such 60-day period is the taxpeyer’s risk of loss with AW
respect to such position reduced by reason of 8 circumstance which would be described in section’ §&y, Rt
246(c)(4) if references to stock included references 1o such position. By its terms the Tularosa Swap g
-does not settle within 30-day period described in section 1259(¢)(3) and you have represented to u;
that the Tularosa Swap will not be closed in & manner described in section 1259(c)(3)

f

. Section 1259(2)(1) provides that if there is & constructive sale of an apprccmted ﬁnancmi 94\
. position that the taxpayer shall recognize gain as if such position were sold, assigned or otherwxsp M,
terminated at its fair market value on the date of such constructive sale (and any gain shell be taken Thy ¢ i
into account for the taxable year which includes such date). Further, section 1259(a)(2) and 1.h! Niei
legislative history of section 1259 provides that except as prowdcd in Treasury Regulations, &n
appropriate adjustment in the basis of the appreciated financial position is made in the amount of any
gain recognized on the constructive sale, and a new holding penod of such position begins as if the
taxpayer had acquired the position on the date of the constructive sale, S, Rep No. 105-33.at 123-

124 (1997). ,

I
i
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Applying these rules to the Tularcsa Swap should result in RMT recognizing gain in an: _
athount equal 1o the excess of the fair market value of its member interest in Chiricahua overits basis

“in such interest (Le., its cash contribution to Chiricahua), . |

Finally, the grin recognized as a result of the application of section 1259 to the Tularosa
Swap should not be deferred under the consolidsted retum regulgtions. Trees. Reg. § 1.1502-13
provides rules for the deferral of recoguition of gain or Joss on sales of property between
“corporations that are members of the same consolidated group immediately afier the transaction.”
Treas, Reg. § 1.1502-1(b) defines the term “rmnember” to mean “a corporation (including the common
parent) that is included in the group, or as the context may require, a corporation that is included in
a subgroup.” RMT is a corporation and is 2 member of the Enron group. Tularosa, however, is a
partnership for federal income tax purposes and therefore is not within the definition of a *member”
for purposes’of the intercompany transaction rules in Treas, Reg. § 1.1502-13.%

OQur opinion js based upon the existing provisions of the Internal Revenue Code of 1986, as
amended, regulations (and adminisirative pronouncements) promulgated or proposed thereunder,
and interpreletions thereof by the Internal Revenue Service and the courts, all as of the date hereqf,
all of which are subject to change with prospective or retroactive effect, and our opinion could be -

i

adversely affected or rendered obsolete by such change. : o

This opinion is given to you by us solely for your use and is not to be quoted or otherwise
referred to or furnished to any governmental agency (other than the Intemal Revenue Service!in
connection with an examination of the transactions contemplated herein) or to other persons without
our prior written consent, : : :

Very truly yours, - '

V -

“VINSON & ELKINS LL.P. o

0T24:330 - F.
Houwton: 3835924

i

It should be noted that Treas. Reg. § 1.701-2(b) provides that under certain circumstances the exi,stcru:wI ofa
partnership can be disregarded and its assets and activities will be treated as being owned and conducted by the partmers. The
application of Treas. Reg. § 1.701-2(b) sequires that the pastnership in question be “formed or availed of in connection with
& transaction a princips! purpose of which is to reduce substantially the present value of the partners® aggregate federal
income tax lability in a manner that is not consistent with subchapier K.™ The transactions described above will accclerate
the recogniticn of income and you have represented o s that the transaction wili pot result in 2 subsiantial reduction in the
present value of the tax lisbility of the Enron consolidated group of any of its members. Accordingly, the antirsbuse
provisions of Treas. Reg, § 1,701-2(b) should not epply. : ‘

EC2 000036363
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Enron Corp. . Privileged and C onfidential _ _
1400 Smith Street Attorney — Client Communication

Houston, Texas 77002

Re:  Tax Consequences of the Liquidations of the Chincahua LLCs

Ladies and Gentlemen:

You have requested our opinion regarding certain federal income tax consequences of the
liquidations of a series of limited liability companies owned by affiliates of Enron Corp.
(“Enron”). Specifically, you have requested our opinion as to ability of the Enren consolidated
group to recognize a loss on the liquidations and the effect the liquidations will have on the net
operating loss position of the Enron consolidated group.

Background

Enron North America Corp. ("ENA”), a wholly owned subsidiary of Enron has
historically entered into a variety of financial positions with third parties relating to the price of
natural gas and other commaodities. These positions include swaps, futures contracts, options and
forward contracts. It was ENA’s normal practice to enter into offsetting positions with its
wholly-owned subsidiary Risk Management and Trading Corp. (“RMT”) pursuant to an ISDA
Master Agreement dated March 31, 1997 and the periodic confirmations executed in association
with that agreement (collectively, the “ENA Master Swap™).

On December 20, 2000 RMT and FS 360 Corp., a wholly-owned subsidiary of RMT
(“FS 360 Corp.”) formed 14 Delaware limited liability companies -- RMT Chiricahua 1-X1V,
(the “Chiricahua LLCs”). FS 360 Corp. is the managing member of each of the Chiricahua
LLCs owning a.01% interest in capital, profits and losses. RMT owns a 99.99% interest in the
capital, profts and losses of each of the Chiricahua LL.Cs. FS 360 Corp. acquired its interest in
each Chiricahua LLC in exchange for a cash contribution to such entity. RMT acquired its
interest in each Chinricahua LLC in exchange for a cash contribution and its agreement to enter.
into an ISDA Master Agreement dated December 20, 2000 between RMT and the Chiricahua

HQUSTON AUSTIN BEUING DALLAS LONDON MOSCOW NEW YORK SINCAPORE WASMINCTON, L.C.
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LLC and the associated confirmation dated December 27, 2000 (the "RMT Swaps™), which
represented offsetting positions with respect to certain of the contracts held by RMT. Each of
the RMT Swaps were substantially “in the money” at the time of execution and represented a
transfer of value by RMT to the Chiricahua LLCs of approximately $ in the
aggregate. The amount of the net cash payments required to be made under each of the RMT
Swaps to a particilar Chiricahua LLC was based upon the specific terms set forth in the
associated confirmation based on the notional volumes and prices set forth therein. While it was
possible on any particular payment date that a payment would be required to be made by the
Chiricahua LLC to RMT, it was anticipated that a substantial net payment would be made by
RMT to each Chiricahua LLC over the life of the RMT Swaps. Moreover, under the terms of the
RMT Swaps, none of the Chiricahua LLCs were required to make any net payments in the
aggregate to RMT in excess of the amounts actually received by such entity from RMT.

Following the execution of the RMT Swap, RMT entered into an ISDA Master
Agreement dated December 20, 2000 between with Tularosa LLC, a Delaware limited liability
company (“Tularosa”) and an associated confirmation dated December 27, 2000 (the “Tularosa
Swap”) with respect to RMT’s membership interest in each Chiricahua LLC. The members of
Tularosa are ENA and Mangas I Corp:, 2 wholly-owned subsidiary of ENA. Pursuant to the
Tularosa Swap, RMT was entitled to receive from Tularosa on the settlement date a fixed sum
equal to the fair market value of the RMT’s membership interests in the Chiricahua LLCs on the
initial contract date and RMT was required to pay to Tularosa the fair market value of the
membership interests in the Chiricahua LLCs on the settlement date, plus the amount of any
distributions received from the Chiricahua LLCs during the contract term. The contract date for
the Tularosa Swap was December 27, 2000 and the settlement date was January 2, 2002.
Tularosa’s obligations under the Tularosa Swap were guaranteed by Enron Corp.

In our letter dated February 26, 2001, we analyzed the federal income tax treatment of the
transactions described above (the “2000 Transactions™) and concluded that while there was no
authority directly addressing the federal income tax treatment of the emenng into of a complex
financial instrument similar to the RMT Swaps as a capital contribution to a partnership, and
therefore the matter was not free from doubt, in our opinion, the 2000 Transactions should result
in (i} a constructive sale of RMT’s membership interests in the Chiricahua LLCs under section
1259 of the Internal Revenue Code of 1986, as amended’, (ii) the recognition of gain in an
amount equal to the excess of the fair market value of RMT s membership interests in the
Chiricahua LLCs over its basis in such interests (which basis should not include any amount with
respect to the RMT Swap), and (iii) an increase in RMT’s basis in its membership interests in the
Chiricahua LLCs by an amount equal to the gain recognized as a result of the constructive sale.

In reaching these conclusions, we reasoned that it would be appropriate to treat the RMT
Swap in a manner similar to the contribution of a partner’s own debt obligation to a partnership
for purposes of determining RMT’s basis in its membership interests in the Chiricahua LLCs.
RMT would not receive any tax basis in its membership interests in the Chiricahua L1LCs related

! Unless otherwise indicated, all section references herein are to the Internal Revenue Code of 1986, as amended.

Privileged and Confidential
Attorney — Client Communication EC2 000036365
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1o the RMT Swap until such time as payments are made on the RMT Swap because RMT had no -
basis in its own obligation. : o

Under this approach, following the execution of the Tularosa Swap, RMT's basis in each
Chiricahua LLC membership interest would equal the amount of its cash contribution, plus the -
gain recognized as a result of the constructive sale. That ‘basis would be adjusted upward to .
reflect additional contributions made to such Chiricahua LLC by RMT (including payments
under the RMT Swap), as well as RMT’s allocable share of income from the Chiricahua LLC,
and would be adjusted downward to reflect distributions by Chiricahua to RMT (including
payments under the RMT Swap) and RMT’s allocable share of Chiricahua’s losses.

With respect to the 2000 Enron consolidated federal income tax return, you have advised
- us as follows: .

e ~ Enron reported a net operalihg loss (“NOL_") carryforward at the beginning of the
year of $[3.0] billion. ' '

» Enron reported a net operating loss of $[2.0] billion for 2000, 'éxcluding _the gains
from the 2000 Transactions. ' :

« Consistent’ with this approach discussed above, Enron reported the 2000
Transactions as resulting in the recognition by RMT of $[5.25] billion of capital
gain.

s The gain from the 2000 Transactions was offset by the losses generated in 2000
and the NOL carryforwards from prior years, Accordingly, the taxable income of
the Enron consolidated group for 2000 was [$50,000,000].

Since the consummation of the 2000 Transactions several significant developments have .
occurred affecting the transactions described above. First, and most notably, on December 2, '
2001, Enron Corp. and several of its affiliates, including ENA, filed for protection under .
Chapter 11 of the Bankruptcy Code. Second, although the RMT Swaps required perodic =~
payments to be made by RMT and the Chiricahua LLCs on the dates set forth in the RMT
Swaps, no such payments have been made. Instead, since the execution of the RMT Swaps
amounts owed by RMT to the Chiricahua LLCs have accumulated and have been treated as an
unsecured receivable from RMT. [Third, RMT's ability to satisfy its obligations to Chincahua
has deteriorated. Virtually all of RMT’s assets derive their vaiue from unsecured claims or
commitments from ENA or Enron. RMT’s assets consist of receivables from ENA and Enron,
its rights against ENA under the ENA Master Swap and its rights against Tularosa under the
Tularosa Swap. Tularosa’s ability to make payments under the Tularosa Swap. are principaily
supported by an Enron guarantee. As a result of Enron and ENA’s current financial position and
bankruptcy filings it is unlikely that RMT will have sufficient assets to make the remaining
payments under the RMT Swap or make full payments on the receivables to Chiricahua.]

In light of these circumstances, RMT and FS360, the members of each of the Chiricahua
LLCs, liquidated the Chiricahua LLCs on December __, 2001. You have advised us that the

Privileged and Confidential
Attorney — Client Communication EC2 000036366
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only éssets held by the Chiricahua LLCs at the time of their liquidation were receivables from
RMT, the RMT Swaps and cash. . '

Tax Consequences of the Chiricahua Liguidations

The tax consequences of the liquidations of the Chiricahua LLCs will depend primarily
Upbn RMT’s basis in 1 the Chiricah_ua LLCs and the character of the assets distributed in the
liquidations. Section 731(a)(1) of the Code provides that gain shall not be recognized to 2
partner as a result of a distribution from a partnership except to the extent that any money
‘distributed exceeds the adjusted basis of such partmer’s interest in the partnership immediately
before the distribution. Section 731(a)(2) provides that no Joss will be recognized to a partner.
upon receipt of a distribution from a partnership except upon a distribution in liquidation of a
partner’s interest in the partnership where no property other than money, unrealized recejvables
~ {as defined in section 751(c)} and inventory (as defined in section 751(d)) is received. In that
case, loss shall be recognized to the extent of the excess of the adjusted basis of such partner’s-
interest in the partnership over the sum of the money distributed and the basis to the distributee,
as determined under section 732, of any unrealized receivables and inventory distributed. Any
gain or loss recognized as a result of a distribution under section 731 shall be treated as gain or
loss from the sale or exchange of the partnership interest of the distributee partner. Such gain or
Joss is treated as-gain or Joss from the sale or exchange of a capital asset under section 741 of the

Code.

Section 751(c) generally defines “unrealized receivables” to include any rights
(contractual or otherwise) to payment for (i) goods delivered or to be delivered to the extent the
proceeds therefrom would be treated as amounts received from the sale or exchange of propeny
other than a capital asset, or (ii) services rendered, or to be rendered. Under section 751(c)
“unrealized receivables” also includes certain recapture items. Section 751(d) defines “Inventory
items” to mean any property of the partnership which, on sale or exchange by the partnership (or
by the distributee partner) would be property other than a capital asset and other than property
described in section 1231 of the Code.” -

As discussed sbove, in our letter dated February 26, 2001, we concluded that the 2000

Transactions should result in a constructive sale of RMT’s interests in the Chirdcahua LLCs -

under section 1259 and an increase in RMT’s basis in its membership interests in the Chiricahua
LLCs by an amount equal to the gain recognized as a result of that constructive sale.
Accordingly, under this approach RMT’s basis in its interest in each of the Chiricahua LLCs
would equal the amount of gain recognized under section 1259 with respect to such LLC, plus
the initial cash coninbutions made to such LLC. You have advised us that the aggregate basis of
RMT in the Chiricahua LLCs under this approach is {$ 1-

? Section 751(d) also defines inventory itemns 1o include any property of the partnership which, if sold or exchanged
by the partmership (or the distributee parmer), would result in gain taxable under section 1246(a) (relating 1o gain on
foreign investment company stock).
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Under section 732(a} loss will be recognized by RMT as a result of the liquidation of the
Chiricahua LLCs only if the distributed property consists solely of cash, unrealized receivables
and inventory items. In the ligmdation of the Chiricahua LLCs two types of assets were
distributed — cash and obligations of RMT. Upon their distribution to RMT, the obligations of
RMT will be extinguished. Accordingly, whether Joss will be recognized on the Chiricahua -
liquidations will depend upon the how the obligations RMT that are extinguished in the.

liquidation are treated.

The effect of a distribution of a partner obligation to the obligee partner by a partnership
under section 731 depends upon the manner in which the distributing partnership acquired the . -
obligation.”  1f a partnership loans money or property to a parter and the partner’s indebtedness
to the parinership is subsequently cancelled, Treas. Res. § 1.731-1(c)(2) provides that the obligor
partner will be deemed to have received a distribution of money or property at the time of
cancellation. Rules for the treatment of the distribution of obligations acquired by the
parinership from a third party are set forth in Rev. Rul. 93-7, 1993-1 C.B. 125, which holds:

If a partnership acquires indebtedness of a partner, and the partnership distributes
(in a liquidating or nonliquidating distribution) the indebtedness to the partner s0
that the debt is extinguished, the distribution of property rules will apply to
determine the consequences for the partnership and the partner will recognize
capital gain or Joss to the extent that fair market value of the indebtedness differs
from the basis of the indebtedness determined under section 732 of the Code.

Unfortunately, there is no direct authority addressing the tax consequences of the -
distribution of an cbiigation of a partner to the obligee pariner where the obligation was incurred .
in exchange for interest in the partnership. Neither Treas. Reg. § 1.731-1(¢)(2) nor Rev. Rul. 93-

7 nor is applicable because the obligation did not result from a loan to the pariner and obligation
was not acquired by the partnership from a third party.

It appears that the distribution of a partner obligation received in exchange for an interest '
in the parinership back to the obligee pariner should be viewed as a nonevent for federal income
tax purposes.’ In the circumstances covered by Rev. Rul. 93-7 and Treas. Reg. § 1.731-1(c)(2) .
the pariner’s basis in its partnership interest included, directly or indirectly, the funds used to
acquire the partners note or loaned 1o the partner, respectively. In both of those instances
treating the distribution as a distribution of money or other property is necessary to properly
reflect the economic gain or loss of the pariner. When a debt obligation 15 contributed to a
partnership in exchange for a partnership interest, however, (i) the partner’s basis in its
partnership interest does not refiect the amount of the obligation until payments under the
obligation are actually made, and (j1) the partnership has a zero basis in the obligation of the

? McKee, Nelson & Whitrire, Federal Taxation of Partnerships and Parmers § 19.02[5] (1997} (“McKee™),

4 See McKee at § 19.02[S}{c].
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partner.5_ Thus, treating the distribution of a contributed debt obligation back to the contributing
partner as a nonevent is consistent the treatment of the contribution of the obligation.

Moreover, in the case of the Chiricahua liquidations where cash and the contributed
partner obligations are the only assets distributed in the liquidation, treating the obligations as
“other property” for purposes of section 731 would prevent the recognition of loss on the
liguidation. Such a disallowance would be inconsistent with the_ rationa_le underiying Rev. Rul.
93-7, which holds that gain or loss should be recognized where following a partnership
distribution no mechanism for the preservation of gain or loss exists. Specifically, Rev. Rul. 93-

7 provides:

when indebtedness of a partner is distributed to that partner, the debt is
extinguished. Thus, just as in a sitvation involving the distribution of money,
~when debt is distributed by a parnership to its issuer, there is no mechanism for
preserving gain or loss. Accordingly, current recognition of any gain or loss is

' appropriate. See Cora-Texas Manufacturing Co., Inc. v. U.S., 222 F.Sup. 527
(E.D. La. 1963), aff'd per curiam, 341 F2nd 579 (5th Cir. 1965), which concluded
that the partnership nonrecognition rules for distributions of property did not
prevent the recognition of loss by a partner when a partrership distributed to a
corporate partner that partner’s preferred stock.

1993-1 C.B. 125.

Accordingly, although there i1s no direct authority addressing the distribution of partner
obligations in this context, and therefore the matter is not free from doubt, in our opinion the-
distribution of the RMT Swap and associated receivables o RMT in the liquidation of the
Chiricahua LLCs shouid be treated as a nonevent for federal income tax purposes and therefore
RMT should be treated as receiving solely cash in the liquidations of the Chiricahua LLCs. .

Assuming that the distributions of the RMT Swaps and related receivables are treated as
nonevents for federal income tax purposes and RMT is treated as receiving solely cash in the
liguidation of the Chiricahua LLCs, under section 731(a)(2) RMT will recognize a loss on the
liguidation of each Chiricahua LLC in an amount equal to the excess of its basis in its LLC
interest over the amount of cash distributed. Under section 731(a) jri‘/-loss recognized will be

5 Section 722 provides that the basis of an interest in a partnership acquired by contribution of property, including
money, 1o the parmership shall be the amount of such money and adjusted basis of such property to the contributing
partner at the time of the contribution. Under section 722, if the property contribuied to the parmership is an
chligation of the contributing parmer, the contributing partner=s basis in its partnership interest is not increased to
reflect the partner=$ obligation because the partner has no basis in its own obligation. Gemini Twin Fund fif v.
Commissioner, 62 T.C.M. 104 (1991); Oder v. Commissioner, 41 T.C.M. 1285 {1981); Rev. Rul. 80-235, 1980-2
C.B. 229; Tech. Adv. Mem. 8702006 (Sept. 26, 1586). Instead, Revenue Ruling 80-235 provides that Apayments on
the writien obligation are added to the partner=s basis in the partnership as the payments are actually made.@ 1980-
2 C.B. at 230. This approach is consistent with the capital account rules promulgated under Section 704{b) of the
Code. Treas. Reg. ' 1.704-1(d){2) generally provides that if a promissory note is contributed to a partnership by a
partner who is the maker of such note, such parmer=s capital account will be increased with respect to such note
only when there is a taxable disposition of such note by the partnership or when the partner makes principal

paymients on such note.
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treated as a capital loss. You have advised us that under this approach the liquidation of each
Chiricahua L1.C resulted in a capital ioss and that the total aggregate capital loss recognized as a
result of the Chiricahua liquidations equa s [$5.0 billionj (the “*Chiricahua Capital Loss™).

Section 1212(a)(1) provides that if a corporanon has a net capital loss for any taxable
year, the Joss may be carried back to each of the three taxable years preceding the loss years but:
only to the extent such loss does not increase or produce a net operating loss for the taxable year
to which it is being carried back. :

You have asked us to apply the capital loss carryback rules in section 1212 to the .
Chiricahua Capital Loss assuming that there are no other capital gains or Josses dunng the 2000
and 2001 tax years of the Enron consolidated group other than the gams recoqmzed on lhc 2000
Transactions and the Chiricahua Capital Loss.

Example 4 and Example 5 of Treas. Reg. § 1.1212- 1(a)(3) provide relevant gu1dance to
the apphcahon of these rules in this context. Example 4 provides: o

. | Operaging Income or Loss .
Year (Exclusive of Capnal Gain Capital Gain or Loss
or Loss) '
1967 ($20,000) $24,000
1968 ' $20,000 -0-
1965 ' £20,000 -0-
1970 (£25,000) ($20,000)

The net capital loss of $20,000 for 1970 is carried back to 1967 and applied
against the $24,000 net capital gain (capital gam net mncome for taxable years
beginning after December 31, 1976) realized in that year only to the extent of
$4,000, the maximum amount to which the 1970 capital loss carryback can be
applied without producing 2 net operating loss for 1967. The unused $16 ,000
balance of the 1570 net Jong-term capital loss can be camed forward to 1971 and
subsequent taxable years.
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Example 5 provides:

Operating Income or Loss :

Year (Exclusive of Capital Gain | Capital Gain or Loss
or Loss)

1967 -0- . -0-

1968 ($20,000) -0-

1969 -0- 524,000

1970 | $20,000 ($24,000)

The net capital loss of $24,000 for 1970 js carried back to 1969 and applied
against the $24,000 net capital gain (capital gain net income for taxsble years
beginning after December 31, 1976) realized in that year to the extent of $24,000.
The application of the capital loss carryback is not limited as it was in Example
(4) because such carryback neitler increases nor produces a net operating loss, as
such, for 1969. The $20,000 net operating loss for 1968 is then carried forward to
1970 to eliminate the $20,000 of operating income for that year.

Assuming that there are no other capital gains or losses during the 2000 and 2001 tax
years of the Enron conselidated group other than the gains recognized on the 2000 Transactions
and the Chiricahua Capital Loss, under section 1212 Enron will be entitled to carry back the
Chiricahua Capital Loss 1o 2000 to the extent of $3.25 billion (i.e., the excess of the $5.25 billion
capital pain recognized as a result of the 2000 transactions over the taxable loss of the Enron
Consolidated Group of $2.0 billion for 2000 calculated without regard to the gain recognized

from the 2000 transactions).

Finally, the above discussion assumes that the 2000 Transactions are respecied and are
treated in the manner described in our letter dated February 26, 2001. However, because'(i) the
parties to the 2000 Transactions were related, (ii)) RMT and Chiricahua did not follow the terms
of the RMT Swap, and (iii) the Chinicahua LLCs have failed to engage in other trading
operations for their own account as originally contemplated, there is a risk that the IRS could
assert that the 2000 transactions should be disregarded. Moreover, the Chiricahua liquidations
increase this risk because the liquidations resulted in putting RMT in a position very similar to
where it would have been had the 2000 transactions never occurred.

Even if the IRS were successful in such a challenge, however, in our opinion there should
not be an adverse effect on the Enron tax position. If the 2000 Transactions were disregarded,
Enron would not recognize gain under section 1259 in 2000 as a result of those transactions and
would not recognize loss as a result of the Chiricahua liquidations. The net effect would be that
Enron would have a net operating loss of {$2.0 billion] for 2000 and would have a net operating
joss carryforward at the beginning of 2001 of [£5.2 billion].
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Our opinion is based upon (i} our understanding of the relevant facts surrounding the
2000 Transactions and the Chiricahua Licuidations as set forth herein and in our letter dated -
February 26, 2001, and (ii) the existing provisions of the Internal Revenue Code of 1986, as
amended, regulations (and administrative pronouncements) promulgated or proposed thereunder,
and interpretations thereof by the Internal Revenue Service and the courts, all as of the date
hereof, all of which are subject 1o change with prospective or retroactive effect, and our opinion
could be adversely affected or rendered obsolete by such change. '
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_ This opinion is given to you by us solely for your use and benefit, and is not 1o be quoted
or otherwise referred to or fumished to any governmental agency (other than the Internal
Revenue Service in connection with an examination of the transactions contemplated by the
rescission agreement} or to any other person without our prior written consent,

Very truly yours,
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