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Dear Sir or Madam:

We have been engaged to report on the appropriate application of United States generally
accepted accounting principles (US GAAP) to the hypothetical transaction described below.
This report is being issued Lo Chase Securities Inc. for assistance in evaluating accounting
principles for the described hypothetical transaction. Our engagement has becn conducted in
accordance with standards established by the American Institute of Certified Public
Accountants,

Hypothetical Transaction:

1. Sponsor, a U.S. corporation has two wholly owned domestic corporate subsidiaties
{“Sponsor Sub 1" and “Sponsor Sub 2”). Sponsor Sub 1, Sponsor Sub 2, and an unrelated
third party investor (the “Investor”) will form a partnership (the “Partnership”). The
Partership will be organized as a limited parmership under the Delaware Revised Uniform
Limited Partnership Act.! Sponsor Sub 1 will be its general partner. Sponsor Sub 2 and the
Tnvestor will be its limited partners.

2. Sponsor Sub 1 will purchase 3500 million of Spensor common stock (the “Sponsor Common
Stock”) in the marketplace. Sponsor Sub 1 will contribute the Sponsor Common Stock to the
Partnership in exchange for 97.0 percent of the Partnership’s common interests (in the form
of GP and LP units). Common Interests for purposcs of this memo is defined as a partner’s
entitlement to profits or losses after the preferred retum has been allocated. Sponsor Sub 2
will contribute intangibles (the “Property”) with a tax basis of -0- and a fair market value of
$500 million in exchange for 1.5 percent of the common LP units and a preferred LP interest
that entitles Sponsor Sub 2 to an § percent preferred relum on $500 million of its
contribution. As the common interest holders, Sponsor Sub 1 and Sponsor Sub 2 (and

} It should also be possible for the Partnership to be organized as a limited liability company.
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Investor) will, for US Federal Income Tax (FIT) purposes, be allocated all remaining profits
and losses (including book gains and losses that may arise upon a distribution or
revaluation of Partnership property), after allocation of the preferred returns, pro rata in
accordance with their comumon interest holdings.

3. The Investor will contribute $500 million in cash in exchange for 1.5 percent of the comumon
LP interests and a preferred LP interest thal entitles the Investor to an 8 percent preferred
return on its contribubion. The Partnership will be permitted to invest the $500 million in
cash contributed to it by the Investor in cerlain permitted investments. Furthermore, the
Partnership will lease the contributed Property to the Sponsor or a Sponsor affiliate for a
period of years. :

4. The following sets forth the FIT assumplions and analysis:

a. The Property contributed by Sponsor Sub 2 would be amortizable over 15-ycars if newly
purchased by the Partnership.

b. The Partnership will adopt the remedial method under Treas. Reg. § 1.704-3.

¢. The taxable income allocated to Sponsor Sub 2 should exceed the Section 704(b) book
income allocated to such Partner by the amount of section 704(b) book amortization with
respect to the contributed Property.

d. Assuming Sponsor Sub 2 receives a cash dislribution annually equal to its preferred
return, iUs lax basis in its Partnership interest should increase each year by the excess of
taxable income over section 704(b) book income allocated to such partner,

e. If Sponsor Sub 2 were to reccive a distribution of the Praperty in liquidation of its
intcrest in the Partnership, it should take a basis equal to its then existing outside tax
basis in its Partmership interest.

f. Sponsor Sub 1 should be able to receive a liquidating distribution of the Sponsor
Comunon Stock without recognizing gain for FIT purposes. Sponsor Sub 1 should take a
substituted basis in such property it receives from the Partnership in liquidation of its
intcrest.

g With respect to the property which Sponsor Sub 1 receives in liquidation of its interest,
Sponsor Sub 1 should be able to undertake steps to pcrmanently eliminate any deferred
FIT gain inherent in such property.
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h. For purposes of this memorandum we will assume the investor will receive upon
retiremnent from the Partmership an amount equal to its original contribution in cash. As
such it can be assumed that the tax consequences to the investor associated with jts
residual share of income are deminimus.

Accounting Discussion:

You have asked us to addzress the accounting, for this transaction under US GAAP in the
consolidated financial statements of Sponsor. We have not been asked to address and,
accordingly have not addressed, the treatment of this ransaction for FIT purposes, regulatory
purposes or any purposes other than Lreatment under US GAAP and all references to the
treatment for FIT purposes are based on your analysis as described above. Accordingly, we
express no opinion on the FIT consequences the transacton.

Accounting for Sponsor Sub 1, Sponsor Sub 2, and the Parinership

The rules for consolidation of subsidiaries arc set forth in Accounting Research Bulletin No. 51
(ARB 51), Opinion No. 18 of the Accounting Principles Board (APB 18) and Statement No. 94 of
the Financial Accounting Standards Board (SFAS 94). These rules specify that a company
should generally consolidate the accaunts of an investee when it has a controlling financial
interest in the investee. The usual condition for a controlling financial intercst is ownership of a
majority voting interest. An interpretation issued by the American Institute of Certificd Public
Accountants gencrally extends the conclusions of APB 18 to parlnerships. Accordingly,
Sponsor would consolidate Sponsor Sub 1, Sponsor Sub 2 and the Partnership (which it controls
as general partner).

Under US GAAP, the non-affiliate equity holders of a consolidated investee are treated as
minority interests in the consolidated financial statements. Hence, Investor’s investment in
Partnership would be reflected as a minority interest in Sponsor’s consolidated financial
statements.

The Financial Accounting Standards Board (FASB) has issued an Exposure Draft (the ED) that
would significantly revise the accounting rules for consolidated financial staternents, As
presently proposcd, we do not believe that the ED would change our conclusions regarding the
consolidation of Sponsor Sub 1, Sponsor Sub 2 or of Partnership by Sponsor.

Accordingly, all transactions among Sponser, Spensor Sub 1, Sponsor Sub 2 and the Partnership
would eliminate in consolidation.
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Purchase of the Sponsor Shares in the Market

Since Sponsor Sub 1 is a wholly-owned subsidiary of Sponsor, its purchase of the Sponsor
corumon shares in the market place will be recorded as a purchase of treasury shares in
Sponsor’s consolidated financial statements (i.e. will reduce consolidated equity). The transfer
of these shares to Partnership will not change this accounting since Partnership is also a
consolidated entity,

Business combinations that meet all of the criteria to be accounted for using the pooling-of-
interests method in accordance with APB 16 must use this method. Otherwise, APB 16 requires
the use of the purchase method. Among the criteria for a pooling, are i) there must be no
alterations of the equity interests of the combining companies in contemplation of the business
combination and ii) the combining companics may not have aggregate tainted treasury stock, as
defined, in excess of 10% of the shares being issued to effect the business combination. With
certain exceptions, treasury stock that is purchased within two years preceding the date a plan
of combination that is to be accounted for as a pooling is initiated, is considered to be so called
“tainted treasury stock” for purposes of applying this rule (Paragraph 47d of APB 16). The
shares being purchased by Sponso: Sub 1 would likely be lainted treasury shares for these
purposcs.

To the extent that ireasury shares reacquired within two years prior to inifiation or between
initiation and consummation of a pooling transaction have not been reissued or specifically
reserved, an equivalent number of shares of treasury stock may be sold prior to consummation
to an independent parly to “cure” the presumed violation of paragraph 47d. The SEC staff
agrees that so long as the treasury shares wcre acquired for a business purpose other than to
circumvent a pooling-of-interests criterion, issuance of shares to cure the taint may occur at any
time prior to consummation. Although the issuance of shares is a change in equity intcrest, the
reissuance of the shares in the market is not a transaction that is preferential to any onc
‘shareholder group. Therefore, the taint may be cured by issuing the shares for fair value to an
independent third party (assuming fair value can be established) or into the market at any time
prior to consurmation without viclating the pooling-of-interests requirements.

The FASB has issued an exposure draft that comprehensively reconsiders the accounting
standards for business combinations, This exposure draft proposes to eliminate the pooling of
interests method and thus the concept of tainted treasury shares. The proposed exposure draft
would be cffective for transactions initiated after the issuance of a final statement (the effective
date is anticipated 10 approximate January 1, 2001 for calendar comparies). There is no way to
predict whether or when this exposure draft will be adopted or what changes, if any, may be
made to its provisions. :
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Investment by Investor

Investor’s cash contribution would be recorded as a minority interest in Sponsor’s consolidated
financial staterents. Investor would be allocated its 8% preferred dividend plus 1.5% of
Partnership’s net income after all preferred returns (including the preferred return to Sponsor
Sub 2). These amounts would be charged against Sponsor’s consolidated income statement as
minority interest in eamnings.

Accounting For Income Taxes

Accounting for income taxes is governed by SFAS No. 109. That Statement provides that,
among other things, assets and liabilities which are recorded at different amounts for financial
reporting purposes than for income tax purposes creale basis differences for which a deferred
tax assct or liability might be requircd. You have informed us that, in the transaction discussed
herein, Sponsor Sub 2's tax basis in its preferred L units will increasc each year by
approximately $33 until such time as Sponsor Sub 2 has a $500 basis in ils prefcrred LP units,
whilc Sponsor Sub 1’s tax basis in its common Partnership units decreases from $500 to $0 over
the lifc of the transaction. The resultant current tax charge and tax benefits will approximately
offsetin Sponsor’s FIT return. Further, you have informed us that the Property can either be
distributed in year 15 with its tax basis stepped up to $500 or can be distributed in any given
year and be stepped up approximately by an amount equal to the product of (i) $33 and (ii) the
number of tax years which have elapsed since the formation of the Partnership. Furthermore,
you have informed us that the Sponsor common stock can be withdrawn from the Partnership
and retired without ever resulting in a taxable gain. °

SFAS No. 109 provides that deferred taxes be provided only for basis differences which qualify
as temporary differences, meaning those differences between the tax basis of an asset or Liability
and its reported amount in the financial statements that will result in taxable or deductible
amounts in future ycars when the book carrying value of the asset or Liability is recovered or
settled, respectively. Further, deferred tax assets or Nabilities are recorded only by the specific
entity on whose books such differences reside. In other words, since the Partnership is a true
tax "flow through” entity (i.e., not a taxpayer), no deferred tax asset would be provided on the
books of the Partnership itsclf.

As the FIT dynamics of this transaction create tax basis each year available to Sponsor’s
consolidated group through the increase in the tax basis of Sponsor Sub 2’s prefurred 1.1 units,
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without such an increasc for finarcial reporting purposes, the tax effect of the increase in basis
each year would be recorded as an asset (or as a decrease to net deferred tax liability) each year
with a corresponding credit to income tax expense in Sponsor’s consolidated financial
statements (subjoct to a net realization test if there is a net deferred tax asset). Further, you have
informed us that Sponsor has available to it a planning strategy which, without the incurring of
substantial cost, would enable it to transfer the common shares to Sponsor and retire them
without incurring a tax cost. Accordingly, the decline in the tax basis of the Sponsor Sub 1’s

. Partnership interests each year does not result in a lemporary difference that would require a
charge to tax expensc.

Other

In situations such as these, in which the ultimate realization of the economic and financial
statement benefits is dependent upon certain positions that will be taken on current and future
tax returns, we believe that the financial statement benefits should be recorded only {f it is
probable that the pertinent tax positions will be sustained. The term "probable” is discussed in
SFAS 5, Accounting for Contingencics, but is not numcrically defincd therein or elscwhere in the

“authoritative accounting literature. It is ¢lear that it requires a higher degree of likelihood than
the "more likely than not” standard discussed in SFAS 109 (which represents a threshold of
more than 30%).

----------------------------

The ultimatc responsibility for the decision on the appropriate application of generally accepted
accounting principles for an actual transaction rasts with the preparers of financial statements,
who should consult with their continuing accountants, Cur judgment on the appropriate
application of generally accepted accounting principles for the described hypothetical
transaction is based solely on the facts provided to us as descyibed above; should thesc facts and
circumnstances differ, our conclusion may change. We have not been asked to address and have
not addressed any tax matters relating to this transaction. :

Our opinion is as of the date of this letter and we do not assume an obligation to update this
opinion for subsequent changes in relevant rules or practice.

Very truly yours,

AV 7{1,.&;SC,,¢LP
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