Int office

¢, Memorandum
%
To: Ann Marie Tiller
From: Brent Vasconcellos Department: Tax Planning

Subject:  Yosemite | Withholding Date:  January 14, 2000

Confidential: Attorney-Client Privilege

Pursuant to your request, | have prepared the following analvsis of U.S. federal

withholding tax considerations related to pavments made by Enron North America (“ENA™) to

. Delta Energy.Corp. (“Dela”), a Cayman Islands exempt LLC, as part of the Yosemite structured
finance transaction. T T

Background

On November 18, 1999, Yosemite Securities Trust I (“Yosemite™), a Delaware statutory
business trust, issued $750 million in senior unsecured notes {the “Notes™). The beneficial
ownership interests of Yosemite are evidenced by 375 million of certificates held by Enron Corp.
(“Enron”} and Long Lane Master Trust IV (“Long Lane™), a Delaware statutory business trust.’
Yosemite is treated as a partnership for tax purposes, and the trust certificates held by Enron and
Long Lane are treated as partnership interests for tax purposes. Currently, Yosemite’s sole asset
is an $800 million debt obligation of Delta (the “Delta Note™).? The Delta Note originally bore
interest at a rate of 6.3% payvable semi-annually, although it was amended on December 22. 1999
{as discussed below) to, among other things, increase the rate to 7.25%.

Delta is checked open as a partnership and is capitalized with nominal equity held by a
Cayman Jslands charitable trust (the “Trust™) and $800 million in proceeds, nominaily in the
form of a loan, from the issuance of the Delta Note to Yosemite.” Delta plans to take certain
precautionary measures in order to assure itself of favorable tax treatment for withholding
purposes by filing a Forrn 926 (Form 8865 which is not vet in final form) and has also included
tax characterization language in the Delta Note *

The $800.million proceeds received by Delta were used as a prepayment of Delta’s
obligation under a cash-settled swap with ENA on the price of crude oil (the “Prepay™).” As part
of a pre-arranged integrated transaction, ENA entered into a cash-settled commodity swap with

" Enren and Long Lane each awn 8375 mulhon of the centificaies  Long Lame 15 an accommodation party for Citibank through the lotal return
swap in place between Long Lane and Salemon Smith Barney, a Citibank affiliate.

Y Y OSEMIe 1S gisD & SWap counterparty to a credit default swap with Cuiibonk, N.A. and has entered inta a puaraniee arrangement, nominally
characterized as 2 loan. with Enron 1 which Eneon effectively guarantees the inleresi payable on the Nows (although Lnron’s obligation 1s nnt 1n
the nature of a traditional guarantee because it 1= not dependent an a pavment default by Delra). Neither {ransaction is relevant for purposes of
this discussion

3 The use of Delta came al the nsistence of Enron Global Finance due 1o accounting concerns over the Yosemite investing entity’s status as 2
special purpose vehicle (SPYY, Characienization of an alternauve Delta-hke enuity as an SPY for financial accounting purposes would have
Jeopardized the accounting treatment of the debt issuance by Yosemule as an ofl-balance sheet financing. The decision 1o use Delta apparenty
reduced such concerns based. at least in part, on ENACs phier dealings with Delta in similar swap transactians

* These precautionary measures relate 10 withholding in calendar vears 2001-2004. See discussion mfra -

* The use of a prepatd swap was not motivaled by tax consideratrons bul insicad was necessary in order 1o report the ransaction as part of ENA's
price risk management activities rather than debt for financial BCCORRIGIG FUIOSES.
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Citibank and Citibank entered to into a cash-settled commoadity swap with Delta. Citibank and
Delta hold floors and ENA holds a cap on the price of crude oil at the swap’s maturity. All three
swaps are based on an identical notional amount. Further, the caps and floors are identically
priced and have the effect of creating a hedge to all three parties. After canceling all of the
-redundant terms te the three swaps, ENA receives $800 million and Delta receives 6.3% interest
pavable semi-annually. Delta uses the interest received from the Swaps to maks identical semi-
annual interest payments 0 Yosemitz on the Delta Note. Yosemite uses the interest earned on
the Delta Note to satisfy the semi-annual interest payments due on the Notes and the semi-annual
vield payments due on the Certificates.’

Due to commercial uncertainty causad by a last-minute change to a provision in the
Swaps, Enron decided to shorten the tenor of the Swaps to two and a half months with a maturity
date of January 31, 2000. The tenor of the Delta Note was also shortened to reflect an identical
maturity date. Enron terminated the original Swaps and executed new Swaps on December 22,
1699 that reflect the originally contemplated maturity date of October 26, 2004. The Delta Note
was also amended to retlect a similar maturity datz. The terms under the new Swaps and the
Delta Note remained substantially unchanged with the exception of the maturity date and a new
interest rate of 7.25%. In connection with the termination of the original Swaps and exescution of
the new Swaps, Yosemite will execute a consent to these changes in order avoid a mandatory
repayment of the Delta Note as required under its terms.’

Issues
L In calendar year 2000, what basis does ENA have for making payments to Delta under the

Prepay without reduction for U.S. federal income tax withholding under [LR.C. § 1441
and the regulations thereunder?

2. In calendar years 2001 through 2004, what basis does ENA have for making pavments to
Delta under the Prepay without reduction for U.S. federal income tax withholding under

[.LR.C. § 1441 and the regulations thereunder?

Executive Summary

1. For calendar vear 2000, ENA can forego withholding on payments made to Delta under
the original Prepay by relying on the short-term O!D exception contained in LR.C. § 871.
ENA can also forego withholding on pavments made to Delta under the new Prepay in
calendar year 2000 by relying on the “porttolio inierest” exemption,

1 The regulations promuigated under LR.C. § 1441, effective January 1, 2001, would not
require ENA to withhold on anry payments made to Delta under the new Prepay tor
calendar years 200! through 2004 on the basis that the beneficial owner ot the income
received by Delta is a U.S. person,

£C2 000033238

 Ihese cash tlows only partally sansly the Notes and certilicaizs The “Magie Nole " was put i place (0 make up the shonfall amount

" Zor purposes of this discussiun, the term “origanal Swaps reters o the two-and-a-hat-manth Swaps that maluee on January 311999 and Lhe
new” Swaps refers to the Swaps exczutzd on Decemaer 22,1999 thal mature on Oetober 26 2004, Ay reterence o the “Prepay ' of the
“Swaps” also refers 10 the new Prepav/Swaps.
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Discussion

§ 1441 Withholding in Calendar Year 2000

Tax Characterization of the Prepav

The tax characterization of the Prepay is an integral part of the withholding analysis for
calendar vear 2000 because it allows ENA to identify alternative reporting positions based on the
availability of withholding exemptions. Once the tax characterization of the underlying
iransaction is determined, the most advantageous reporting position for withholding purposes can
be determined.

As noted above, the net result of the Swaps was that ENA received $800 million in
~exchange for_interest pavable semi-annually at 7.25%. Based on the economic substance of the

Swaps, the Service could potentially view the Prepa\' as a 7.25%, $800 million loan by Deltato™

ENA and view the ENA/Citibank swap and the Citibank/Delta swap as swaps for tax purposes.
Therefore, under this characterization, any pavments made by ENA to Delta under the Prepay
would be characterized as interest.”

Curtent § 1441 Repulations

The current version of the regulations promulgated under 1LR.C. § 1441 are effective until
December 31, 2000.° Those regulations generally provide that payments made by U.S. persons
to foreign persons that constitute gross income from sources within the U.S. are subject to
withholding tax at a rate of 30% unless an exemption apphes Here, ENA is expected to make
semi-annual payments to Delta under the Prepay that are likely characterized as interest.
Therefore, in order for ENA to avoid the withholding obligation under § 1441, it must show
either that:

) The pavments constitute non-U.S. source income as:

+ Interest paid to by an 80/20 company' ' or
» Income from a notional principal contract

-OR -

) The pavments are U.S. source income, but an exemption from withholding applies:

* ENA mntends to report the payments under the Swaps according to their form bul acknowledges that the econumic substance of the Swaps (or
withholding purposes 1s a loan by Delta to ENA. ENA will obtain the appropriate withholding certificates from Della in accordance with its
acknowlcogement that the Prepay 15 2 loan {o tax purposes. Jee § 1441 Documeniation discussion infra.

" See LR.S. Notlice 99-25, 1599-20 [R.B. 75, This nutice was the second pastponement of the effective date for the new withholding

regulations See | R.S. Notice 98-1&. 199815 LR.B. iZ imoving the effecuve date from 1/1/99 to 1/1/2000]

" See Treas. Reg. § 1.1441-0

"' Under Treas. Reg. § 1441-3(2), pavmenis that represent wcome fom sources without the U.S. are not subject 1o tax and wiltkholding. [R.C.§
861(a) 1 HA) excludes from the definition of mcome from sources withm the US . wnlerest received by a foreipn taxpayer from an “80/20
company " Thus. if the provision applies. any interest paid to a fureign taxpayer would be deemed non-LL.3. source income and thus not subject
10 wilhholding. A “80/20 compamy™ 15 2 domesuc cosporation that, for the three-vear penod ending on the close of the taxable year preceding
the 1nterest pavment. derived at least 80% of s incame from ali sources as “active forergn business income ™ “Aclive foreipn business income”
s income denved fram outside ol the U5 and 15 attrsbutabie to the actrve cenduct of a trade of business in a foreipn country Here, ENA dogs
not gerive §0% of ns income from all sources as “aclive Imeigﬁ’usjangs mcome” and thus would not qualify as en “B0/20 company™ under §

LN
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¢ [Income tax treatylz; or
» Short-term OID exception; or
» The portfolio interest exemption

Non-U.S. Source Income

Income from a Notional Principal Contract

Under § 1441, a payer is only required to withhold on payments to foreign persons that
constitute income from sources within the U.S." Payments that constitute income from sources
outside of the U.S. are not subject to § 1441 withholding. Under Treas. Reg. § 1.863-7(b)(1), the
source of notional princtpal contract income is determined by reference to the residence of the
taxpayer. Here, Delta 1s a Cayman Islands resident and thus under § 1.863-7, any income earned
by it from a notional principal contract would be foreign source income. Therefore, if the
payments made by ENA to Delta under the Prepay are characterized as payments made under a
notional principal contract pursuant to § 1.446-3, no withholding would be required under § 1441
because the payments would not constitute U S| source income to Delta.

Here, however the Service would likely take the position that the economic substance of
the Prepay supports a loan characterization rather than a notional principal contract
characterization, The $800 million prepayment by Delta would be treated as the advancad
principal and the semi-annual barrel payments by ENA would be treated as interest payable 1o
Delta on that principal.  However, the payments under ENA/Citibank swap and the
Citibank/Delta swap would be treated as payments under a notional principal contract. Another
position the Service could take is that § 1.446-3(g}(4) applies to the Prepay. This provision
generally provides that a swap that contains significant non-periodic payments is treated as two
separate transactions consisting of a loan and a svwap.id As such, all of the payments made by
ENA to Delta under the Prepay would be characterized as interest rather than periodic swap
payments under § 1.446-3, thus requiring ENA to identify another withholding exemption.

Exemptions from Withholding"

(i} Short-term QLD Exception

The § 1441 regulations generally impose a withholding obligation on payments
representing original issue discount under LR.C. § 871(a)(1}C). However, an amount
representing original issue discount that is payable fess than 183 days from an obligation's date
of issuance is not subject to the tax imposed under § 871(a)(1)XC) and thus is not subject to
withholding under § 1441.'® Here, the onginal Swaps executed on November 18, 1999 provided
for a maturity of January 31, 2000 and did not provide for any payments to be made during this

S Under Treas Reg. 3 [ 1441-6iat, a toreign taxpayer may claim a redoced e af withholding or zomplete 2xempiion from withholding
pursuant to an incame tax trenty between the U.S. and the taxpayer's home country. The U5, and Cavman Islands do not currently have a
negoliated tax treaty 1n place and therzfore this withhalding sxemption would not be avamlable 1o Delta for the pavments 1t recerves from ENA.
" See Treas. Reg. 3 L1441-1 For purposes ol this discussion, Lhe term “paver” s synonymous with the term “withholding agent™ under § 134}
and the reguiauons thereundes.

" See also Treas Reg. § 1 446-3ig)6) example 3 1Uts not eatirely clear how s provision wouald apply t the Prepay. However, the potenual
Jues zxistthat the Service could appiv thes provisian in an abtlempt to'recharacien ze the rapsacthion.

*The exemplions discussed below are dependent on a charactenizauon of the Swaps a5 1 loan for § 1441 withholdine purposes.

* See LR.C.§ BTH I UBI

B-549
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period.” Therefore, any interest component of the termination pavment made by FNA to Delta
1s not subject to withholding since the payment contains OID pavable less than 183 days from the
Swaps’ execution date.

(ii) The Portfolio Interest Exemption

Payments to foreign persons that constitute “portfolio interest” are penerally not subject
to withholding."® “Portfolio interest” includes interest paid on certain registered debt issued 1o
unrelated non-bank persons. In order to be unrelated for purposes of the “portfolio interest”
exemption, the foreign person may not own, either directly or indirectly, through application of
the § 318 stock attribution rules, 10 percent or more of 2 corporate debt issuer’s total combined
voting power of all classes of stock entitled to vote. LR.C. § 871(h)(3)(C) modifies the § 318
stock attribution rules by eliminating the 50-percent limitation."

~ It'is not entirely clear wheiher a withhislding agent is Tequired to-look-bevond the form of -

a transaction to reasonably rely on a foreign payee’s claim of exemption from withholding, Here,
the Service could potentially argue that ENA is required 1o acknowledge the economic substance
of the transactions in the Yosemite structure for purposes of determining its withholding
obligations under § 1441: This argument would effectively require that ENA, as a “withholding
agent” under § 1441, determine the tax characterization of any transaction that ultimately
determines whether it has an obligation to withhold on payments to foreign persons. In the
context of payments made by ENA to Delta that constitute “portfolio interest”, the Service's
argument would require that ENA determine the tax character of the Delta Note held by
Yosemite in order to determine whether Delta is a 10% or more shareholder in ENA under §
871(h)(3). Thus, the potential exists that the Service would disallow use of the “portfelio
interest” exemption by assenting that Delta is a 10% or more shareholder in ENA.

If the Service were 10 attack ENA’s reliance on the “portfolio interest” exemption, ENA
should argue that Delta is merely an accommodation party used solely for accounting purposes
and that the uitimate recipient and beneficiary of all payments made by ENA is Yosemite, who is
a U.S. person. This argument should be at least somewhat persuasive because it serves as the
foundation for the new but not vet effective § 1441 regulations. The new § 1441 regulations
recognize that the siatus of the ulimate beneficiary of income should determine {as discussed
further below) whether withholding is appropriate.

EC2 000033241

""The $waps. as drafled. retained provisions that provided for interest pavmenis bevond the maturity date of the Swaps. eflectively creating
OID. This was done 1n anticipation of the early termunation a2nd wsuance of new Swaps with similar terms and @ matunity of October 26, 2004,
W See LR.C.§ 1441(cND).

™ The § 318 stock atiribution rules. as modified by & 871{h)(3}C}, could potentially apply to Delta as follows:

1 Yoseme's canstrucuve ownership of the ENA stock ewned by Enron

. § 3184a)i3)0A), as modified by § 87 L(h)(IHC), provides that stock {the ENA stock) owned by 2 partner (Enron) shall
be considered as owned by Lhe parinership | Y osemite).

#+  Thus, through application of this provision, Yesemite is deemed 1o constructively own the ENA siock.

Reatlribution of the constructively owned ENA stock by Yesemite to Delta

. & 31&ra) S A provides thet the entity (Yosemite) deemed to "constructively™ awn stock (the ENA stock) rom the
first apphcation of § 318 1s deemed 1o “actualy™ own the stock (ENA stock) for purposes of applving the attribution
rubes a second Lme t1 o, continuing ENA stock attiribution down (ke chain of cwnership ta Delia).

Delta’s conslructive ownership of the ENA stock “actually” ewned by Yosemite for the purposes of £ 318

& 3E8iak3NA), as modibied by § 871} INC) provides that stock {the ENA stock) owned by & panmer (Y osemute) shall

I W, v the pannershy i
be considered as owned by ihe pa ship {Delta} B-550
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Reporting Position for Year 2000 Payments to Delta

[.oan Characterization

Given the economic substance underlying the Swaps, the most advantageous positien for
ENA to take is that the Prepay is a loan for tax purposes but that § 1441 withholding should not
apply based on the following arguments:

1. The Swaps possess a five-year tenor that straddles the effective date of the new § 1441
regulations. The transaction should be treated consistently over its outstanding life and
since four of five years’ payments under the Prepay will not be subject to withholding
under the new § 1441 regulations, the first vear payments under the Prepay should be
treated similarly.

O]

theory of partnerships was appropriate for § 1441 withholding purposes in contrast to the
entity theory utilized by the current § 1441 regulations. Since Yosemite is a U.S. pariner
in Delta for tax purposes and is allocated all of the income ot Delta, payments made by
ENA to Delta should not be subject to withholding by virtue of Yosemite’s status as a
U.S. person under the approach embodied by the new § 1441 regulations,

3. By giving effect to the new withholding certificates, the Service implicitly authorized the
use of the new regulations since the new withholding certificates were created for use
under the new withholding regulations.

4. The new regulations were originally expected to take effect on January [, 1999, but were
delayed for two years and therefore ENA should be allowed to informally adopt the new
§ 1441 regulations.

Even if the Service were to ignore all of the preceding arguments regarding the
inapplicability of § 1441 withhelding to payments made by ENA to Delta in calendar year 2000.
ENA should argue that once the tax is paid it is abated and therefore ENA is only potentially
liable for interest and penalties.

§ 1441 Withhelding in Calendar Years 2001-2004

New ¢ 1441 Regulations

As discussed above, effective January 1, 2001, the withholding rules promulgated under
§ 1441 will change. ! One of the major changes under the new regulations is the addition of the
partnership lock-through rules which recognize that payments made to partnerships generally
flow through the partnership to its partners whom are the beneticial owners of income., » Thus,
if a payment is made to a foreign partnership in which only U.S. persons are partners, the
payment would not be subject to withholding because it would be considered a payment by a
U.S. person to a U.S. person under the new regulations.

M See [R.C. § 1463, EC2 000033242

‘| See mote 3. supra.
B Se¢ generaify Treas. Reg. § © [441.3

B-551
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The new § 1441 regulations also contemplate payments 1o partnerships where another
partnership is a partner.” In such a case. the regulations require that the payer look through only
the partnerships that are foreign until it can identify a U.S. person. if any.” For purposes of the
new § 1441 regulations, language was included in the Delta Note that acknowledges its
treatment as a partnership for tax purposes. Therefore, Yosemite and the Trust would be treated
as partners in Delta. Yosemite 1s a U.S. person and the Trust is a foreign person for tax
purposes. Since Yosemite 1s aliocated all of the income of Delta under the terms of the Delta
Note, any pavments made by ENA to Delta after the vear 2000 would not be subject to
withholding under the new § 1441 regulations since they would be considered made between
ENA and Yosemite rather than between ENA and Delta.

§ 144} Documeniation

In. 1998, the Service announced that 1t would be implementing the use of new

withholding certificates in connection with the new § 1441 regulaiiofis that were firalizedin- -

1997.2° However, the Service announced that the new certificates would be valid under the
current  withholding regime.?® Generallv, a U.S. taxpaver must request the appropriate
withholding certificate from a foreign pavee in order to meet the reliance standard under § 144!
and the regulations thereunder. (See Attachment A for a summary of the required withholding
certificates and other tax forms discussed below).

Portfolio Interest Exemption

A foreign pavee claiming the "portfolio interest” exemption from withholding under
§ 144] should provide the paver with Form W.8BEN. The purpose of the form is to establish
that the pavee is a foreign person and that it is the beneficial owner of the income. The payer
reports the payment 1o a foreign person on Form 1042-S and claims an exemption from
withholding as portfolic interest. If ENA relies upon the “portfolio interest” exemption Delta
should provide ENA with Form W-8BEN to claim its status as a foreign person and beneficial
owner of the income 1t receives,

The Look-through Rules under the New § 1441 Regulations

Under the look-through rules of the new § 1441 regulations, a foreign partnership that
claims it is not subject to withholding must provide the paver with Form W-8IMY that indicates
its status as a foreign partnership. In order for the paver 1o rely on the foreign partnership’s claim
of exemption from withholding, the partnership must also provide the payer with the withholding
certificates of its beneficial owners evidencing cach owner’s distnbutive share and the owner's
status for withholding purposes (e.g., U.S. person, foreign person, income effectively connected
with a U.S. trade or business). For purposes of the new § 1441 withholding regulations, Delta is
a foreign parinership and Delia’s pariners are Yosemite. a Delaware statutory business trust, and
the Trust, a Cayman Islands exempt LLC. Yosemite should provide Delta with Form W-9 to

‘:" See Treas. Reg. &1 134 1-50c:

“ Ser parentheticab i Treas Heg § | 1441-5te) 101} The uncumentatinn regurements for a withholding agent’s reliance on a partner’s Lj &
or foreipn statws s discussed anfro ’

™ See Anfouncement 98-13, 1998-10 [ R.B. 36, T.D. 8734, 195744 | R 13 ¢

I S Notice 9846, 199815 LR B 12, The withholding cerfif@e§&§Qusscd herein refer @ (he new ceruficates EC2 000033243
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claim its status as a U.S. person. Delta should provide ENA with its Form W-8IMY and attach
Yosemite's Form W-9 in order to satisfy the requirements under Treas. Reg. § 1.1441-5¢c). Y

CC: Jim Ginty
Dave Maxey
Morris Clark
Janine Juggins
Mathew Landy
Ed Osterberg

EC2 000033244

T s a precautonary measure, ENA should obtain these forms during calendar veur 2000 b

ased on the discussion, supra. regarding year 2000
reporting  The Trust need nut provide a withholding certincate

since none ol the money paid by ENA under the Swaps will be allocated to the
Crust. The Trust's “accommodation fee” will be deducted from the initial prepayment made by Delta o ENA under the Prepay.
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