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PRIVILEGED AND CONFIDENTIAL
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AND WORK-PRODUCT DOCTRINE

<DRAFT> May <6> 14, 1997

R. Davis Maxey, Lsquire

Senior Director, Tax Research
Corporate Tax

Enron Corp.

1400 Smith Street

Houston, TX 77002-7361

Re: Enron Leasing Partners, L.P,

Dear Dave:

You have requested our opinion with respect to certain federal income tax consequences of
the formation of Enron Leasing Partners, L.P. ("Partnershup™).

This document is subject to the attorney-chient privilege and the work-product doctrine. [t
contains the legal opinions, thoughts, impressions and conclusions of King & Spalding with respect
to certain {ederal income tax matters. King & Spalding, as special tax counsel for Enron Corp.
(“Enron”). has prepared this document at the request of Enron for its sole use. It has been prepared
to aid Enron, among other things, in anticipation of possible future litigation regarding the federal
income tax matters referenced above and covered herein. In that regard, this document has been
prepared to help define, and as part of] the litigation strategy of Enron in the event of any challenge
to the federal income tax treatment claimed with respect to the transactions that it addresses.

I STATEMENT OF FACTS

Prior to the transactions considered in this letter, Enron directly owned all of the common
stock, which was all of the outstanding stock. of each of Enron Liquids Holding Corp. (“Liquids™),
Enron Operations Corp. (“Operations™), Organizational Partner, Inc. (*OP!"), and Houston Pipe Line
Company (“Houston Pipe”). <{#Add-descripton—of—commerciat-tistory—and—assetsof —each
cotporation}> As of March 20, 1997, there was outstanding an intercompany indebtedness from
Houston Pipe to Enron in an amount in excess of $1 .1 billion. This indebtedness was incurred for

EC2 000033740
C-297



R. Davis Maxey PRIVILEGED AND CONFIDENTIAL
May 14, 1997 SUBJECT TO ATTORNEY-CLIENT PRIVILEGE
Page 2 AND WORK PRODUCT DOCTRINE

<t5—Fof> dividends declared but unpaid by Houston Pipe and <f§——%-of> obligations of
Houston Pipe to third parties, satisfied on behalf of Houston Pipe by Enron prior to March 20, 1997

Enron's principal offices are located in the building at 1400 Smuth Street, Houston, Texas (the
“Building”). <fAddpriorhistory-of Building-—acquisition,ownersiip,fimancing }> Prior to the
transactions considered in this letter, the Building was subject to a <synthetic> lease (the “Old
Lease™) that provided Enron with the <accounting> benefits of gwnership for federal income tax
purposes.and off-balance sheet financing for financial accounting purposes. Under the Old Lease,
Enron was prohibited from transferring its interest in the Building. Prior to the transactions
considered in this letter, Enron had entered into negotiations to refinance the Building, replacing the
Old Lease with a new <synthetic> lease. <{Describereasonsforrefinancing3> After Enron decided
to contribute the Building to the structure created by the transactions considered in this letter, the
negotiations with respect to the new <synthetic> lease were conducted with the understanding that
<OPPE> a subsidinry of Enron would be the lessee under the new <synthetic> lease and that <GP[>
the subsidiary would be permitted to contribute its interest in the Building to a partnership.
Pursuant to these negotiations, on April 14, 1997, the Old Lease was terminated and OPI entered into
the Land and Facilities Lease Agreement (the “Lease Agreement™) with Brazos Office Holdings, L P.
(“Brazos"}.

During the first week of March 1997, officers of Enron, based primarily on evaluations of the
potential accounting benefits available through the structure created by the transactions considered
in this letter, decided to enter into negotiations with Bankers Trust Company to set up such a
structure and reached a preliminary understanding with Bankers Trust Company on the fees that
would be paid to Bankers Trust Company if the negotiations were concluded successfutty.

Negotiations relating to an acceptable recapitalization of OPI and Liquids were completed on
March 21, 1997, and documents relating to the steps of the recapitalization that involved only
members of the Enron consolidated group were executed on that date. The transactions covered by
these documents included the reflection of a portion of the intercompany debt of Houston Pipe in 2
note (the “Note™), the amendment of the Certificate of Incorporation of OPI, the contribution by
Enron of the Note <ofHouston-Prpe> and the Building to OP], the amendment of the Certificate of
Incorporation of Liquids, the contribution by OP! of the <noteof HoustonPipe> Note to Liquids in
exchange for common and preferred stock of Liquids, and the contribution by Enron of the stock of
Operations to Liquids.

Negotiations refating to the formation of <Enron-teasing-Partners/EP—*>Partnership <>
were completed on March 27, 1997, and documents involving the participation of EN-BT Delaware,
Ine. ("EN-BT™) and Potomac Capital investment Corporation (“PC1™) in the structure were executed
on that date. The transactions covered by these documents included the contributions by PCI and
EN-BT of cash to OPI in exchange for preferred stock of OPI, the formation of Partnership, the
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contribution by OP1 of the preferred stock of Liquids and the Building to Partnership in exchange for
a 98 percent interest as a limited partner, the contribution by EN-BT of cash to Partnership in
exchange for a <> one percent interest as a limited partner, and the contribution by Enron Property
Management Corp. (“Enton GP™) of U.S. treasuries and cash to Partnership in exchange for a <>
one percent intesest as a general partner. Enron GP was a newly formed wholly-owned subsidiary
of Enron Cayman Leasing, Ltd. which was a newly formed wholly-owned subsidiary of Enron.

11. DOCUMENTS EXAMINED

In rendering this opinion, we have examined and relied upon the following documents:
Certificate of Incorporation of Organizational Partner, Inc,, filed January 25, 1994,

Certificate of Amendment of Cenificate of Incorporation of Organizational Partner, Inc., filed
March 21, 1997

Certificate of incorporation of Enron Liquid Fuels Company, filed April 9, 1990.
Certificate of Amendment of Certificate of Incorporation of Enron Liquid Fuels Company,
filed December 23, 1992, changing the name of the corporation to Enron Liquids Holding

Corp.

Certificate of Amendment of Certificate of Incorporation of Enron Liquids Holding Corp.,
filed March 21, 1997,

Promissory Note of Houston Pipe Line Company, dated March 21, 1997, in the amount of
$1.097,489,750.

Guaranty of Obligations, dated as of March 21, 1997, by Enron in favor of OP, relating to
the Note.

Contribution Agreement, dated as of March 21, 1997, by and between Enron and OPI
{“Enron/OP1 Contribution Agreement™),

Written consent of the sole stockhclder of OPI in lieu of 2 meeting, executed as of March 21,
1997

Written consent of all members of the Board of Directors of OPI in lieu of a meeting,
executed as of March 21, 1997
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Contribution Agreement, dated as of March 21, 1997, by and between Enron and Liquids
(“Enror/Liquids Contribution Agreement™).

Subscription and Contribution Agreement, dated as of March 21, 1997, by and between OP]
and Liquids (“OPI/Liquids Contribution Agreement™).

Assignment of Note and Guaranty Agreement, dated March 21, 1997, by and among OPI.
Liquids, and Enron.

Indemnification Agreement, dated March 21, 1997, by and between Enron and Liquids,
relating to liabilities for past activities of Liquids and liabilities for past and future activities
of subsidiaries of Liquids.

Letter, dated March 21, 1997, to Enron from EN-BT and PCI, relating to intention 1o invest
in OPI (“Intent Letter”),

Indemnification Agreement, dated March 27, 1997, by and between Enron and OPI, relating
to liabilities for past activities of OPI.

Subscription and Contribution Agreement, dated as of March 27, 1997, by and between PCI
and OP1 (“PC1 Subscription Agreement™).

Subscription and Contribution Agreement, dated as of March 27, 1997, by and between
EN-BT and OP1 {"EN-BT Subscription Agreement™).

Limited Partnership Agreement of Enron Leasing Partners, L. P <{“PartnershipzAgreement™)>,
effective as of March 27, 1997, by and among Enron GP, OPI. and EN-BT (“Partnership
Agreement’’)

Subscription and Contribution Agreement, dated as of March 27, 1997, by and between
Enron GP and Partnership.

Subscription and Contribution Agreement, dated as of March 27, 1997, by and between OPI
and Partnership (“*OPl/Partnership Contribution Agreement”).

Guaranty and Indemnification Agreement, effective as of March 27, 1997, made by Enron in

favor of EN-BT and PCH, relating to Enron GP’s performance of its obligations under the
Partnership Agreement.
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Letter, dated March 27, 1997, from PC! to Enron, relating to representations by PCI and
liquidity of OPL.

Letter, dated March 27, 1997, from EN-BT to Enron, relating to representations by EN-BT
and liquidity of OPL.

Letter, dated March 27, 1997, from Enron to EN-BT, relating to representations by Enron.

Three letters, dated March 27, 1997, from Thomas Finley to Richard A. Causey, relating to
the engagement by Enron of Bankers Trust to provide certain services.
<[ Guarantydatedasof ApriH4, 14957 by Enronforand-in-favorof Brazos, relating to-lessee’s
obligationsimder-the-Lease-Agreement-¢“Parent-Guaranty™)3

HndemmficanonAgreement;effective-asof Apnt4,1997 by OPHorandinfavorof Enron-relating
to-obligationsunder-the Parent-Guarantyj

[©PHIndemmity—effectiveasof AptiH4-1957by-OPHor and-infavorof the generatpartnersof
Partnershipretatingto-lessee’sobligationsunder the ease Agreement 3>

In our examination of documents and in our reliance upon them in issuing this opinion, we
have assumed, with your consent, that all documents submitted to us as photocopies faithfully
reproduce the onginals, that the originals are authentic, that all documents submitted to us have been
duly executed and validly signed to the extent required in substantially the same form as they have
been provided to us, that each executed document constitutes the legal, valid, binding and enforceable
agreement of the signatory parties, that all representations and statements set forth in the documents
are true and correct, and that all obligations, covenants, conditions or terms imposed on the parties
by any of the documents have been or will be performed or satisfied in accordance with their terms.
We have further assumed that, for our examination in connection with this opinion, you have
disclosed 1o us all of the documents that are relevant to the transactions that are the subject of this
opinion and that there are no undocumented agreements related to these transactions that modify or
alter the elfect of any documents listed above or that create any additional obligations or rights among
the parties to those documents. We are not aware of any documents related to these transactions that
would alter our opinions as set forth below.

Any capitalized terms not defined herein have the same meaning as in the appropriate
documents from the list above.

HE REPRESENTATIONS AND ASSUMPTIONS

in rendering this opinion, we have relied upon the facts as set forth in the Statement of Facts
in Section | above, which you have represented to us are true to the best of your knowledge and
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belief, and we have relied upon the following, which vou have represented to us are true to the best
of your knowledge and belief:

1.

Enron and its Affiliates' will at all times act in accordance with the form of the transactions
as reflected 1n the documents listed above.

The predominant purpose of Enron and its Affiliates for participating in the transactions
considered in this letter was to generate income for financial accounting purposes. Additional
purposes were to shift risk on contributed assets, to raise minority equity capital, and to
obtain access to Bankers Trust Company’s expertise in [easing transactions. These purposes
provide Enron and its Affiliates with significant and material benefits. Enron and its Affiliates
did not engage in the transactions considered in this letter with, and do not anticipate availing
themseives of <Enronteasing-Partners L P—*>Partnership <*)> in connection with any
transaction having, a purpose to reduce substantially the present vaiue (determined using a
discount rate that is less than or equal to the weighted average cost of capital of the Enron
consolidated group during the relevant period) of the aggrepate federal income tax liability
of the partners of Partnership or increasing or decreasing, on a present value basis
(determined using a discount Tate that is less than or equal to the weighted average cost of
capital of the Enron consolidated group during the relevant period), the aggregate {ederal
income tax liability of the Enron consolidated group or those Affiliates of Enron that are
included on Enron’s consolidated financial statements.

<Notaxbenefitwasantiapated{from> There w ng fi usiness purpoese, and ne

tax avoidance purpose, for the assumption of liabilities by and the transfer of fiabilities to
OPI in conjunction with the contributions to OP! by Enron.

The aggrepate adjusted tax basis of the Note and the Building in the hands of Enron exceeded
the sum of the aggregate amount of liabilities of Enron assumed by OPI pursuant to the
Enron/OP] Contribution Agreement and the aguregate amount of liabilities to which assets
transferred to OP] pursuant to the Enron/OP1 Contribution Agreement were subject.

There were no intercompany obligations between OP1 and any member of the Enron
consolidated group on March 27, 1997

The Partnership will not elect to be classified as an association.

For purpeses of this <menmmormndume letter, the “Alliliaes™ of o person are those persons diveetly or indirectly
contralling, controlled by, or under commion control with such person.
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On the date the Liquids preferred stock was 1ssued, (i) the annual dividend rate for the stock
was no less than the rate that would be required by an investor that owned no common stock
of Liquids and that was unrelated to Liquids, (ii) the annual dividend rate for the stock was
not materially in excess of the then prevailing market rate for preferred stock having similar
terms and issued by a corporation having a credit rating similar to that which Liquids would
have had on the date of issuance if it were rated, (i) all terms of the stock were consistent
with commercial practices generally prevailing at that time and were terms that could
reasonably be expected to be agreed upon in negotiations between unrelated parties having
adverse interests, and (iv) the stock had a fair market value, to an investor that owned no
common stock of Liquids and that was unrelated to Liquids, equal to its issue price,

The issue price of the Liquids preferred stock was not preater than its redemption price and
its fiquidation value and was not less than its redemption price and its liquidation value
(except for a reasonable redemption or liquidation premium).

The fair market value of the assets of Liquids will at all times exceed the face amount of all
outstanding debt plus any accrued but unpaid interest plus the liquidation value (including
accrued but unpaid dividends) of its preferred stock. All dividends on the Liquids preferred
stock will be paid currently. The aggregate current earnings and profits and net cash flow of
Liquids for each year will each exceed the annual dividend on the preferred stock.

Brazos <Office Hotdings; P> is unrelated to Partnership.

The amount of the liability represented by the Lease Agreement does not exceed the fair
market value of the Building.

In addition, you have consented to our reliance, in rendering this opinion, on the foliowing

assumptions:

1.

Prior to the transactions considered in this letter, Enron was the owner of the Building for
federal income tax purposes and the obligations created by the Old Lease were liabilities
of Enron secured by_the Building. For federal income tax purposes, the lessee under the
Lease Agreement is <treated-as> the owner of the Building and the obligations created by the
Lease Agreement are <treated-asa-tiability> liabilities of the lessee secured by the Building,
The liability represented by the Lease Agreement is allocable under the rules of Treasury
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Regulation § 1.163-8T7 to capital expenditures with respect to the Building The sublease
to Enron is a true lease for federal income tax purposes.

2. Enron will at all times exercise its voting rights in OP] independently of EN-BT and PCl, and
will not exercise any control or influence over EN-BT and PCI in the exercise of their volting
rights in QP

3 Prior to March 31, 1999, no transfers will be made from Partnership to any partner other than
distributions made pursuant to the tenns of the Partnership Agreement of amounts that do not
exceed Partnership’s net cash flow from operations within the meaning of Treasury
Regulation § 1.707-4(b)(2).

4. The aggregate fair market value of distributions from Partnership to OPI made prior to March
31, 2002 will not exceed OPI’s tax basis in its interest in Partnership.

5. Neither the Building nor any interest therein will be distributed by Partnership to any partner
other than OPI within five years of March 31, 1997.

6. None of the interests in Partnership are traded on an established securities market. All of the
existing interests in Partnership were offered and sold within the United States and were
issued in transactions that were not required to be registered under the Securities Act of 1933
Any future interests in Partnership will be offered and sold within the United States and will
be issued in transactions that are not required to be registered under the Securities Act of
1933 Atall times. less than 100 persons will own, directly or indirectly through partnerships,
grantor trusts, or § corporations, an interest in Partnership.

7. The terms of the Partnership Agreement are commercially reasonable terms to which
unrelated parties dealing at ann’s length and with no compulsion to enter into the transaction
could reasonably auree.

8. The terms of any transactions, including any loan, lease, license, or fee for services, belween
any of OPI, Enron GP, Partnership and members of the Enron consolidated group will be
commercially reasonable terms 10 which unrelated parties dealing at arm’s length and with no
compulsion to enter into the transaction could reasonably agree.

Allreferences o seetions or o the Code are to the Inlernal Revenue Code of 1986, us smended and in elleet as of
the date af s feter, unless atherwise noed, Al references (o regulations are o Treasury Regulations thiereunder,
us most recently adapted, smended. o proposed, as the case mav be, unless otherwise noted.
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9. Enron will at all times exercise its voting rights in Liquids for the benefit of itself and the

Enron consolidated group, and not on behalf of or for the benefit of OPI, Enron GP,
Partnership, EN-BT and its Affiliates, or PCI and its Affiliates.

10, The Liquids preferred stock will at all times be treated by all parties as stock for tax, financial
accounting, regulatory, and all other purposes.

11. Each of Enron, Houston Pipe, Liquids, OPI, and Enron GP will at all times represent itself
to third parties as a separate entity in all transactions, observe all corporate and bookkeeping
formalities, maintain separate bank accounts, have employees and/or pay fees for services that
would otherwise be rendered by employees, and execute contracts In 2 manner consistent with
its status as a separate entity, Partnership will at all <time> {imes represent itself to third
parties as a separate entity in all transactions, observe all partnership and bookkeeping
formalities, maintain separate bank accounts, have employees and/or pay fees for services that
would otherwise be rendered by employees, and execute contracts in a manner consistent with

its stalus as a separale entity. MEMMHMMM
In

12 The transactions reflecied in the documents listed above provide the potential for economic
profit or loss to the various parties. including EN-BT and PCI. It is anticipated that the
structure created by these transactions will remain in place for at least five years.

For purposes of rendering this opinion, you have also consented to our reliance on the
additional information that we have obtained through consultation with officers, employees or legal
representatives of OP1, Enron GP, Parinership, and members of the Enron consolidated group, as
specifically set out in this letter.

V. OPINIONS

Based upon our analysis of the pertinent authorities as they apply to the information relied
upon, it 1s our opinion that, for federal income tax purposes:

1 OPI should have ceased to be a member of the affiliated group, within the meaning of section
1504(a)(1), of which Enron is the parent at the end of the day on March 27, 1997

2. The preferred stock of Liquids should be described in section 1504(a)(4).
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3 Partnership should be classified as a parinership and should not be a publicly traded

partnership.

4 No gain or loss should be recognized on the contributions (i) made by Enron to OPI pursuant
to the Enron/OPI Contribution Agreement, (i1) made by Enron to Liquids pursuant to the
Enron/Liquids Contribution Agreement, (iii) made by OPI to Liquids pursuant to the
OPl/Liquids Contribution Agreement, or (iv) made by OPI to Partnership pursuant 1o the
OP1/Partnership Contribution Agreement.

5 Enron’s adjusted basis in the common stock of OPI should be increased by the excess of
Enron’s aggregate adjusted <basis> hases in the Note and_the Building immediately before

Enron’s contribution of <theNoteto-OPI=> those assets to OPI over the amount of the

ipbititi I 1 ree

6. Liquids’ adjusted basis 1n the stock of Operations immediately after the contribution of such
stock to Liquids should equal Enron’s adjusted basis in the stock of Operations immediately
before Enron’s contribution of such stock to Liquids.

7. QP1's adjusted basis in the stock of Liquids immediately after the contribution of the Note to
Liquids should equal Enron’s adjusted basis in the Note immediately before Enron’s
contribution of the Note to OP1 and should be allocated between the common stock and the
preferred stock of Liquids in proportion to the fair market value of the stock of each class
recetved by OP1.

g The contribution of the common stock of Operations to Liquids should increase <kiquids>
Liquids’ accumulated earnings and profits by an amount equal to the accumulated earnings
and profits of Operations at the time of the contribution.

9. Partnership’s adjusted basis in the preferred stock of Liquids and in the Building should in
each case equal <Enron’s> OPI's adjusted basis in such asset 1mmedlately before <Enron’s>
OPD’s contribution of the asset to OPI.

For purposes of providing vou with information that may be relevant in connection with
sections 6662 and 6604, we specifically state, without modifying the strenyth of any of the opinions
set forth above, that in reaching the opinions set forth above we concluded, based on our analysis of
the pertinent facts and authorities in  the manner described in  Treasury
Regulation § 1.6662-4(d)(3)(ii), that there is substantial authority (within the meaning of Treasury
Regulation § 1.6662-4(d)} for the tax treatment of the items as set forth above and there is a preater
than 50 percent likelihood that the tax treatment of the items as set forth above will be upheld in
litigation if challenged by the Internal Revenue Service (the “IRS™).
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V. LEGAL ANALYSIS

A Deconsolidated Status of QPI

In order for OPI to be an aftiliate of Enron under section 1504 of the consolidated return
rules, members of the Enron affiliated group (within the meaning of section 1504) must own stock
possessing at least 80 percent of the total voting power and 80 percent of the total value of the stock
of OP1. Section 1504(a). Enron owns approximately 98 percent of the value, but only 75 percent
of the voting power, of the OPI shares. PCI owns approximately 0.9 percent of the value and
approximately 23,8 percent of the voting power of the OPI shares. EN-BT owns approximately 1.1
percent of the value and approximately 1.2 percent of the voting power of the OPl shares.
Accordingly, if PCI's ownership of 23.8 percent of the voting power of OPI is respected, OP1 will
not be an afliliate of Enron.

We do not believe that the disproportionality between the voting rights and the value of the
shares held by PCI should prevent the voting power of such shares from being taken into account in
determining whether OPI is an afliliate of Enron. Prior to 1984, section 1504 required that a
corporation own 80 percent of the voting power of all classes of stock and at ieast 80 percent of each
class of nonvoting stock of another corporation in order to file a consolidated return with such
corporation. Concern about the potential for abuse of the consolidated return privilege by creating
an affiliated group using stock that had disproportionately high voting rights as compared to value
led to amendments of section 1504 in 1984, See H.R. Rep. No. 98-432, pt. 2, at 1205-06 (1984).
The 1984 amendments changed the test for consolidation to require ownership of 80 percent of the
voting power and 80 percent of the total value of the stock of a corporation and gave Treasury the
authority to prescribe regulations which disregard changes in voting power to the extent such changes
are disproportionate to related changes in valie. Sections 1504{a)}(2), 1504{a)(5)}(F). To date. this
regulatory authority has not been exercised.

Pre-1984 authonty indicates that the IRS did not consider disproportionality between the
voting rights and the value of shares of stock, by itself, 1o be a reason to disregard the voting power
of such shares in determmmj; affiliated status The IRS has repeatedlv respected 1he use of <heavy
voting—shares> ispr
{“disproportionately high vote stock) to create affiliated status. In Technical Advice
Memorandum 8030007 (Apr. 14, 1980). the taxpayer wanted to create affiliated status through its
ownership of a class of common stock that initially represented approximately 80 percent of the
number of, 73.5 percent of the consideration paid for, and 96 percent of the vote of all outstanding
shares of the corporation, and later represented approximately 40 percent of the number of,
approximately 20 percent of the consideration paid for, and slightly in excess of 80 percent of the
voting power of all outstanding shares of the corporation. Finding that the voting power accorded
the stock existed {or a substantial period of time and, during such period. actually reflected the
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relative rights of the shareholders, the Technical Advice Memorandum concludes that the
disproportionate allocation of voting rights was not a sham and that ownership of the stock was
sufficient to establish affiliation, despite the facts that the disproportionate voting rights were given
10 the stock for the purpose of establishing affiliation and were intended to be eliminated after <6>
six years. See also Priv. Ltr. Rul. 8139089 (June 30, 1981) (afliliated status respected based on
ownership of common stock representing 100 percent of the voting power and 60 percent of the
equity value of a corporation), Priv. Ltr. Rul. 74012317108 (Jan. 23, 1974) (affiliated status
respected based on ownership of common stock representing 80 percent of the voting power and 50
percent of the value of a corporation).

In contrast to the above rulings, in Private Letter Ruling 8022017 (Feb. 22, 1980), the IRS
refused to permit consclidation based on the ownership of preferred stock representing 80 percent
of the voting power of, and 50 percent of the capital contributions to, a corporation. The basis for
refusing to allow consolidation was not the disproportionate voting rights, however, but the
inconsistency between a literal application of the then applicable investment adjustment rules (which
potentially allowed a double deduction of losses where the consolidated group owned only preferred
stock) and the Congressional intent that consolidated returns clearly reflect the income tax liability
of the afliliated group and prevent the avoidance of such liability. See also Priv. Ltr. Rul. 8339020
{June 28, 1983) (revoking Private Letter Ruling 8146071 (Aug. 21, 1981), in which afTiliation was
recognized based on ownership of <heavyvoting®> disproportipnately high_vote prefesred stock.
because on reconsideration it was concluded that the basis on which the earlier letter ruling was
issued was not compatible with the requirements for determining affiliation).

The IRS has also respected the use of <heavyvotmg> disproportionately high_vote stock
to break affiliation. In Private Letter Ruling 9714002 (Dec 6, 1996), the IRS ruled that a subsidiary
could not be included in the parent’s consolidated return for the period during which, by reason of
a change in the voting rights of the outstanding preferred stock, the preferred stock of the subsidiary
had 26 percent of the total number of votes of all stock of the corporation, despite the fact that the
value of common stock held by the parent represented at least 80 percent of the vaiue of the
subsidiary’s stock at all times. The IRS specifically rejected any application of section 1504(a)(5)(F)
based on the fact that no regulations have been issued under that section and that it is not
self-executing. In Private Letter Ruling 67102426208 (Oct. 24, 1967),* the taxpayer wanted to
deconsolidate a subsidiary using a class of conumon stock having the power to elect <H3> gue-third
of the board of directors of the corporation but representing less than 3.5 percent of the consideration
paid for all of the corporation’s outstanding stock. The letter ruling concludes, without mentioning
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the disproportionality between the voting power and value of the stock, that ownership of the entire
class of stock outside the group would be sufficient to terminate affiliated status.®

Similarly, the Tax Court does not appear to consider a disproportionality between overall
capital contributions and voting power to be significant in determining affiliated status. In Merlite
Industries, Inc. v. Commissioner, 34 T.C.M. 1361 (1975), the common stock of a corporation was
issued 100 shares to Merlite in exchange for $1.000 and 100 shares to an individual who apparently
never paid in the $1,000 par value of his shares. Merlite and a subsidiary also made advances in the
form of loans to the corporation totaling, over time, in excess of $200,000, of which in excess of
$150,000 remained outstanding during the years at issue. The court held that these advances clearly
constituted additional contributions to capital. Id. at 1365. In order to obtain a deduction for the
substantial losses of the corporation, either under section 165(g)3)A) or through consolidation,
Merlite argued that the individual’s stock ownership should be disregarded because he never paid for
his stock. While acknowledging that Merlite’s contributions to capital far exceeded those of the
individual, the court pointed out that the individual considered himself to be a stockholder (acting as
chairman of the board, president and subsequently vice president), the books of the corporation
reflected his stock ownership, the corporate income tax returns listed him as having 50 percent of the
stock, he signed the stockholders’ election of dissolution as a stockhoelder, no action was ever taken
to void his shares, and he was treated as a stockholder from the creation to the dissolution of the
corporation.  Accordingly, the court concluded there was no basis for finding that he was not a
shareholder, and therefore Merlite was not the 80 percent owner of, and was not entitled to file a
consolidated return with, the corporation. 1d. at 1366

Consistent with the above authorities, we believe that the determination of whether the
purported ownership of voting shares of a corporation should be respected for purposes of
establishing or preventing affiliation should be based on an analysis of all facts and circumstances as
they bear on the reality of the ownership and voting power of each shareholder. We believe that

Privaie Levter Ruling 671024262013 refers o an carlior ruling letter (o the same taxpaver which hield that Oy
ownersiup by 2 nonmeinber ol stock representing 21 =% pereent ol the nonvoling stoek of the corporaiion and
0.62 <> percent of the towl consideratton paid tor all of the issued and oulstanding stock of the carporation
should be disregarded. Accovdingly, the techmeal lack of ownership by the group of 80 e percent of the
nonvoling class ol stock, as required by the statute at that fime. did not prevent the corporation from heing inchinded
as wanember of the afllilinted group. There is no indication i Private Leter Ruling 67102426208 whether it was
flie additin of voting rights to e stuek hield by nonmenmbers, e incresse in the value of e stock held by
nonembers, or a combination ol tese factors that caused the stoek held by nomnembers o be respeeled for
disuflifintion parposes, CF v L Rul 8331018 (Apr. 26, 1983) {corporation jssued 10U €% pereent ol
mmnvorng class of conmmon stock o jodividuals for vald business purpose: assuming the individunals Jid not hold
the nonvating stuek as nomimiees of the owner ol the voting stock and that the nonvoling stock had *sullicient
sulrtanee” o be recogaized o purpuoses of seetion 1304, the fetier tuling concluded that Die jssuance of the stock
would break aifiliation wilh the owner of the voling stock).
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neither a disproportionality between voting power and value, nor a purpose to avoid affiliation,
should prevent the actual {as opposed to sham) ownership outside the group of more than 20 percent
of the effective voting power of a corporation from breaking affiliation. See Granite Trust Co. v.
United States. 238 F.2d 670 {Ist Cir 1956) (court held sales and gifts by parent corporation of shares
of a subsidiary to friendly buyers for the purpose of reducing ownership of the subsidiary to below
80 percent, allowing parent to take loss on liquidation of subsidiary, were effective; the count
concluded that the substance of the transfers matched the form, noting the absence of any evidence
of an understanding by the parties that any interest in the transferred stock was retained by the
parent). Rather, we believe the analysis should focus on whether the purported ownership and voting
rights are real or illusory. While disproportionality between vote and value and a purpose to
deconsclidate may suggest that the substance of the transaction (i.e., the reality of the ownership and
voting rights) deserves careful scrutiny, we believe that these factors by themselves should not cause
stock to be disregarded for purposes of determining whether two corporations are affifiates. Cf
Higgins v. Smith, 308 U.S. 473 (1940) (related party transactions subject to greater scrutiny than
transactions between unrelated parties because they may not be on arm’s-length terms); Sun
Properties, Inc. v. United States, 220 F.2d 171, 174 (5th Cir. 1955) (transaction not disregarded
simply because not at arm’s length).

Authorities dealing with the voting power test contained in the definition of a controlled
foreign corporation (“CFC”) provide some indicalion of the factors that the IRS and the courts might
consider relevant in determining the reality of a shareholder’s purported ownership and voting power.
While the purposes of the CFC rules and the consolidation rules are quite different, we believe the
CFC authorities can be useful in analyzing fact situations in which the taxpayer is attempting to avoid
consolidation. The antiabuse considerations underlying enactment of the CFC rules are quite different
from the considerations underlying enactment of the consolidated return rules, which are generally
considered to create a taxpayer-favorable privilege. Consistent with these differing purposes, the
authorities tend to interpret the voting control requirement in the CFC rules in favor of finding
control, thereby nmposing the limitations of CFC status on the tax avoidance opportunities available
to a taxpayer, but tend to interpret the voting control requirement in the consolidated return rules
against finding control, thereby denying the privilege of filing a consolidated return.  Accordingly. we
believe that voting rights that would be recognized as sufficient to avoid control for purposes of
determining CFC status should be suflicient to avoid control for purposes of determining affiliation.
See Priv. Ltr. Rul. 9714002 (affiliation status is much more neutral than <controlied—foreign
corporation® CFC status).

Section 957(a) provides that a foreign corporation is a CFC if more than 50 percent of the
total combined voting power of the corporation is owned by United States shareholders. (Section
957(a) was amended in 1986 to add, as an alternative basis for classification as a CFC, ownership of
more than 50 percent of the total value of the stock of the carporation by United States shareholders.)
The regulations under section 957 provide that, where United States shareholders own shares of one
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or more classes of stock of a foreign corporation which has another class of stock outstanding. the
voting power ostensibly provided such other class of stock will be deemed owned by any person on
whose behalf 1t is exercised, or, if not exercised, will be disregarded if the percentage of voting power
of such class is substantially greater than its proportionate share of the corporate earnings, if the facts
show that the shareholders of such class of stock do not exercise their voting rights independently
or fail to exercise such voting rights, and if a principal purpose of the arrangement is to avoid the
classification as a CFC. Treas. Reg. § 1.957-1(b)(2). Accordingly, disproportionality between vote
and value or between vote and profit share does not appear to be a sufficient reason by itself to
disregard the voting power of a class of stock. Rather, the facts and circumstances surrounding the
manner in which the vote 1s exercised are critical to a determination to disregard such voting rights.

Application of this regulation by the courts confirms that a disproportionately high vote
compared to value or profit share does not, by itself, prevent the purported voting power of shares
from being respected. See CCA. Inc. v, Commissioner, 64 T.C. 137 {1975) (nonacq.); Koehring Co.
v. United States, 583 F.2d 313 (7th Cir. 1978); Kraus v_ Commissioner, 490 F.2d 898 <{2nd>(2d Cir.
1974). Garlock, Inc. v. Commissioner, 489 F.2d 197 <t2nd>(2d Cir. 1973), Estate of Weiskopf v,
Comumissioner, 64 T.C. 78 (1975), aff d, 538 F.2d 317 <t2nd=(2d Cir. 1976).

In CCA. the court found that a Swiss corporation was not a CFC where preferred stock
carryving 50 percent of the voting rights in the corporation was sold to foreign persons. The fact that
the preferred shareholders paid less for their stock than 50 percent of the net worth of the
corporation” was not considered by the court to be sufficient, in light of other factors present in the
case. to disregard the voting power of the preferred stock. CCA, 64 T.C.at {53, The other factors
considered by the court were that there were no substantial restrictions placed on the preferred stock
other than a requirement for approval of transfers that was equally applicable to the common stock.
no provision was made for the U.S. <sharcholders> shareholder to acquire the preferred stock. the
board of directors was equally divided between representatives of the common <shareholders>
shareholder and the preferred shareholders, there were no provisions for breaking deadlocks, the
board of directors had significant powers, any two members of the board of directors could act jointly
to represent the corporation vis-a-vis the outside world, the preferred shareholders were not related
to the U S. <sharcholders> shareholder, representatives of the preferred shareholders took an active
part in shareholder and director meetings, and the U.S. shareholider retained no “significant strings™
which could have been used to require the preferred shareholders to vote with it. The court found
the facts i CCA to be in sharp contrast to those in Kraus, Garlock, and Weiskopf in which U.S.
shareholders were found to have retained dominion and control. despite the ownership by foreign
persons of shares representing 50 percent of the voting power of the corporation.

¢ Bused on the facts setforth m the case, it appears that the prefeired stock was purchased for an smount cquul to

not more than 12 pereent of the networth ol the corpuration.
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In Kraus, a foreign corporation owned by U.S. persons was recapitalized, just before the CFC
rules became effective, by the issuance of preferred stock representing 50 percent of the voting power
in the corporation to foreign persons in exchange for a capital contribution that constituted less than
10 percent of the net worth of the corporation. The court disregarded the foreign shareholders’
voting power, stating that it “defies credulity™ that the owners of a corporation with a net worth in
excess of $250,000 and annual profits in excess of $225,000 would surrender 50 percent of the
control of their corporation to new shareholders who were making a capital contribution of less than
525,000 Kraus, 490 F.2d at 902 The court went on, however, to review other factors. The court
noted that a foreign shareholder was present in person at only one meeting, that the foreign
shareholders, while represented at all meetings, had never shown any dissent or disapproval, that the
U.S. <shareholder> sharehoiders had sought out foreign shareholders who were related to, close
personal friends of, or business associates of the U.S. <sharcholder> shareholders, that the stock
issued to the foreign shareholders was registered, could be transferred only upon approval of the
board of directors and could be redeemed at any time, and that when the U.S. shareholders decided
to sell their shares, they agreed to and did in fact cause the preferred shareholders to sell their stock
to certain parties at a specified price. Based on the totality of the facts, and not on any one factor,
the court concluded that the corporation was a CFC. Id. at 903,

Gatlock is similar to Kraus in that preferred stock possessing 50 percent of the voting power
of a foreign corporation was issued 10 a foreiun person {with a portion sold by the_griginal
investor to another foreign person) just before the effective date of the CFC rules. The preferred
stock received a maximum of 16 percent of corporate profits in the vears at issue. The court
sustained the IRS’s application of the regulation under section 957. finding that the preferred
<sharchoiders> shareholders’ voting power was illusory. Garlock. 489 F.2d at 202. The court
identified as significant the facts that the U.S. shareholder sought out parties who understood both
its motives and its situation, that the terms of the arrangement were such that the preferred
shareholders would have no interest in disturbing the U.S. shareholder's continued control, the stock
was made attractive by paying a rate in excess of market, the stake of the preferred shareholders was
limited since they could put their stock to the corporation afier one year or if the working capital of
the corporation fell below 200 percent of the aggregate par value of the preferred, and the arbitration
provision for resolving disputes was unrealistic. Id. at 201-02.

In Weiskopf, a newly formed UK corporation (Ininco) issued preferred ordinary shares in
exchange for £25,000 to another UK corporation (Romney), and issued to a U.S. corporation
deferred ordinary shares in exchange for £2.500 and second preferred shares in exchange for £17,500.
The preferred ordinary shares elected 50 percent of the board of directors and received a dividend
of 12.5 percent per year The deferred ordinary shares elected the remaining 50 percent of the board
of directors and shared the profits of the corporation, after the payment of the dividend on the
preferred ordinary shares, with the second preferred shares. While the facts are not entirely clear, it
appears that the UK tax exemption of Ininco resulted in Ininco having very substantial net earnings,
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with the result that the 12.5 percent return on the preferred ordinary shares represented much less
than 50 percent of the annual earnings of Ininco. Weiskopf, 64 T.C. at 96. Two and one-half vears
after its formation, the preferred ordinary shares of Ininco were sold for par value (£25,000) and the
remaining shares were sold for approximately £810,000. Again, the opinion focuses on a factual
analysis to determine the reality of the control exercised by Romney. The court concluded that, as
in Garlock, the arrangement was such that the preferred shareholder would have no interest in
disturbing the U.S. <sharcholders™>shareholder’s control and that the US <shareholders>
sharehelder retained complete dominion and control of Ininco. The factors mentioned by the court
in reaching its conclusion were the above market rate of return being paid on the preferred shares,
the limitation of the preferred shareholder to a return of its investment upon disposing of its stock,
the dependence of Iminco on the U.S. shareholder as its source of supply for Ininco’s product line,
the unrealistic provision for resolving a deadlock, the disproportionality between vote and profit
share, and the control the U.S. shareholder demonstrated at the time of the sale of the stock of Ininco.

In Koghring, preferred stock entitied to 55 percent of the vote and less than 10 percent of the
annual earnings of @ Panamanian corporation was issued to a UK corporation that had a iongstanding
business relationship with the U.S. shareholder of the Panamanian corporation, followed shortly by
a cross-investment of the identical amount of cash by the U.S shareholder of the Panamanian
corporation in the UK corporation. The opinion turns on the factual issue of whether the foreign
preferred shareholder exercised its 55 percent voting rights independently, with the court focusing
on the cross-investment, the dependence of the preferred shareholder on the U.S. shareholder under
a license agreement, the actual actions taken by the preferred shareholder’s directors and the
understanding that the UK corporation could withdraw its investment afler a vear. The factual
statement in the opinion also refers to the preferred directors not being authorized to draw checks
on behalf of the corporation and a reference in the minutes of a board of directors meeting of the UK
corporation to its control over the Panamanian corporation being “nominal.” The court affirmed the
district court’s decision to disregard the voting power of the UK corporation, distinguishing CCA
(without conceding that CCA was correctly decided) based on the tax court’s finding of the absence
of an agreement in CCA reparding the voting of the foreign shareholders’ shares. Koehring, 583 F.2d
at 324

We believe that PCI's voting power in OP! should be respected because we believe the
relevant facts and circumstances indicate that PCI's ownership of its shares and its voting rights under
the documents should be considered to be real. First and foremost are the facts that Enron will not
exercise any control or influence over PCI in the exercise of its voting rights in OP1 and PCI will
exercise its voting rights in OP] for the benefit of itself and its Affihates, and not on behalf of or for
the benefit of Enron and its Afliliates. 1n addition, the two classes of preferred stock of QPI, in the
aggreyate, have an economic interest in <2> two percent of the profits of OPI above the base return
provided to the shareholders. It appears reasonable to believe that PCI would want to protect its
approximately 45 percent interest in this <2> two percent <upside> profit share through the exercise
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of its voting rights. Furthermore, PCl and Enron are not related, and no fee paid by Enron in
connection with the transactions described herein is contingent upon the manner in which PCI
exercises ils voting rights in OP1.” Finally, all classes of shares in OPI are freely transferable. While
OPI has a right to redeem the shares heid by PCI, and PCI has a right to require redemption of its
shares, these nghts do not arise for more than five years afier the issuance of the OPI preferred stock.
We believe these redemption rights should not affect the reality of PCI's voting power prior to the
first date on which one or more of these rights can be exercised. Accordingly, we believe the voting
power held by PCI should be respected prior to such date and that OP] should have ceased to be an
afTiliate of Enron under section 1504 at the end of the day on March 27, 1997, Treas. Reg.
§ 1.1502-76(b)}{1)(11)(A).
B. <Preffered> Preferved_Stock of Liquids

The term “affiliated group” means one or more chains of includible corporations connected
through stock ownership with a common parent corporation which is an includible corporation, but
only if the common parent owns directly stock meeting the 80 <=>percent voting and value test in at
least one of the other includible corporations and stock meeting the 80 <=>percent voting and value
test in each of the includible corporations (other than the common parent) is owned directly by one
or more of the other includible corporations. Section 1504(2)(1}. The 80 <=>percent voting and
value test requires ownership of stock of a corporation that possesses at least 80 percent of the total
voting power of the stock of such corporation and that has a value equal to at least 80 percent of the
total value of the stock of such corporation. Section 1504(a)(2).

<Forpurposesof section+564(a)> Section 1504(a)(4) provides that the term “stock™ does
not include stock that (A) is not entitled to vote; (B) is limited and preferred as to dividends and does
not participate in corporate growth to any significant extent; (C} has redemption and liquidation rights
which do not exceed the issue price (except for a reasonable redemption or liquidation premium); and
(D) 1s not convertible into another class of stock. <Section1504(a}4)> The Liquids preferred stock
is, by its terms, not entitled to vote, limited and preferred as to dividends, and not conventible into
any other class of stock. Moreover, we believe that the facts do not indicate that the preferred stock

We understand that PCEand IEN-BT may have entered into a sharcholder agreement and thet EN-131 may have paid
tlee 1o PCHIn connection with PCLs wvestinent in OPL Bven 1l these anangements were o give IN-I3T some
influenee over PUDs exercise ol 1ls vaung rights in OP], we believe that such arvangements should not b
considered refevent i detenmining whether the voung nghts o the prelerred stock should be respeeted for parposes
al detemining whether OPLs o mewher of the Horon consolidated group. Rather, we believe that it would be anly
the relationship, i uny, ol Enron o the holders of U prefened stock, and linron's inlluence, i any, over e
exereise ul thie preletred stock voting rights, that shiould be constdered relevant Enron is unrelated to EN-137 and
EIN-IT will exereise its voting vights i QP on betall ol ttsell and its AliLiates, and not for tie benelit of 1nron,
Aceardingly, evew i EN-HT were ina position W inlluence PCEs exercise of s voting rights, we believe Fnon
should nat be considered o be in g position to mfluence EN-IVTs dircel exercise of its voting rights i OF] or
EN-BT s indiveet exeretse of votng rights through s imflucnee over PCL
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of Liquids has any beneficial interest in or control over the voting power of the common stock of
Liquids. The issue price of Liquids preferred stock is not less than its redemption price and its
liquidation value (except for a reasonable redemption or liquidation premium).

The last requirement of section |504(aj(4} is that the stock not participate in corporate
growth to any significant extent. No regulatory guidance exists as to the meaning of this section
1504(a)}{4) "participation” test. A similar test 15 contained in the regulations under section 382. An
ownership interest that would not otherwise be treated as “stock” for purposes of section 382 is
treated as stock if such interest “offers a potential significant participation in the growth of the
corporation” and certain other facts are present. Treas Reg. § 1.382-2T(f)(18)(iii}(A). Section
1504(a)(4) stock is not stock for purposes of section 382 uniess the provisions of Treasury
Regulation § 1.382-2T(f)(18){iii) apply. Treas. Reg. § 1 382-2T(f)(18)(i). It appears that stock that
satisfies the section 1504(a)(4)(B) requirement that it “not participate in corporate growth to any
significant extent” could nevertheless be found to offer a “potential significant participation in the
growth of the corporation” Cf. Priv. Ltr. Rul. 8945055 (Aug. 16, 1989). Thus, the participation
standard in the section 382 regulation appears to be stricter than that in section 1504(a)(4)(B), and
stock that does not ofler a "potential significant participation in the growth of the corporation” for
purposes of Treasury Regulation § 1.382-2T(f)( 18)(iii) should not be considered to “participate in
corporate growth to any significant extent” for purposes of section 1504(a)(4)(B).

The yield on the preferred stock of Liquids does not vary with either the profitability of the
issuing corporation or the appreciation of its assets. Terms that do not vary the return on the
preferred stock with the profits of the issuing corporation may not be sufficient to establish an
absence of participation in corporate growth, however. if the facts and circumstances indicate that
the preferred stock in effect participates in corporate growth. See H R. Rep. No. 98-861, at 817
(1984) (“preferred stock carrying a dividend rate materially in excess of a market rate when issued
would not be ignored”). An argument might be made that the preferred stock nevertheless
participates in corporate growth if the capitalization or operations of the corporation were such that
corporate growth would be required in order for the issuing corporation to satisfy its obligations with
respect to the preferred stock.*

[n the section 382 context, the IRS has ruled that preferred stock does not offer a potential
significant participation in the growth of a corporation solely because of its dividend rate where the
current earnings of the corporation are sufficient to permit the corporation to pay dividends at the
highest rate with respect to the stock. See Priv. Ltr. Rul. 8945055 (Aug. 16, 1989). The IRS has

See Michae] L. Selder, Money Market Prelerred Stock: Making the Punishment Fit e Crime, 96 Tax Notes UREN
Y39 (1990} nsubstantial common stock eapilolizotion might mean that e preferved stock bears the
<cowmsdes “downyide sk of (he comorate assets <and-thwemarnoteomstntte>, yiatating the apirit of section

13044y extorekey>).
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also ruled that ownership interests {notes and debentures) in an insolvent corporation did not
constitute stock where the issue was whether the notes and debentures offered a potential significant
participation in the growth of the corporation within the meaning of Treasury Regulation
§ 1.382-2T{f)(18}(ii1)(A) and the corporation represented that it would have sufficient assets (not
taking into account future growth of assets), in conjunction with the cash flow from its projected
future earnings and proceeds of anticipated additional debt financing. to meet all required payments
of principal and interest on the notes and debentures. See Priv. Lir. Rul. 9441036 (July 14, 1994);
see alsg Priv. Ltr. Rul. 8940006 (Apr. 20, 1989) (preferred stock issued in bankruptcy reorganization
was not stock for purposes of section 382, issuing corporation represented that (i) it would have
sufficient assets (not taking into account future growth of assets), in conjunction with the cash flow
from its projected future earnings, to meet all required payments on the preferred stock, including
required payments on preferred stock issued in lieu of cash dividends, and (i) the fair market value
of the assets of the issuing corporation would exceed the face amount of the outstanding debt plus
the par value of the preferred stock).

On the date of issue, the annual dividend rate for the preferred stock of Liquids was not
materially in excess of the prevailing market rate for preferred stock having similar terms and issued
by a corporation having a credit rating similar to that which the issuing corporation would have on
the date of issuance if it were rated. The preferred stock of Liquids represented approximately 67
percent of the equity capital of Liquids on the date it was issued. The fair market value of the assets
of Liquids will at all times exceed the face amount of such corporation’s outstanding debt pius any
accrued but unpaid interest plus the liquidation value (including accrued but unpaid dividends) of its
preferred stock. All dividends on the Liquids preferred stock will be paid currently. The current
earnings and profits and net cash flow of Liquids for each year will each exceed the annual dividend
on its preferred stock.

We have found no authority addressing the effect, if any, under section 1504(a)(4) of having
a substantial portion of a corporation’s capital represented by preferred stock. We understand that
the IRS has relused to rule on this issue, suggesting that the IRS might challenge the treatment of
such preferred stock.” We believe that any such challenge would be based on the participation test,
and we further believe that the facts described do not provide any basis for a court 1o conclude 1hat
the preferred stock of Liquids participates in corporate growth to any significant extent. Accordingly,
we believe the preferred stock of Liquids is described in section 1504(a)(4).

See Priv. Lir. Rul. 8937022 (lune 19, F9RY) (par value of nonparticipating preferred stoek represenied 72 puereent
of the par value ol the entire corporation, no indication given as 10 fair market velue of respeetive classes: 1RS did
nat vuke on the seclion 1504(a) 1ssue) see alsg Richard 13, Engel, The Sceon 150400) Aliliation Test, 20 Tux
Adviser 615 (1989} {identifving the refusal by the IRS (o rule whether prefened stock was seelion 1504(a)d) stock
when tconstituted a substimtial percentage of the corporate structure),
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C Classification of Partnership

The <intermatRevenue> Code defines a partnership as including <“a>!*a svndicate, group,
pool, joint venture, or other unincorporated organization, through or by means of which any business,
financial operation, or venture is carried on, and which is not, within the meaning of this title, a trust
or estate or a corporation <> Section 7701(a)(2); see also section 761{a). This definition
subsuimes two issues: (1) whether an arrangement is a syndicate, etc., through or by means of which
a business. financial operation or venture is carried on, and (2) if so, whether the arrangement is
otherwise classified as a corporation for tax purposes.

As to the first issue, the leading case is Commissioner v. Culbertson, 337 U.S. 733 (1949},
in which the Supreme Court stated that the test is;

<{Wihether> whether, considering ali the facts -- the agreement, the conduct of the parties
in execution of its provisions, their statements, the testimony of disinterested persons, the
relationship of the parties, their respective abilities and capital contributions, the actual control
of income and the purposes for which it is used, and any other facts throwing light on their
true intent -- the parties in good faith and acting with a business purpose intended to join
together in the present conduct of the enterprise.

1d. at 742 (footnote omitted). The Tax Court has focused on a number of factors. none of which is
conclusive, in attempting to determine the intent of the parties to form a partnership. See S. & M.
Plumbing Co. v. Commussioner, S5 T.C. 702, 707 (1971) {acq.} <t*four>(‘‘four basic attributes<*>"
of a parinership are the intent of the parties, the contribution of meney, property and/or services, an
agreement for joint proprietorship and control, and an agreement to share profits); Luna v.
Commissioner, 42 T.C. 1067, 1077-78 (1964) (the agreement of the parties and their conduct in
executing its terins; the contributions, if any, which each party has made to the venture; the parties’
control over incomne and capital and the right of each to make withdrawals; whether each party was
a principal and co-proprietor, sharing a mutual proprietary interest in the net profits and having an
obligation to share losses, or whether one party was the agent or employee of the other, receiving for
his services contingent compensation in the form of a percentage of income; whether business was
conducted in the joint names of the parties, whether the parties filed {ederal partnership returns or
otherwise represented to the IRS or to persons with whom they dealt that they were joint venturers;
whether separate books of account were maintained for the venture; and whether the parties exercised
mutual control over and assumed mutual responsibilities for the enterprise).

Based on the fact that the partners of Partnership intend to form a partnership and the fact that
the documents are consistent with this intent, including all of the relevant indicia of partnership, we
believe that Partnership will constitute a partnership for federal income tax purposes if it is not
otherwise classified as an <"assocciatton*>‘association”’ taxable as a corporation In general an
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unincorporated domestic entity that has two or more members and that was formed on or after
January 1, 1997 will be treated as a partnership unless it elects to be classified as an association.
Treas. Reg §§ 1.7701-3(a), -3(b). The Partnership will not elect to be classified as an association.

An entity that otherwise qualifies as a pantnership for federal income tax purposes may
nevertheless be subject to taxation as if it were a corporation if it is a publicly traded partnership
within the meaning of section 7704. For taxable years of a partinership beginning after December 31,
1995, publicly traded status can be avoided if interests in the partnership are not traded on an
established securities market, are offered and sold within the United States and are not registered
under the Securities Act of 1933, and if not more than 100 persons own, directly or indirectly through
a parinership, a grantor trust, or an § corporation, interests in the partnership. Treas. Reg.
<§>§§ 1.7704-1(a)(1)(i}, -1(h). None of the interests in Partnership are traded on an established
securities market. All of the interests in Partnership were offered and sold within the United States
and were issued in transactions that were not required to be registered under the Securities Act of
1933 Less than 100 persons own, directly or indirectly through partnerships, grantor trusts, or §
corporations, an interest in Partnership.

Accordingly, we believe Partnership should be classified as a partnership and should not be
a publicly traded partnership.

D Contributions to OPI and Liguids

L. Section 35]

Generally, gain or loss is not recognized if property is transferred to a corporation by one or
more persons solely in exchange for stock in such corporation and immediately after the exchange
such person or persons are in control of the transferee corporation  Section 351(a). Control, for
these purposes, means the ownership of stock possessing at least 80 percent of the total combined
voting power of all classes of stock entitled 1o vote and at least 80 percent of the total number of
shares of all other classes of stock of the corporation. Sections 35(a), 368(c).

Pursuant to the Enron/OP1 Contribution Agreement, Enron transferred the Note to OP] on
March 21, 1997 and transferred the Building to OPl on April 14, 1997." Pursuant to the EN-BT

oy did not reverve auy stoek o exclunge for its contribution uf asscts w 0P or Ligquidy. Given Enron’s jitial
ovwnersiip of 10 pereent of the cotman stoek of OP] -sraittimes and Liguids, the issusnce of sdditional
sharex of commun stock 1o Lron swould have been meaningless. See Conissioner v_Morpan. 288 F.2d 676 (3d
Cir 19610 King v, United States, 79 1°.2d 453 ¢4th Cir) 1935)e> Under such ¢ :
federad incume tax consequences of the contributiony by Enron t yuids :

ay it Enron had recejved stock of the transferee in exchange for the contributed assets, See Lessinger v,
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Subscription Agreement and the PC1 Subscription Agreement, EN-BT and PCI transferred cash to
OPI on March 27, 1997, Transfers by different persons at different times may be aggregated in
determining whether the transferors of property are in control of a corporation immediately after the
exchange. “The phrase ‘immediately after the exchange’ does not necessarily require simultaneous
exchanges by two or more persons, but comprehends a situation where the rights of the parties have
been previously defined and the execution of the agreement proceeds with an expedition consistent
with orderly procedure.” Treas. Reg. § 1.351-1(a)}(1}

A binding commitiment is not required in order for transfers to be treated as part of a single
section 351 transaction. See Turner Construction Co. v. United States, 364 F.2d 525 (2d Cir. 1966),
Portland Qil Co. v. Commissioner, 109 F.2d 479, 488 (1st Cir. 1940); Von's Inv. Co. v
Commissioner, 92 F.2d 861, 863-64 (9th Cir. 1937}, Stanley, Inc_v. Schuster, 295 F. Supp. 812
<(&3.0h>(5,D. Oh. 1969). afl"d, 421 F.2d_ 1364 (6th <ciry> Cir, 1970), Baker Commodities, Inc.
v. Commissioner, 48 T.C. 374 (1967), aff"d, 415 F.2d $§19 (9th_Cir._1969); Marcher v.
Commissioner, 32 B.T.A. 76, 80 (1935); Rev. Rul. 78-294, 1978-2 C.B. 141, obsoleted by T.D.
86065, 1996-1 C.B. 35<)>. Rather, the test that has most commonly been applied is whether the
transfers are mutually interdependent, as that test is described in American Bantam Car Co. v.
Commissioner, 11 T.C. 397, 405 (1948}, aff'd per curiam, 177 F.2d 513 (3d Cir. 1949) (“Were the
steps so interdependent that the legal relations created by one transaction would have been fruitless
without the completion of the series?”) 1n American Bantam Car, the issuance of shares in exchange
for a contribution of assets to a newly formed corporation and the issuance of preferred shares to the
public pursuant 10 an underwriting contract entered into five days after the asset transfer were treated
as separate transactions. Although contemplated under the same general plan, the sale of preferred
stock to the public was “entirely secondary and supplemental to the principal goal of the plan -- 1o
organize the new corporation and exchange its stock for . . . assets. The understanding with the
underwriters for disposing of the preferred stock, however important, was not a sine gua non in the
general plan, without which no other step would have been taken. While the incorporation and
exchange of assets would have been purposeless one without the other, yet both would have been
carried out even though the contemplated method of marketing the preferred might fail.”" American

Bantam Car, 11 T.C. at 406-07."

Conmussioney, 83 1.0 K24 (LIRS rev d onollier Issues, 872 1 2d S19 (2d Cir. 19891 Rev, Rul. 64-155, 1964-1
C.13 L3R Arvordingdvywednre amlvred-thecontributtions-br+nromr e Hrrd-recetvedbcommmonestock—in
crdnmgm pﬂﬂﬂf"mil‘m—gs‘f"‘lmﬁun. Hnromsere mortreatedo hnriuk_ .u,.;ivcd-:lwck—irr:xchmgtlhr
tacontributioms-we-beheve-the-transfere-br-tnran-shoud-betreated-as-coninbutionsto-copital-nmd-the -t
eommenitentes ior Enromrand- O should-betheeme— Seetome HES 62 -1 2 Rev—R ol H3-7 351983613~ Re >

See also Turner Construction, 364 F.2d §28 issuance of stock to emplovees and issuanee of stock in exchange
lor assets ol husiness were mutuahy interdependent, although issuance of stock (o emplovees waes delaved seven
mantls while it was decided exactly which emplovees were W get how mueh stock ), Commisstoner v, National
Bellax Less, Ine,. 220 F2d 415 (B Cir. 1955) timearporation followed by publie stock ofTering were not mutually
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The predominant purpose of Enron and its Affiliates for participating in the recapitalization
of OP] was to uenerate income for financial accounting purposes. The contribution to OPI of the
Building and the contributions to OPI by EN-BT and PCI were essential to obtaining the desired
financial accounting results. In the absence of such contributions, the contribution of the Note to OPI
would not have accomplished the predominant purpose for the recapitalization of OPl. We
understand that Enron would not have made any contributions to OPI if it had not believed that,
within a short period of time, the transfer of the Building would occur in accordance with the terms
of the Enror/OP[ <Contributions> Contribution Agreement and EN-BT and PCI would execute and
make contributions in accordance with their respective subscription agreements.

As reflected in the Intent Letter, the transfer by Enron, EN-BT, and PCl were all
contemplated as part of a single plan for recapitalizing OPI. In addition, on March 21, 1997, the
<Articles> Certificate of Incorporation of OPl <were> was amended to provide for the shares
ultimately issued to EN-BT and PCI, the Board of Directors of OPI adopted resolutions authorizing
the issuance of such shares to EN-BT and PCI, and the sole stockholder of OPI authorized the
issuance of such shares. On March 27, 1997, PCl and EN-BT subscribed for shares, and OPI issued
shares, on the terms established on March 21, 1997, While there was, on March 21, 1997, no binding
commitment on the part of OPIL, EN-BT, or PCI with respect to the contributions and stock issuances
that occurred on March 27, 1997, we believe the above documents establish that the terms on which
the PCI and EN-BT contributions were ultimately made were defined on March 21, 1997

Based on the facts described above, we believe that the transfers by Enron on March 21 and
April 14 and the transfers by EN-BT and PCI on March 27 should all be treated as mutually
interdependent and as part of a single section 351 transaction. Immediately after the transfers by
Enron, EN-BT, and PCI, those corporations owned all of the stock of OP1. Accordingly, we believe
the contributions by Enron to OPI should be nontaxable transfers described in section 351,

interdependent: Tax Court conld properly determine sale ol stoek to the public did not have iy intended
cantrolling relabionship on whether the exchange of properiv and stock wonld huve been earried outs il may have
been understond that organtzers would attempt o sell staek to the public, but i wos o gamble whether # could be
dutie under the ceonomic conditions obtinmg m 1932 B3> H.B_Zachiv Co v Commissioner, 49 7.0, 73
(1967 {exchange ol assets [or stock, followed three davs Tater by exchange of cash for prelerred stock, vespeeted
as sepurite trimsactions: valid busuiess purpose tor cach transuction standing by itsell® only the assets exchanged
lor stoek were requared by comporation o cony out 18 coporale funclion): Baker Commuditics, 48 T,C, 374 (while
there appears 1o have been no writien agreement, multiple transfers (o a corporation were integrated where, as u
result of lengthy negotiations, a plan (o fransler vanous assets W a corporabiun o be owned equally by the parlies
hiad been “carctislly formulaled and agreed to by all the partivipats ), Sciengific Insrument Co. v Conumissioner,
17T.C 1253 (19323, allld, 202 F.240 1SS (Gth Cir. 1983) (core steps of plan were formation ol new corporation
and transfer kit ol assets ol old corporation: efleetiveness did net depend on new capital: tnitial transler of sxsets
not vty interdependent with sale of stock o publhe pursuant to underwriling contract entered into before intial

assel ranstonr)

EC2 000033763
C-320



R. Davis Maxey PRIVILEGED AND CONFIDENTIAL
May 14, 1997 SUBJECT TO ATTORNEY-CLIENT PRIVILEGE
Page 25 AND WORK PRODUCT DOCTRINE

Enron transferred the stock of Operations and OP] transferred the Note to Liquids on March
21, 1997 pursuant to the Enron/Liquids Contribution Agreement and the OPI/Liquids Contributicn
Agreement. Immediately after those contributions, Enron and OPI owned all of the stock of Liquids.
Accordingly, we believe the contributions by Enron and OPI to Liquids should be nontaxable
transfers described in section 351

2. Section 357(¢)

Section 357(c} provides for the recognition of gain from the sale or exchange of property in
- a section 351 exchange to the extent that the sum of liabilities of a transferor assumed by the
transferee corporation plus liabilities to which property contributed by the transferor is subject
exceeds the adjusted basis of the property contributed by the transferor. The aggregate adjusted tax
basis of the Note and the Building in the hands of Enron exceeded the sum of the aggregate amount
of liabilities of Enron assumed by OP1 pursuant to the Enron/OP] Contribution Agreement and the
aguregate amount of liabilities to which assets transferred pursuant to the Enron/QPI Contribution
Agreement to OPI by Enron were subject. As discussed above, we believe the transfers by Enron on
March 21 and April 14 should be treated as part of a single section 351 <transactions> transaction.
Accordingly, we believe section 357(c) should not be applicable to Enron’s transfers to OPL.

3 Basis Effects

In general, the basis of stock received by a transferor in a section 351 transaction equals the
basis of the property exchanged for such stock, decreased by the amount of any liabilities transferred
1o the issuing corporation. Section 358(a)(1), (d) [fa transferor receives stock of more than one
class in a section 351 transaction, the basis of the property transferred is allocated among all of the
stock received in proportion to the fair market <values> yalue of the stock of each class. Treas. Reg.
§ 1.358-2(b)(2). In peneral, the basis of property received by a corporation in exchange for its stock
in a section 351 transaction equals the basis of the property in the hands of the transferor immediately
before the exchange. Section 362(a)}.

Accordingly, we believe that (1) Enron’s adjusted basis in the common stock of OPI should
be increased by the excess of Enron’s aggregate adjusted <basis> bases in the Note and the
Building immediately before Enron’s contribution of <the-Note to-OP1> those ; )P) over
the amount of the linbilities represcnied by the Lease Agreement, (2) Liquids’ adjusted basis in
the stock of Operations immediately afler the contribution of such stock to Liquids should equal
Enron’s adjusted basis in the stock of Operations immediately before Enron’s contribution of such
stock to Liquids, (3) OPI's adjusted basis in each of the Note and the Building immediately after they
were received by OPI should equal Enron’s adjusted basis in the Note and the Building, respectively,
immediately before they were contributed to OPI, and <t3¥>(4) OPI's adjusted basis in the common
and preferred stock of Liquids immediately after OPI's contribution of the Note to Liguids shou!d
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equal OPU’s adjusted basis in the Note immediately before such contribution (i.e., Enron’s adjusted
basis in the Note immediately before it was contributed to OPI) and such basis should be allocated
between the common stock and the preferred stock of Liquids in proportion to the fair market value
of the stock of each class received by OPI.

4, Earnines and Profits Effects

The consolidated return regulations modify the determination of the earnings and profits of
a member of a consolidated group (“P") by adjusting the earnings and profits of P to reflect a
subsidiary’s (*S”} earnings and profits for the period that S is a member of the consolidated group.
Treas. Reg. § 1.1502-33(a)(1). The purpose for these modifications (the “earnings and profits rules™)
is to treat P and S as a single entity by reflecting the earnings and profits of lower-tier members in the
earnings and profits of higher-tier members and consolidating the group’s earnings and profits in the
common parent. id. Adjustments to the earnings and profits of P under these rules are in addition
to adjustments under other rules of law (e g, section 312). subject to the limitation that P's earnings
and profits must not be adjusted in a manner that has the effect of duplicating an adjustment. Treas.
Reg. § 1.1502-33(a)(2).

The general rule is that §’s earnings and profits are “tiered up™ to P. Under Treasury
Regulation § 1.1502-33(b)}(1), P's earnings and profits are adjusted to reflect changes in §’s earnings
and profits in accordance with the applicable principles of Treasury Regulation § }.1502-32 (the
“investment adjustment <ruies)y> rules”). §'s earnings and profits are allocated among S’s shares
under the principles of Treasury Regulation § 1.1502-32(c) of the investment adjustment rules, and
the principles of the investment adjustment rules are modified in that P's earnings and profits
adjustment 15 determined by reference to S's earnings and profits, rather than §’s taxable and
tax-exempt items.

The earnings and profits rules contain a provision that deals with a change in location of a
subsidiary within the group. Treas. Reg. § 1.1502-33(f)(2). Under this rule, if the location of a
member changes within a group, “appropriate adjustiments™ must be made to the earnings and profits
of the members to prevent the earnings and profits from being eliminated. For example, if P transfers
all the stock of S to another member in a section 351 transaction, the transferee’s earnings and profits
are adjusted immediately afier the transfer to reflect the earnings and profits of S immediately before
the transfer. Id  Accordingly, we believe the transfer by Enron of all of the common stock of
Operations 1o Liquids should cause all of the earnings and profits of Operations to “tier up™ to
Liquids.

The earnings and profits rules contain an anti-avoidance rule that provides for adjustments
as necessary 10 carry out the purposes of the rules if any person acts with a principal purpose contrary
to the purpose of the rules, to avoid the effect of the rules, or to apply the rules to avoid the eflect
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of any other provision of the consolidated return regulations. <Freasury Regutation> Treas, Reg,
§ 1.1502-33(g). The primary earnings and profits effect of the transfer of Operations to Liquids is
the duplication of all of Operation’s earnings and profits in Liquids.

We believe that the statement of the purpose of the earnings and profits rules (to treat a parent
and a subsidiary as a single entity by reflecting the earnings and profits of lower-tier members in the
earnings and profits of higher-tier menibers and consolidating the group's earnings and profits in the
common parent) is consistent with this effect. The rules cause the earnings and profits of Operations
to “tier up” to Liquids, which i1s a higher-tier member in the Enron group as a result of the
contribution of the Operations stock to Liquids. Reflecting the earnings and profits of Operations
in Liquids is consistent with treating the Enron consolidated group as a single entity. Accordingly,
we do not believe that the earnings and profits anti-avoidance rule should be applicable to the
contribution of Operations to Liquids.

E OP1 Contribution to Partnership

1 1n General

[n general, gain or loss is not recognized by a partnership or its partners on the contribution
of property to a partnership in exchange for a partnership interest, Section 721(a). In geueral, the
basis of property contributed to a parinership by a partner is equal 10 the adjusted basis of such
property to the contributing partner at the time of the contribution. Section 723, Accordingly, we
believe no gain or loss should be recognized on the contribution by OPI to Partnership and
Partnership should have a basis in the Building equal to the adjusted basis of the Building in the hands
of Enron immediately prior to the contribution.

2. Section 707

Notwithstanding the general rule of section 721(a), a purported “contribution™ of property
to a partnership would be taxable if it were a dispuised sale of property. Section 707(a)(2)(B). In
order for the contribution by OPI to Partnership to be treated as part of a disguised sale, there would
have to be a related transfer of money or property from Partnership to OPI that, when viewed in
combination with OP[’s contribution, is properly characterized as a sale or exchange of property. 1d.
Transfers from Partnership to OPI that are more than two years afler the contribution by OPI, and
distributions of Partnership’s net cash flow from operations (as that term is defined in Treasury
Regulation § 1.707-4(b}(2)) that are made to the partners in accordance with their minimum
percentage interests in Partnership profits are presumed not to be part of a disguised sale unless the
facts and circumstances clearly establish that the transfer is part of a sale. Treas. Reg. §§ 1.707-3(d),
-4(b). The transfer of a liability to a partnership {whether by assumption or by taking property subject
to the liability) is not treated as a transfer of property fiom the partnership to the partner if the lability
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is a “qualified liability"” (and the contribution is not otherwise treated as a disguised sale) or if the
contributing partner’s share of that liability after the transfer equals the full amount of the liability.
Treas. Reg. §§ 1.707-5(a)(1), ~5(a)(5).

OPI transferred to Partnership the liability associated with the Building. The liability
associated with the Building 1s a qualified liability if the amount of the liability does not exceed the
fair market value of the Building and the liability is allocablie under the rules of Treasury Regulation
§ 1.163-8T to capital expenditures with respect to the Building. Treas. Reg. § 1.707-5(a)(6). For
federal income tax purposes, the lessee under the Lease Agreement is treated as the owner of the
Building and the obligations created by the Lease Agreement are treated as a liability of the lessee
secured by the Building. The hability represented by the Lease Agreement is allocable under the rules
of Treasury Regulation § 1.163-8T to capital expenditures with respect to the Building. The amount
of the liabiiity represented by the Lease Agreement does not exceed the fair market value of the
Building. The sublease to Enron is a true lease for federal income tax purposes. Accordingly, we
believe that such Tiabilities should be qualified liabilities and the transfer of Labilities under the Lease
Agreement to Partnership should not be treated as part of a disguised sale,

VI, CONCLUSION

This opinion letter 1s based upon existing statutory, regulatory, judicial and administrative
authority in effect as of the date of this opinion letter, any of which may be changed at any time with
retroactive effect. In addition, our analysis is based solely on the documents we have examined. the
representations you have made, the facts that we have assumed with your consent, and the additional
information that we have obtained. If any of the facts contained in these documents or in such
additional information are, or later become, inaccurate, or if any of the representations you have made
or any of the assumptions that we have made are, or later become. inaccurate, our conclusions could
well be different and this opinion cannot be relied upon. Similarly, our opinion is qualified by the
preceding discussion and analysis and cannot be relied upon if we have not been informed of any
material or relevant fact that would adversely affect our analysis.

EC2 060033767
C-324



R. Davis Maxey PRIVILEGED AND CONFIDENTIAL
May 14, 1997 SUBJECT TO ATTORNEY-CLIENT PRIVILEGE
Page 29 AND WORK PRODUCT DOCTRINE

Our opinion is rendered solely for your benefit and is not to be relied upon by any other

person without our prior written consent. Finally, our opinion letter is limited to the specific issues
described above.

Sincerely,

KING & SPALDING

By:

William §. McKee

By:

Abraham N.M. Shashy, Jr.
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