Sale of Executive Options Technique — Advantages and Disadvantages
(Privileged Infortnation — Do Not Disseminate)

Associated Advantages of Using the Sale of Executive Opticns Technique

Executive -

1. The executive gets the opportunity to diversify his'her portfolio without having an immediate tax
payment due from exercising the options.

2. The executive keeps approximately 80% of the benefits from deferring associated taxes for 15 years.
3. Income from the options is “locked-in" at the sale price.
4, The technique does not have 10 be reported to the IRS as a tax shelter.

5. The downside risk is limited as Arthur Andersen’s opinion letter should eliminate tax penalties
imposed by the IRS for disallowing the technique.

Enron

1. Earon may generate goodwill from its top executive staff for introducing such a large potential benefit
to its executives.

2. The technique helps serve as an NOL tax refresher for Enron.

Associated Disadvantages of Using the Sale of Executive Options Technique

Executive

1. The executive must pay Arthur Andersen the entire fee by the time the technique is implemented while
the benefits will accrue over 15 years.

2. The executive must capitalize the Limited Partnership with non-personal assets in value approximately
equal to 10% of the sale price of the options.

3. If the value of the Limited Parmership portfolio drops by a significant amount, then the Limited
Partnership could have rouble repaying the “promise to pay” back to the executdve. However, this
debt must be repaid. In the case of exgcutive death, the debt must be repaid to his/her estate.

4. Iftax rates change significantly over the next 15 years, the value of the benefit could be significantly
lessened.

..?

Enron

1. Could potentizlly, significantly reduce executive ownership in Enron, =~

2. Euron must wait uptil the executive claims income in order to receive the compensation tax deductian
for the option. If all goes as planned, Enron will postpone its tax benefit for 15 years.

3. If the executive leaves Enron within the next 15 years, Enron will require some sort of procedure to
receive its tax deduction when principal is repaid to the executive from the Limited Parmership.

4, Enron will require guidance from Arthur Andersen as the executive's tax advisor to operationalize
manually overriding the payroll system to legally keep income off of the exccutive's W-2 statement.

5. How will Earon’s role in letting Arthur Andersen show the technique to executives be perceived by tax
and legal authorities? Enron would prefer not to have involvement
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Sale6f Executive Options Technique
(Priwitéged Information — Do Not Disseminate)

Steps Involved in the Transaction

L The Executive forms 2 Limited Parmership (LP) with family ownership approximately as follows:
Executive 79% Limited Partner {also General Partner) M [a’:';é
Executive Spouse 18% Limited Partner (also General Partner) L- g
Children 3% Limited Partners Bty

Executive makes a capital contibution to the LP roughly equal to 10% of the value of the options Z
that will be sold to the LP,

Capitalization should be comprised of non-personal assets.

/..‘-—_H—__‘_\ ___..-—-———_’_"'——\l
IT. Exccutivc sells optionsfto the LP for an amount equal to the appraised value of the options. o st «ég f-f/
L sal 9, G ified options will be used (vested 5 w— o TS Mey -
» enerally, nonqualified options will be used {veste rumé}i c é:,é
Cé /A Lé‘lb LP gives to the executive, an unfunded, unsecured, 15 year, balloon promise to pay with a WC ¢
9{’ ) marketable interest rate which is payable yearly. The principal is to be repaid in 15 years.
. L%/ S
)/1/[; — All income to be recognized concerming the options will now be fixed at the option sale price.
T L
62;,4‘.’{'-’ W Income recognition is deferred until principal is repaid (15 year principal repayment defers the
taxable recognition of income for 15 years). An amortizing debt would recognize income

el i
?/Zﬁ M incrementally as the principal is returned to the lender.

lé’ —{D Employee income recognition and Enron compensation expense recognition, for tax purposes,
’7 - ey must oceur at the same time. This means that Enron will not be able to receive a tax deduction for
W ) the options {or portions of them) unless the principal on the note {(or portions of it) is repaid.

I Whilc the partmership may excrcise the options within the time frame permitted under the relevant
option plan, most partnerships exercise the options and selt the underlying shares immediately. —

/ucff-e

Effect of Transaction on Executive - 4% G G 7% 5- /"7/5 Geo

Cash :;.c._ép_ % M . 5 é /5
Initial outflow of 10% of the transferred asset value to fund the LP. £ ) ’

The executive must expend the greater of $150,000 or 20% of the NPV of the deferred benefit as
compensation to Arthur Andersen.

The executive will receive interest payments annually from the LP. For tax purposes, the amount is
reduced by the amount of the pass through interest expense by the LP.

Income

The executive will defer the income from the sale of the options unti} principal is received.
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It is recommended that the LP exercise the options immediately after the sale tragsaction. If the options are
exercised immediately after the sale, then the net effect of an IRS disallowed deduction would be to
accelerate taxes due from a 13 year deferral period to present.  AA's "mare likely than not" opinion is
intended to shield the executive from penalties for understating income should the wransaction be
challenged.

Enron must override the payroll system at exercise. Since all income will be deferred, override is necessary
to ensure that no income will be atmbutable to the executive from exercise.

Income is also recognized by the executive for interest received on the note receivable. This is partialy
offset by the interest expense passed through by the LP.

SEC Reporting /7{5%}5 ﬂ/%‘” 1S _oportests

—— — ./ '
No additional SEC reporting is required. ¢~ ﬁ;ﬂ&m ) Q? .

T

Effect of Transactico on L.P

Cash

The LP will have an initial capitalization of approximately 10% of the transaction value.

e
(The LP will Msscssmn of the stock options and mmﬂt_a_r};_gﬁqsﬁl_yiagcrmsc t.he opnonsré" %&‘% &%
Income

/"W-'L -
Interest payments will be an interest expense to the LP while the invesument income will be income. e
Both interest expense and investment income will be passed through to the partners of the LP. il Orteny
i
[ a)3 Toemsect - Wwdkocdt Goomgeq oy (el
____"\______‘______‘ UH‘M1 Iul‘(ﬁ = IL --

SEC Reportin S = L gy Sec _ Whéw M

\ Upon sale, Form 4 (Family Controlled Entity) is filed by Enron while 3-8 should continue to suffice. ) ,,/w Y 7

L
_______..—-——-—-—-"‘-_'__""__‘_—-‘—---._—_.._
——

_________./
Effect of Transaction on Enron /Mf' ’%%
Cash - m :

Upon exercise, Enron will recieve the strike price times the number of options exercised. ) -
Since Enron is allowed a compensation expense deduction as the executive recognizes income, a | 9 {253 C
compensation expense (and corresponding the tax deduction) will be taken when principal is returned. This i cl ec!-,.c.‘l"”
has an cffect of reducing cash flow (vis-3-vis a normal exercise) in the year of exercise if Enronis in a 27 5 1 PRT
pasitive NOL sitvation. Dv- r 'l ;
) Lo .

If the sale of options transaction is disallowed by the Service, Enron will be allowed an accelerated W alaet c
compensation expense deduction for the income related to the exercise of the options. Pt Lf

_ 5,00 "
Income L

As mentioned zbove, a slight decrease in the tax deduction will effect a small decrease in net income.
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Tax

The transaction has the net effect of increasing tax expense in the year of exercise and decreasing the
expense when principal is returned.

If the deferral transaction does not work, all income from exercise will be accelerated to the date of
exercise allowing Enrcn a corresponding immediate deduction.

Accounting v L
o | &y o
pLF For Financial Accounting purposes, the net effect af the transaction is a small indirect reduction in net L -
/ 5 %, income through a lower tax deduction in the year of exercise. E i L
‘) =
-

: /
. Ik
v ( 6@(-( ~  The deferred tax asset will be maintained on Enron’s books without an NPV adjustment.
[+
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- SEC Reporting A W
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Upon sale, Form 4 (Family Controlled Entity) is filed b§ Enro ile 5-8 should continue to suffice.

Other T s % ' ﬁz

This transaction ¢ould be put in place by an executive without apprbval by Earon, however proper approval

may be warranted as Enron's involvement mav requirg overriding the payroll systems concerning W-2 -_

income recognition. - J
am——— - i
éﬁ)g Lo

There is a small chance that an equity analyst couid figure gut the transaction.

Enron Plan Allowance for the Transaction { %

Arthur Andérsen requires that plan documents pepmit “transfers” for the transaction o be permitted. The
91 Plan gaurently has that language with the 1994 plan to contain that language beginning August 2000.
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