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l.adies and Gentlemen:

You have requested our opimon as to centain federal income tax consequences of the
transaction summarized in this paragraph (the “Transaction™) in which (1) certain subsidiaries of
Bankers Trust Corporation, a New York corporation (“BT Cerp.”). namely BT Leasing Corp.. a
New York corporation (“BT Leasing™), and EN-BT Delaware. Inc., a Delaware corporation
(“EN-BT Delaware,” and, together with BT Leasing. the "BT Partners™). and (i1) Portland
General Holdings. Inc.. an Oregon corporation (“PGH”). a whollv owned subsidiary of Enron
Corp.. a Delaware corporation (“Enron”). contributed certain assets to Seneca Leasing Partners.
L.P. (the “Parrnership”), a newly formed Delaware himited partnership that will elect to be
classified as a partnership for federal income tax purposes, in exchange for all of the pantnership
interests of the Partnership. Our opinion represents our best judgment as to the hkely outcome of
the issues discussed if presented to a court of law. Our opinion 1s not binding on the Internal
Revenue Service (the “Service”) or a court. Thus, no assurance can be given that a count would
agree with our opinion.

In preparing our opinion. we have examined such documents related to the Transaction as
we deemed necessary and have assumed they represent the true. accurate and entire agreement of
the parties with respect to the matters described therein; that they have been and will be
respecied by the parties as such: and that the parties will act 1n accordance with the form of such
documents. Further. we have relied upon vour representation that vou have reviewed the factual
matters and assumptions set forth herein and that such factual marters and assumptions are
correct for purposes of rendering this opinion. In the event that the factual matters and
assumptions so rehied upon are incorrect. our opinion could change.

Except as explicitly set forth herein, we express no opimon as to the tax consequences
whether federal, state, local or foreign of the Transaction 1o any party.

TTHIE (003 DAL AS Je4I8 v
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I. FacCTs
A. BACKGROUND

(N Prior to the Transaction. PGH was the owner of 100% of twe Oregon
corporations. Columbia Willamette Leasing. Inc. ("CWL™), and Oneida leasing, Inc.
(~Oneida™). formerly known as PLC Kalamazoo. Inc.

(2} Prior 10 the Transaction. CWL owned centain items of personal properny leased to
third parties unrelated to Enron and its affiliates' as well as 100% of the stock of another Oregon
corporation, Rail Leasing. Inc. {"Rail Leasing™) The assets of Rail Leasing consisted of a
number of railcars under lease to GE Capital Railcar Assocates. Inc. as more specifically
described in the Subscription and Contribution Agreement dated September 13, 1998 (ihe
“Contribution Agreement”) by and between PGH and the Partnership. In the aggregate. the 17
leased assets held directly or indirectly by CWL had a gross fair market value of $279,678,051.
Each of the assets was subject 1o non-recourse debt (the “Nenrecourse Debt”), totaling
$169.555.356. The tax basis of the assets totaled approximately $8.0600.000.

(3 Prior to the Transaction. Oneida held onlv a few assets. Oneida had been formed
by PGH in 1990 to engage in a joint venture in the oil and gas industry. While the business
never materialized. PGH was able to deduct the losses from the joint venture. As required
pursuant to a tax sharing agreement between PGH and Oneida. PGH was indebted to Oneida
with respect 1o the use of such losses. Such indebtedness was continuously reflected on the
balance sheets of Oneida and PGH such that Oneida’s balance sheet showed an account
receivable from PGH worth $600.000. Oneida also held other nominal assets. Other than as
described in this paragraph. Oneida has not engaged in any business transactions for four years.
On September 14. 1998, all of the assets of Oneida other than the Enron Note (as defined below),
were distributed from Oneida 1o PGH*

B. THE TRANSACTION

The Transaction involves the formation of the Parnership by BT Leasing, EN-BT
Delaware and PGH. 1t is anticipated that the Parnership will engage directlv and indirectly in
the business of owning and operating a ponfolio of leased equipment and investing in other
permitted invesiments.

" The assets generallv consisted of airplanes. railcars. a Mack Truck facility. ships and certain other equipment. and
are more specifically described in the Contribution Agreement (hereinafier defined).

- On September 14, 1998, Oneida adopted a resolution to pay a dividend to PGH. thereby cleanng from its accounts
any cash ¢ontributed by PGH in satisfaction of its indebtedness as well as any other Oncida assets.

2 000033918
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(1) Borrowmg of Funds and Capitalizanion of Oneida
All of the following occurred on July 17, 1998&:

{a) PGH borrowed $250 million from Toronte Dominion (Texas). Inc.
{“Toronto Dominion”) on a recourse basis (the “Recourse Debt™) The terms of
the Recourse Debt require PGH to repav the principal and interest accrued
thereon. on or before October 30, 1998 The nterest rate on the Recourse Debt
was set at LIBOR (as defined in the terms of the Recourse Debt} plus 3% basis
points ((35) on a per annum basis. The Recourse Debt was not secured.

(b) Pursuant to a Guarantee issued by Enron on July 17, 1998 (the “Enron
Guarantee™), Enron guaranteed the Recourse Debt.

(<) Pursuant to a Contribution and Subscription Agreement dated July 17,
1998. between PGH and Oneida, PGH contributed $230 million cash to Oneida.

(d) Oneida loaned 3250 million to Enron in exchange for a demand
promissory note dated July 17. 1998 (the “"Enron Note™), in which Enron agreed
to pay the principal amount upon the earher of demand or July 31. 2003, with an
annual interest rate equal 1o LIBOR (as defined 1in the terms of the Enron Note)
plus thirty-five basis points (.35).

2) Merger of PGH and its Subsidiaries

(a) On September 4, 1998, CWL merged with and into its parent corporation,
PGH. pursuant to a plan of merger adopted on September 3. 1998, Immediately
after such merger, PGH held all of CWL."s leased assets as well as 100% of the
stock of Rail Leasing.

(b) On September 10, 1998, Rail Leasing merged with and into PGH pursuant
to a plan of merger adopted on September O, 1998 As a result of such merger,
PGH held Rail Leasing's only leased asset plus the 16 leased assets formerly held
bv CWL,

(3) The Formation and Funding of the Parmership

(a) On September 9. 1998, PGH, BT Leasing, and EN-BT Delaware (referred
to collectively herein as “the Partners’) formed the Partnership as a Delaware
limited partnership, by filing a Certificate of Limited Partnership with the
Secretary of State of the State of Delaware and entering into a partnership
agreement. Pursuant thereto, BT Leasing and EN-BT were admitted to the
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Partnership as general pariners. with 4% and 1% general partnership interests.
respectively, and PGH was admutted to the Partnership as a limited partner with a
95% limited partnership mterest.

{b) On September 15, 1998 PGH. BT Leasing and EN-BT Delaware entered
into the First Amended and Restated Limied Partnership Agreement (ihe
“Partnership Agreement”). On the same date. pursuant to the Contribution
Agreement, PGH transferred 16 of 1ts 17 leased assets and obligated itself to
contribute the Mack Truck Faciity or an amount of cash equal to the net fair
market value of the Mack Truck Facility (collectivelyv. the “Contributed
Equipment”) 10 the Partnership. as well as 100% of the stock of Oneida. The
gross fair market value of the Contributed Equipment at the time of the transfer
was $279.678,051, and each 1tem of the Coniributed Equipment was transferred to
the Partnership subject to the Nonrecourse Debt totaling $169.555556  The
aggregate fair market value of the Contributed Equipment above includes PGH’s
obligation to contribute the Mack Truck Facinty or cash equal to the net fair
market value of such asset. The fair market value of the Oneida stock at the time
of the transfer was $252 521.946.

(c) On September 15, 1998, the Partnership assumed the Recourse Debt
pursuant to. and as contemplated by, the Contribution Agreement. The
Partnership. and in turn. BT Leasing and EN-BT Delaware. as general partners in
the Pannership, became primarily hable on the Recourse Debt. although Enron
remained liable as a guarantor untl such debt was repaid two days later on
September 17, 1998, as described below. However, in the event that Enron would
have been required to make pavments on the Recourse Debt as a guarantor, Enron
would have had the right to collect from the Partnership such amounts paid under
the Enron Guarantee.

(d) In exchange for s comributicn of the Contributed Equipment and the
Oneida stock to the Paninership. PGH received a 95% limited parinership interest
with a fair market value of $110,122.495 a floating preferred return (the
“Preferred Return™) on 368.013 558 of i1ts partnership interest, and the
Retirement Right (as defined below).

{e) In exchange for its contrnibution of $8.972.646 cash, BT Leasing received a
4% vyeneral parinership interest, and in exchange for its contribution of
$2.243.161 cash. EN-BT Delaware received a 1% general partnership interest.

(H) On September 30, 1998, PGH transferred the Mack Truck Facility to the
Partnership in satisfaction of its obhigation under the Contribution Agreement and
the Partnership Agreement to contribute either the Mack Truck Facility or cash in
an equivalent amount,
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{4) Operations, Allocations and Distributions of the Partnershup

(a) It is anticipated that the Parinership will invest the cash capital
contributions from BT Leasing and EN-BT Delaware in certain permitted
investments described in the Partnership Agreement.”

{b) Under the Partnership Agreement. Profits and Losses (as such terms are
defined in the Partnership Agreement) are allocated in accordance with the
Pariners’ relative percentage ownership interesis (the “Percentuge Interests™).
However. if PGH's capital account 1s reduced to $68.013.538. then the Profit and
Loss allocations change such that BT Leasing and EN-BT Delaware will be
allocated 99%% of the Parnership Profits and Losses (allocated between them in
accordance with their proportionate interests) and PGH will be allocated 1% of
the Pannership Profits and Losses.

(c) The Partnership Agreement provides that distributions shall be made 1o the
extent of cumulative retained earnings of the Partnership. (1) first, to the extent of
Net Cash Flow {as such term is defined 1n the Partnership Agreement), 1o the
extent of the excess of the Preferred Return over the sum of certain prior
distributions and (ii) second, to the partners m proportion to their Percentage
Interests,

(d) Section 5.4 of the Partnership Agreement provides that BT Leasing and
EN-BT Delaware (hereinafter sometimes referred to as the “General Partners”)
are 1o pay all ordinary and customary expenses of the Partnership incurred in the
ordinary course of business in exchange for a management fee of $300,000 per
vear. However, for the year ending December 31. 1998, the General Partners will
recelve a prorated management fee of $87,500,

{e) Pursuant to a Service Agreement dated September 15, 1998 between BT
Leasing and Oneida. Oneida will pay BT Leasing $300.000 per annum 10 act as
its agent 1o engage in the business of owning and operating a portfolio of leased
equipment.

* The permitted investments are descnbed in section 3.6 of the Partnership Agreement.

EC2 000033921
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(35) The Guarann and Indenvnfication Agreemenis

(a) BT Corp. entered into a Guaranty and Indemmification Agreement (the
“BT Guaranty and Indemnification Agreement”™) on September 13, 1998 in
favor of PGH. guaranteeing the due and punctual performance by each General
Pariner of 11s respective matertal obligations and covenants as general partner
under the Pantnership Agreement. and indemnifving PGH for any damages arising
from apv misstatements or cmissions by a General Panner of any material fact
under the Partnership Agreement or any of the contnbution agreements between a
General Partner and the Pannership.

(b) Enron entered mmto a Guaranty and Indemnification Agreement on
September 15, 1998, in favor of BT Leasing and EN-BT Delaware, guaranteeing
the due and punctual performance by PGH of all of its matenal obligations and
covenants under the Contribution Agreement between PGH and the Pannership,
and indemnifving BT Leasing and EN-BT Delaware against any damages arising
from any misstatements or omissions by PGH of anv matenal fact under the
Contribution Agreement or the Pannership Agreement between PGH and the
Partnership. :

(6) The Formarion of and Contribution 1o PGH Leasing, LLC

(a) On September 14, 1998, PGH formed PGH Leasing. LLC (“PGH LLC"),
by filing a Cenificate of Formation with the Secretary of State of the State of
Delaware, and by entering into a limited labilitv company agreement on that date.
Pursuant to centamn representations to be made by PGH, PGH LLC will elect to be
treated as an entity which is disregarded for federal income tax purposes.

(b) On September 16. 1998, PGH contributed its limited partnership interest
in the Partnership to PGH LLC, pursuant to the Contribution Agreement (the
“PGH LLC Contribution Agreement”) on that same date. BT Leasing and EN-
BT Delaware acknowledged and agreed to accept PGH LLC as a substituted
limited partner of the Pannership bv signing the PGH LLC Contribution
Agreer’nem.4

* Under section 10.6(f} of the Partnership Agreement. the partners consent to the transfer of PGH™ s limited
partnership interest in the Parnership to PGH LLC and to #ts admission 1o the Partnership as a substituted
limited parner.

EC2 000033922
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(N Refinancing of the Recourse Debt

(a) On September 15, 1998 and prior to the contribution of the Oneida stock
to the Partnership. Enron transferred cash in the amount of $252.521.946 1o
Oneida 1n satisfaction of the Enron Note.

(b) On the same date. Oneida lent 1o BT Corp. 3232.521. 946 on a recourse
hasis in exchange for a demand promissory note from BT Corp. (the "Oneida
Demand Note™). Under the terms of the Oneida Demand Note, Onerda could
demand pavment of all or anv part of the principal amount due at any time and
from time to time. Interest on such note will accrue at a per annum rate equal to
LIBOR (as defined under the terms of the Oneida Demand Note) plus 35 basis
points ( 35)

{c) On the same date, BT Corp. lent $222,521,946 cash to the Parnership on a
recourse basis in exchange for a note of the Partnership (the “BT Note”) The
terms of the BT Note require the Partnership 1o repay the principal, mcluding
accrued interest on such BT Note on December 31, 2003 or earlier. by
acceleration or otherwise. The interest rate on the BT Note was set at LIBOR (as
defined under the terms of the BT Note) plus 35 basis points {(.35) on a per annum

basis,

{(d) On September 17, 1998, the Parnership paid $252,606,236.46 cash 1o
Toronto Dominion in full satisfaction of the Recourse Debt.

C. Purposes of the Transaction

PGH has undertaken the transaction for a varrety of business reasons.
certain of which are set forth below. First. PGH has gained the expertise of BT
Corp. in managing and expanding its leased asset portfolio. PGH has incentivized
BT Corp. to achieve the best results from the management of the portfolio by
causing the BT Partners to acquire a 5% economic interest in the Partnership and
bv including allocations 1n the Partnership Agreement that aliocate to the BT
Partners 99% of the losses after a decline in asset value below a particular level.
In addition, the Pantnership Agreement provides PGH with wide flexibility with
respect to the continuation of the Parinership. PGH expects to receive a
reasonable commercial return on the value of its investment in the Partnership,
noting that the return 1s, in significant part, a function of the changing values of
the assets included in the Partnership. Finally, PGH expects certain financial
accounting benefits to be recognized on the consolidated GAAP financial
statements in which 1t 1s included. For example, under GAAP, notwithstanding
the tax treatment of the transaction, Enron may repont gain for GAAP purposes

EC2 000033923
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arising from the Transaction because it has shifted a matenal amount of the risk of
deciine in the value of the Contnibuted Equipment 1o the BT Partners as a result of
the allocations in the Parinership Agreement.

The BT Partners also expect a reasonable commercial return on their investment in the
Partnership. although, again. 1t should be noted that the level of return 15, 1n significam par, a
function of the changing values of the assets of the Pannership.

D. Potential Future Events

At anv tme after two vears from September 30. 1998 PGH LLC. as the transferee of
PGH's Limited Partnership interest, may exercise 1ts right to compe! the Partnership to liquidate
its Partnership interest in exchange for assets of the Parnership (the “Retirement Right’).°
Upon exercise of 1ts Reurement Right. under Section 10.8 of the Partnership Agreement, the
Gross Asset Values (as defined in the Partnership Agreement) of the Partnership assets will be
increased or decreased, to their fair market values. which adjustments wiil be reflected in the
partners’ capital accounts. PGH L.LC will recerve distnibutions in an amount equal to the
positive balance n its capnal account. plus the amoum of Nonrecourse Debt or the BT Note
assumed by it. Absent agreement to the contrary. the value of each leased asset will be based on
the bids received in an open bidding process which will occur prior to the liquidation.’” The
composition of such assets as well as the amount of debt to be assumed by PGH will be solely at
the discretion of PGH,

Additionally, in the future, the Parinership may decide to change the siate of
incorporation of Oneida from Oregon to Delaware through a redomestication process.

No contracts, agreements. understandings or arrangements exist with respect to such
tuture events apart from the provisions of the Partnership Agreement relating to the Retirement
Rights and the redomestication of Oneida.

1. TAX REPRESENTATIONS RELIED UPON

A, BT CORP. REPRESENTATIONS

BT Corp. has made the following representations to Ak, Gump, Strauss, Hauer & Feld,
L.L.P. in connection with the Transaction for the purpose of providing a basis for the Firm’s

* Such date reflects the date on which the Mack Truck Facility was contributed to the Partnership by PGH,
* The Retirement Right is described under section 10.8 of the Pannership Agreement. In addition to its right to
retire after September 30, 2000, PGH LLC also has the option ie exercise its Returement Right under certain limited

circumstances sel forth in section 10,8 of the Partnership Agreement.

* The bidding process is more fully described in section 10.8(c) and Exhibit A of the Partnership Agrecment,

EC2 000033924
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rendering of tax advice 1o its respective clients, with respect to Transaction including the
formation, capitalization and operations of the Partnership by PGH and BT Partners.

(n BT Corp. has caused the BT Partners to enter into the Transaction for substantial
business purposes. mcluding, an opportunity 1o collect management fees. an opportunity to
expand its relationship with a customer. and to benefit financiallv from the potential profits
resulting from leasing equipment.

(2) The Transaction documents were negotiated between the BT Panners and PGH at
arm’s length including the valuation of the assets contributed to the Partnership. Al future
transactions affecting the relative rights of the BT Pantners and PGH will likewise be undertaken
at arm’s length.

(3) The BT Pantners will file returns, reports and other statements consistent with and
act in accordance with the terms of the Transaction documents.

(4) Each BT Partner expects a reasonable commercial positive pre-tax economic
return from 1ts investment n an interest in the Pannership afier consideration of fees and
expenses incurred by such BT Partner (and its affiliates) in connection with the Transaction.

(5 The Partnership will file tax returns consistent with its status as a partnership,

(6) The BT Partners beheve that the value of the assets of the Partnership mav vary
over time and the composition of the assets held indirectly by the Partnership is lLikely to
significantly change. In particular, it is the intent of the BT Partners to cause Oneida to acquire a
substantial portfolio of leased equipment that will further diversifv the Partnership’s portfolio of
equipment.

(N Neither of the BT Partners nor any person who 15 a related person (within the
meaning of Treas. Reg. § 1.752-4(b)(1)) with respect to the BT Panners or the Partnership was
the lender with respect to, or has an interest in, any of the Nonrecourse Debt.

(8) For the two-vear period following the Effective Date (as such term is defined in
the Pantnership Agreement), PGH will receive no distributions from the Partnership other than
distributions of “operating cash flow™ or “reasonable preferred returns (within the meaning of
Treas. Reg. §§ 1.707-4(b)(2) and 1.707-4(a), respectively).

(8}  The Partnership will make a timelv election. i the manner prescribed in

Section 754, to adjust the basis of its propeny, that would be effective should PGH exercise its
retirement right.

EC2 000033925
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(10) BT Corp. expecis the Partnership to conunue in business for a prelonged period of
time. holding the Contributed Equipment. anv newly lecased assets. and any other Permitted
Investments.

(11)  Prior to the reurement of PGH s interest in the Partnership. the Pannership will
make no contributions to the capital of Oneida.

B. PGH TaX REPRESENTATIONS

The following representations have been made by PGH in connection with the
Transaction for the purpose of providing a basis for the Firm's rendering of tax advice to its
respective clients. with respect to the Transaction mncluding the formauon. capitalization and
operations of the Partnership by PGH and BT Parners.

(1) PGH has entered into the Transaction for substantial business purposes. PGH’s
purposes mnclude (1) gaiming the expertise of BT Corp. in managing and expanding mns leasing
portfolio, while (1) placing with BT Corp. an economic interest in the portfolio, including a
disproportionate share of the downside. and (i1i) preserving the opportunity to reevaluate BT
Corp. 's performance.

(2) The Transaction documents were negonated between the BT Partners and PGH at
arm’s length including the valuation of the assets contributed to the Partnership.  All future
transactions affecting the relative nghts of the Panners will likewise be undertaken at arm’s
length.

(3 PGH will file returns. reports and other statements consistent with and act in
accordance with the terms of the Transaction documents.

(4} PGH expects a reasonable commercial positive pre-tax economic return from its
investment n the Partnership after consideration of fees and expenses incurred in connection
with the Transactions.

(5) The Partnership will file tax returns consistent with its status as a partnership.

(6  PGH believes that the value of the assets of the Partnership mav vary over time
and the composition of the assets held indirectly by the Pannership is likely to sigmficantly
change. In particular. 1t 1s the intent of PGH that Oneida acquire a substantial portfolio of leased
equipment that will further diversify the Pantnership's portfolio of equipment. Oneida intends to
acquire such assets using proceeds of calls upon the Oneida Demand Note.

(7} On July 17. 1998, the $250.000.000 of proceeds of the Recourse Debt were
advanced by Toronto Domimion directly to Oneida at the request of PGH.
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(8) Each component of the Nonrecourse Debt was onginally incurred bv CWL or
Rail Leasing, as the case may be, solelyv for the purpose of financing the acquisition of the
Contributed Equipment secured thereby, and all of the proceeds of such debt were used to pav
the purchase price of such Contributed Equipment.

(9) Each component of the Nonrecourse Debt has encumbered the related Contnbuted
Equipment for more than two vears prior to the date of the Transactions.

(10)  The Recourse Debt 1s not secured by any property.

(11)  Oneixda was formed by PGH for valid non-tax business reasons more than two
years prior 1o the beginning of discussions of the Transaction. PGH has held 100% of the stock
of Oneida for the two years prior to the date of the Transaction. Oneida’s existence for state law
and federal income tax purposes has been continued and has been respected during that nme,

(12)  PGH LLC will be wholly-owned by PGH and will elect to be treated as an entity
disregarded for federal income tax purposes.

{13) The leases 1o which the Contnbuted Equipment contributed by PGH to the
Parinership are subject are considered “true leases™ for federal income tax purposes.

(14)  Nenther of the BT Partners, nor any person who 1s a related person (within the
meaning of Treas. Reg § 1.752-4(b)(1)} with respect to the BT Partners or the Pamnership was
the lender with respect to. or has an interest 11, any of the Nonrecourse Debt.

(15)  The Nonrecourse Debt assumed by the Partnership in connection with PGH’s
contribution to the Partnership of the Contributed Equipment represents nonrecourse liabilities
within the meaning of Treasury Regulation Section 1.752-1(a)2).

(16)  PGH expects the Pantnership to continue in business for a prolonged penod of
time. holding the Contributed Equipment, anv newly leased assets. and any other Permitted
Investments.

I11. OPINION

Based upon the facts set forth above. the representations given to Akin Gump by BT
Corp. and PGH and the existing law:

{1}  We believe that the merger of CWL with and into PGH and the merger of Rail

Leasing with and into PGH should each constitute a liquidation of CWL and Rail Leasing,
respectively, withtn the meaning of Section 332 of the Code.
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{2)  We believe that the Partnership should be treated as a “partnership”™ and not as an
association taxable as a corporation for federal iIncome tax purposes.

{3) We believe that the transfers of () the Contributed Equipment {subject to the
Nonrecourse Debt) and (1) the stock of Oneida to the Partnership should constitute transfers
governed by Section 721(a) of the Code.

(4) We believe that neither the Partnership's receipt of the Contributed Equipment
subject to the Nonrecourse Debt transferred bv PGH. nor the Partnership’s assumption of the
Recourse Debt should be treated as consideration received by PGH subject to Section 707 of the
Code (relaung to “disguised sales™).

(5) We believe that at the ume of its contrnibution of Contributed Equipment subject
to the Nonrecourse Debt to the Partnership, PGH should be allocated the Nonrecourse Debt of
the Partnership as follows: (1) first. to the extent of PGH's share of Partnership mimmum gain. if
any. {11} second. to the extent of the amount of any taxable gain that would be allocated to PGH
pursuant to Section 704{c) of the Code with respect to the Contributed Equipment 1f the
Partnership disposed of such Contributed Equipment in a taxable transaction in full satisfaction
of the Nonrecourse Debt and for no other consideration and (i11) third. the balance of any
remaining Nonrecourse Debt. to PGH in accordance with its share of Partnership profits (95%).

(6) We believe that PGH LLC will be treated as an entity that is disregarded for
federal income tax purposes and that the contribution from PGH of its interest in the Partnership
10 PGH LLC will be treated as a non-event for federal income tax purposes.

(7) In the evenmt that PGH LLC exercises the Reurement Right and receives
distributions consisting solely of cash, Contributed Equipment and stock of Oneida. we believe
that. except to the extent of cash distributed or deemed distributed to PGH LLC in excess of
PGH LLC's basis n 1ts interest in the Partnership. no gain should be recognized upon the
exercise of and distribution pursuant to the Retirement Right of PGH [I.C. In particular, we
behieve that if such a distribution to PGH LLC consists of stock of Oneida and/or all or a portion
of the Contributed Equipment, the exceptions 1 sections 737(d)(1), 751(b}2)A) and
731(e)X3) A1) should be apphicable to such distribution.

(8)  We believe that the opinions expressed in Paragraphs 1 through 8 above should
not be subject 10 change under the business purpose doctrine, section 269 of the Code, the
substance-over-form doctrine. or the parinership anti-abuse regulations promulgated under
section 701 of the Code.

Our opinion 1s based on the Code as in effect on the date hereof, and applicable Treasury
regulations, case law. adminisirative rulings and pronouncements, and other authoritative
sources. In the event of any change n the body of law upon which our opinion is based, our
opinion on the matters expressed herein may change. We disclaim any undenaking to advise
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vou of anv subsequent changes 1n applicable law. In panticular. note that opinion number 8§
above relates to possible future transacuions analvzed under existing faw  Relevant intervening
changes 1n the Code, Treasurv regulations or interpretations thereof could change our opinion on
such issues.

Our opimon represents our best legal judgment as 1o the ultimate outcome if the issues
addressed herein were presented to a court of law. QOur opimion 18 not binding on the Service or
the courts. however. and there can be no assurance that the Service or the courts would agree
with our opinions on the 1ssues discussed herein 1if those 1ssues were presented to them,

V. ANALYSIS
AL LIQUIDATION OF CWL AND RAIL LEASING

Generally. when a wholly owned subsidiary merges with and into its parent corporation,
such merger 1s treated as a subsidiary hquidation under Code section 332, Under Treasury
Reguiation section 1332-2(d). "[1))f a transaction constitutes a distribution 1n complete
liquidation within the meaning of the Internal Revenue Code of 1954 and satisfies the
requirements of section 332. 1t is not material that 1t is otherwise described under the focal law .~
Further, section 332(b}2) explicitly provides that a shareholder’s resclution authorizing the
distribution of all the corporation’s assets in complete cancellation or redemption of all the stock
“shall be considered an adoption of a plan of hiquidation ™

Section 332(a) provides that “[n]o gain or loss shall be recognized on the receipt by a
corporation of propeny distributed in complete hiquidation of another corporation.”

Section 332(b) provides that section 332{a) shall be applicable where the recipient of the
distribution is a corporation holding at least 80% by vote and value of the stock of the liquidating
corporation at all times on and after the date of the adoption of the plan of liquidation.

* The complete text of section 232 is as follows:
{a) General rule.

No gain ot loss shall be recognized on the receipt by a corporanion of property distributed in complete
ligeidadon of another corporarion.

b Liguidanions w which section applies.
For purposes of subsection (a). a distribudon shall be considered to be in complete liquidation only if—
(1) the corporaton receiving such propenty was. on the date of the adoption of the plan of Equidation,

and has continued to be at all umes unol the receapt of the property, the owner of stock (in such other corparation)
meeting the requirements of secton 1504¢a)(2); and either
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In Rev. Rul. 73-521. 1975-2 CB 120, the Service held that the 80% control requirement
of section 332(b) was met where a corporate shareholder that owned 50% of the stock of a
corporation purchased all the remaming stock from individual shareholders and immediately
thereafter adopted a plan of complete hguidation of the corporation. There appears 10 be no
reason this result would be changed as a consequence of a corporation acquiring 100% of the
stock of the corporation rather than 50% immediatelv before a hquidation is adopted. As
described immediately below. the treatment of liquidations as good liquidauons under 332
immediatelv following a qualified stock purchase (as that term 1s used in section 338) reinforces
this conclusion.

Section 338 was added to the Code 1in 1982, Pursuant to the applicable legislative
history, section 338 1s “intended to replace any nonstatutory treatment of a stock purchase
[followed by a liguidation] as an asset purchase under the Kimbell Diamond doctrine™  See
House-Senate Conference Committee Report. S. Rept. No. 97-530, 97" Cong . 2™ Sess. At 536
(Aug. 17, 1982) 1982-2 C.B. 600. 632. Rev. Rul. 90-95 1990-2 CB. 67, affirms that a
“qualified stock purchase™ of target stock by a corporation followed by a liquidation of the target
into the acquirer will not be subject to the apphcation of the step-transaction doctrine. The ruling
states:

[t]jhe step-transaction doctrine does not apply . . . Asset purchase treatment turns
on whether a section 338 election 1s made {or is deemed made) following a
qualified stock purchase. A qualified stock purchase of the target stock has
independent significance from a subsequent liquidation of the target into the
acquirer regardless of whether section 338 election i1s made or deemed made.

1990-2 C B. at 68-69. See also, Treasury Regulation section 1.338-2(c)(1).
The Service has ruled privately that successive liquidations of pre-existing corporate

subsidiaries satisfy the requirements of section 332(b) of the Code. In Private Letter Ruling
9029030 (Apnl 20. 1990). Parent was a mutual hfe insurance company which owned 100% of

{2} the distribugon is by such other corporation in complete cancellatuon or redempuon of all s stock.
and the transfer of all the property occurs within the taxable yvear: in such case the adoption by the shareholders of
the resolutton under which is avthorized the distributon of all the assers of such corporation in complere
cancellation or redemption of all its stock shall be considered an adoption of a plan of liquidadon, even though no
time for the completion of the tansfer of the propenty s specified in such resolution: or

(3 such distribunon 15 one of a series of disributions by such other corporation in complete
cancellanon or redempron of all its stock in accordance with a plan of hquidanon under which the transfer of al)
the property under the liquidadon 18 w be completed within 3 years from the close of the wxable year during
which is made the first of the senies of disuibutions under the plan. except that if such transfer 15 not completed
within such period. or if the taxpayer does not continue qualified under paragraph (1) until the complenon of such
ransfer, no distribution under the plan shall be considered a distribution in complete liquidation.
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the stock of Sub 1. a holding companv. which 1n turn owned 100% of the stock of Sub 2 Sub 2
owned stock in several subsidiaries. including 100% of the stock of certain subsidiaries (“Sub
3" In order to streamiine Parent’s corporate structure and achieve operating eiliciencies. and
pursuant 1o successive plans of liguidation to be adopted by Parent and Sub 1, then Parent and
Sub 2. and then Parent and Sub 3. each of Sub 1. Sub 2. and Sub 3 would be liquidated With
respect to each liguidation, a representation was made that Parent. on the date of the adoption of
the plan of liquidation. and at all umes until receipt of the propeny of the liquidating subsidiary,
would be the owner of 100% of the total combined voting power of all classes of stock of such
subsidiary entitled to vote. The Service concluded that each liquidation would be treated as a
complete liquidation under section 332(a) of the Code.

Similarly, 1n Private Letter Ruling 9103028 (October 23, 1990), P was the parent
corporauon and owned 100% of the stock of S1, which in turn owned 100% of the stock of FCJ,
a foreign corporation. FC1 owned 100% of the stock of FC2. which. in turn owned 100% of S2.
in order to achieve an integration of business operations. and pursuant to plans of dissolution.
FC2 would be liquidated and. thereafier, pursuant to a separate plan of liquidation, FC1 would be
liquidated. As a result of such steps, S1 would become the sole shareholder of S2. formerly held
by FC2. Each of FCI and S1 represented that on the date of the respective plans of liquidation
and at all mes thereafter until the receipt of propenty, FCI and S1, respectively. owned 100% of
the voung power and value of the stock of FC2 and FCI. respectivelv. Again. the Service
concluded that each of the proposed liquidations would be treated as a complete liquidation
within the meaning of section 332 of the Code.

The steps of the liquidations of CWL and Rail Leasing were consistent with the
requirements of section 332(b). In particular the plan of merger of CWL with and into PGH was
adopted on September 3, 1998, with the merger becoming effective on September 4, 1998, The
plan of merger of Rail Leasing with and into PGH was adopted on September 9. five days after
PGH had acquired 100% of the stock of Rail Leasing. Each plan of merger was agreed 10 by the
shareholder of the iquidating corporation and the liquidaung corporation utself. In addition, each
plan of merger sets forth that 1t 1s intended to be a merger for state law purposes and a liquidation
within the meamng of Code section 332 for federal income tax purposes. Thus. the mechanics
set forth under Code section 332(b) appear to be satisfied both with respect 10 the merger of
CWL with and into PGH and the subsequent merger of Rail Leasing with and inio PGH.

Based on the foregoing, we believe that the merger of CWL with and inte PGH and the
merger of Rail Leasing with and into PGH should each constitute a liquidation of CWL and Raij

y

Leasing. respectively, within the meaning of section 332 of the Code.
B. PARTNERSHIP STATUS OF SENECA LEASING PARTNERS, L.P.
The discussion in this section analyzes whether the Pannership should be treated as a

partnership rather than as an association taxable as a corporation for federal income tax purposes.
A partnership, for federal income tax purposes, 1s a business entitv that has elected. or defaulted
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to. partnership classification under the entity classification regulations. See Treas. Reg. sections
301.7701-1 through 3 (hereinafier referred to as the “Check-The-Box Regulations™) To be
eligible to elect classification as a pannership for tax purpuses. a particular arrangement must:

(1) qualifv as a “separate entity for federal tax purposes.

{2) be a “business enuty” as opposed to a trust,

(3) be an “eligible entitv” as opposed 1o a corporation per se:

(4) be composed of two or more members: and

(3) not have elected to be treated as an association taxable as a corporation.

Accordingly, under the Check-The-Box Regulations. a business entity is eligible 1o elect
classification as a partnership for federal income tax purposes 1t 1t has two or more members and
if it 1s not mandatory that 1t be classified as a corporation.

1. SEPARATE ENTITY STATUS

The Check-The-Box Regulations only apply to those organizations which are determined
to be separate emtities for federal income tax purposes.” The determination as to whether an
organization 1s a separate entity for federal tax purposes is a matter of federal tax law, and “does
not depend on whether the organization 1s recognized as an enuity under local law.” Treas. Regs.
section 301,7701-1{a). For this purpose. Treasury Regulation section 301 7701-1(a)}(2) defines a
separate entity as a joint venture or other coniractual arrangement that 1s entered into. where “the
participants carry on a trade, busimess, financial operation, or venture and divide the profits
therefrom.  For example, a separate entitv for tax purposes exists where co-owners of an
apartment building lease space and provide services to the occupants either directly or through an
agent = However. where two or more persons jointly construct a ditch merely 10 drain surface
water from their properties. they have not created a separate entity for federal tax purposes,
rather, they have engaged in a joint undertaking merely to share expenses.'” Treas. Reg. section
301 7701-1(a)2).

Courts interpreting whether associations or other contractual arrangements constitute
separate entities for tax purposes focus on the intentions of the parties involved and the purpose
or purposes for the aftiliation or other arrangement. For example. a partnership will generally be
considered an cntity separate from its partners for tax purposes if the partners. in good faith and

" In cenain situations. orgamzations which constitute separate entities for 1ax purposes are not eligible to make a
classificonion cleciion. such as those that require special treatment under the Code and those taxed as trusis under
subchapter J. See Treas. Reg. section 301.7701-1(b).

** Several types of entities are nol recognized as separate entities for federal income tay purposes. including: (1)
cenamn qualified cost sharing arrangements described in Treas. Reg. section 1.482-7: (2) certain local law entities.
such as organizations wholly owned by a State 1f they are an integrai pan of the State: and (3) certain incorporated
tribes. See Treas. Reg. section 301.7701-1ia)(3}. In addition. organizations that have a single owner can choose 1o
be recognized or disregarded as entities separate from their owners, See Treas. Reg. sections 301.77011-3.
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acting with a business purpose. intend to join together in the present conduct of an enterprise. '’
See Commissioner v. Culberison. 337 U8 7335, 742 (1949). ASA Divesterings Parinersiip,
AlliedSignal Inc.. Tax Maiters Parter v. Commissioner. 76 T C M. (CCH) 325 (Auz. 20. 1998):
Cusick v. Commissioner. 76 TCM_(CCH) 241 (Aug 3. 1998). The standard used to determine
whether such an intent exists was articulated by the United States Supreme Court in Culbertson.
337U S a1 742 The count concluded 1n that case that a pannership exists for federal income tax

purposes only when

considering all the facts — the agreement, the conduct of the parues in execution
of its provisions. their statements. the tesumony 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 1s used, and any other facts
throwing light on their true intent — the parties mn good fanth and acting with a
business purpose intended to join together in the present conduct of the enterprise.
Culberison. 337 US. at 742

An association between two corporations was held not to be a valid pannership when
considering all of the facts. the parties did not intend to join together in the present conduct of an
enterprise.  See ASA Investerings Parmership, 76 T.CM. (CCH) 325 1In 1991, AlliedSignal
expected to realize a $446.7 million capital gain by selling a subsidiary. A member of
AlliedSignal’s board suggested a tax proposal developed by Merrill Lynch to create an offsetting
capital loss to shelter the anticipated gain. The plan involved forming a parnership, ASA
Investerings Partnership (“A8A47), with a foreign partner. capnalized largely by the foreign
partner. The partnership would purchase high-grade, floating-rate private placement notes
("PPNs”). and sell them for cash and LIBOR-indexed instaliment notes. The parinership would
repont the sale of the PPNs using the installment method. with the foreign majority pariner
recognizing most of the gain.  AlliedSignal would then buv a portion of the foreign partner’s
interest, with AlledSignal becoming the majority pariner, and the partnership would distribute
the LIBOR notes to AlliedSignal. AlliedSignal could then sell the LIBOR notes for a loss which
could be used to offset its capital gain,

The count concluded that the parties 1o the partnership agreement did not join together for
the common purpose of investing in interesi-bearing instruments and sharing profits and Josses.
This conclusion was based on the findings that AlliedSignal and its purporied panner. Algemene
Bank Netherlands. N.V. (“4BN")", had different business goals. with AlliedSignal entering into
the venture to generate capital losses and ABN desiring a specified return with no intention to
share profits and losses. The court also found that the pariners did not follow partnership
formalities: for example. the agreement called for a sharing of losses. but ABN did not want, and
did not share in. ASA’s losses. The court further found that ABN bore minimal risk of loss on

" A corporation may be disregarded as a separate entity for federal income 1ax purpeses if it holds no assets and it
lacks a busingss purpose or any business activity. See Vofine Propernies, Inc. v. CIR. 319 U5, 436, 438-439 (1943).
'~ Although several other corporations had formed the pannership with AlliedSignal, the count found that the
relevam parties were AlliedSignal and ABN. See 454 Imvesterings Parmersiup. 76 T.CM. (CCH) 325
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the PPNs and LIBOR notes. and that AlliedSignal approved the plan before it even knew the
identity of the foreign pariner. AlliedSignal was obligated 1o pav all expenses. and it made all
critical management decisions. Thus. the coun concluded that. rather than creating a partnership,
AlliedSignal and ABN had created a debtor-creditor relationship. with AlliedSignal as the
borrower and ABN as the creditor. Accordingly. ASA was not treated as an entity separate from
AlliedSignal and ABN for federal income tax purposes.

In another case. an association between two parties constrtuted a valid parnership, and
therefore. a separate taxable entity, even though no formal partnership agreement was entered
into. because. considering all the facts. the parties intended to join together in the present conduct
of an enterprise. Se¢ Cuyick, 76 T.CM. (CCH) 241. Between 1987 and 1991, two parties. an
individual and a marned couple, purchased property as tenants in common. Each party
contributed half of the capital. and they agreed to share profits and losses equally. 1n addition,
they each handled management at various times, bv matntaiming books and records, collecting
rent. and repamng various maintenance tasks. When thev sold one property on an instaliment
basis. thev spht the proceeds equally. Based on these facts, the court concluded that the
arrangement between the two parties constituted a joint venture carrving on a “business. financial
operauon. or venture  and therefore that 1t fell within the statutory definition of a partnership.
As such. the partnership was treated as a separate entity for federal tax purposes.

When forming the Partnership, PGH, BT Leasing, and EN-BT Delaware entered into the
Partnership Agreement and each contributed assets or cash proportionate to their respective
interests. Furthermore. they agreed to divide Profits and Losses in accordance with the Partners’
relauve percentage ownership interests, unless PGH's capital account should drop below
$68.015.538, in which case the Partners’ interests in the allocation of Profits and Losses would
ﬂip.13 Moreover, under section 5 of the Parinership Agreement. the Partners agreed that the
General Partners will manage and control the business of the Parinership and the Limited Partner
will compensate them for their expenses and services by means of a management fee. The
Partners have represented that the Transaction documents were negotiated at arm’s length
including the valuation of the assets contnbuted to the Parnnership, and that all future
transactions affecuing the relative nights of the Partners will be undertaken at arm’s length. The
Partners have further represented that they expect a reasonable commercial positive economic
return from their nvestment n the Partnership after consideration of fees and expenses m
connection with the Transaction All allocations and distributions are based on the fair market
value of the Partnership’s assets. which are. for the most part. expected to be leased assets and
leased personal property, which values will fluctuate and should be distinguished from financial
assets such as those in ASA Imvesrerings. which were less likely to fluctuate. Thus. unlike in 454
Investerings. this relationship reflects the sharing of profits and losses. The Partners’ business
intentions and expectations regarding the formation of the Partnership are discussed further in
the Business Purpose section.

"* Under the terms of the Partnership Agreement. if PGH's capital account drops below $68.015.558. PGH will be
allocated 1% of the Profits and Losses. and the General Partners will be allocated 99% of the Profits and Losses,
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Based on the forezoing discussion, we believe that the Partnership should be treated as an
entity separate from its partners for federal tax purposes.

2. “BUSINESS ENTITY” STATUS

Only “business entities” are ehgible to elect treatment as pantnerships. See Treas. Reg.
sectron 301.7701-2. A “business enuty” is an entity that 1s not a trust. as such term is defined by
Treas. Reg. section 301.7701-4.

The Pannership does not fall into the defimuon of a trust under Treasury Regulations
section 301.7701-4. The Parniners formed the Partnership to actively participate in a number of
business activities identified in Section 1.3 of the Parinership Agreement, including leasing
activittes related to the Contributed Equipment and newly acquired leased assets. The
Partnership was not created by will or by an inter vivos declaration, nor was the Parinership
formed for the purpose of “the protection and conservation of property for beneficiaries.” Thus,
the Partnership should qualify as a “business entity ~

3. “ELIGIBLE ENTITY" STATUS

Business entities are divided into two categories: (1) those that are treated as corporations
per se, and (11) “eligible entities.” See Treas. Reg. 301.7701-3(a). An “eligible entity” is a
business entity that is not classified as a corporation per s¢. Corporations per se include business
entities “organized under a Federal or State statute. or under a statute of a federally recognized
Indian tribe. 1f the statute describes or refers to the entity as incorporated or as a corporation,
body corporate. or bedy politic” and anv business entity “orgamzed under a State statute, if the
statute describes or refers to the entity as a joint-stock company or joint-stock association.”
Treas. Reg. sections 301.7701-2(b)(1) and (3). In addition. the per se category of corporations
includes certain business entities conducting banking activities, entities taxable as insurance
companies, entities wholly owned by a State or any political subdivision thereof. those entities
that are taxable as corporations under a provision of the Code other than section 7701(a)(3), and
certain foreign entities listed in the Treasury Regulations. Treas. Reg. sections 301 7701-

2(b)(4)-(8).

The Partnership does not fall into any of the categories defining a per se corporation and,
therefore. should be considered an “elhigible entity.”

4. TwO0 OR MORE MEMBERS
A domestic eligible entity established afier December 31. 1996, with two or more

members will be treated. by default, as a partnership for federal income tax purposes. See Treas.
Reg. section 301.7701-3(b)} 1){1).
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Single owner entities mayv not ¢lect to be classified as a partnership for federal income tax
purposes. In fact. absent an election, an eligible enuitv with a single owner will not be treated as
an entity separate from its owner. However, such entities can elect to be classified as an
association taxable as a corporation. See Treas. Reg. sections 301.7701-1{a)(4). -3(a}. -3{b){ii).

The Pannership 1s composed of three partners. and was established after December 31,
1996. Thus. the Paninership should be considered a parnership for {ederal income 1ax purposes

by default.

a. ELECTION To BE TREATED AS AN ASSOCIATION TAXABLE AS A
CORPORATION

The default classification may be overridden by an affirmative election. Thus, eligible
entities that are not satisfied with thewr default classification may elect the other classification.
See Treas. Reg section 30]_Tf'z'O]—fa‘{(:')(]}{i)_14 No such election has been made for the
Partnership.

For the forégoing reasons. we bhelieve that the Parnership should be treated as a
pantnership for federa!l income tax purposes.

C. TaX-FREE CONTRIBUTION OF PROPFRTY UNDER CODE SECTION 721

Section 7Z1{a) provides that “[n}o gain or loss shall be recognized to a parinership or to
any of its pariners in the case of a contribution of propeny to the partnership in exchange for an
interest in the pannership™ Thus, as the Contributed Equipment and Oneida stock are clearly
“property.” no gain or loss should be recogmzed by PGH on its contribution of the Contributed
Equipment and Oneida stock to the Partnership except to the extent that an exception applies.'”

Section 721(b} provides that “[s]ubsection {(a) shall not applv to gain realized on a
transfer of property to a pantnership which would be treated as an investment company (within
the meamng of section 351) if the partnership were incorporated™ Section 351(e) and the
Treasury regulations thereunder provide that a corporation is an “investment company’ at any
particular time 1f more than 80% of 1ts assets consist of certamn defined categories of investment
assets at such ume (taking into account plans in existence at that time). Treas. Reg. sections
1.551-1¢c)(1) and (2). Because at the time of PGH's conirbutions to the Partnership, the
Contnbuted Equipment constituted more than 20% of the assets of the Partnership and the

" An entty mav not elect 1o change its classification more than once every five vears withoul permission from the
Internal Revenue Service. See Treas. Reg. secuon 301.5701-3(c)(1)(iv). However. this rule does not appls to
chgible entities thal cxisied on the day the Check-The-Box Regulations were finalized. See Treas Reg. section
0L7T0)-3(b)(3)

' Such exceptions and their applicabilinv to the Transaction are discussed in sections . herein.
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Contnbuted Equipment does not fall into anv of the categonies of investment assets listed in
section 3531 (e){1) (taking into account plans 1n existence at that me). the Pannership should not
be an “investment company and section 721(b) should be inapphcable.

Based on the foregoing analvsis. we believe that the transfers of (i) the Contributed
Equipment {subject to the Nonrecourse Debt) and (11) the stock of Oneida to the Partnership
should constitute transfers governed by section 721(a) of the Code.

D. ANALYSIS OF DISGUISED SALES

Secuon 707. relaung to “disguised sales,” can also apply (as an exception to
nonrecognition under section 721(a)) to cenain transactions that. in form. are contributions of
property to a partnership that otherwise are governed by section 721.'° Generally, under section
707, if the partnership that receives a contribution of property from a parnner alsc tenders
consideration other than a partnership interest (“other propern”) to the partner in return for such
contnibution. the part of the property contributed to the pannership by the parner for the other
property will be treated as sold by the partner to the parinership in a taxable transaction. Treas.
Reg. section 1.707-3(a)(1).}"

'" section 707 (a) provides as follows:  Partner not acting in capacity as pariner,

(13 In general. -- 1 a partner engages in a trapsaction with a parinership other than in his capacity as a
member of such partnership. the vansaction shall. except as othenwise provided in this section. be considered as
occurring between the partnershup and one who 1s not a panner.

(2} Treatment of pavments 1o partners for property or services. -- Under regulations prescribed by the
Secretary --

(A) Treatment of cenain services and transfers of propertv. If --
(1} a panner performs services for a pannership or ransfers propenty to a partnership.
(i1} there is a related direct or indirect allocation and distribution to such parntner. and

(iit) the performance of such services (or such transfer) and the allocation and
disuibution. when viewed together. are properly charactenzed as a wransaction occurting between
the partnership and a partner acting other than in his capacity as a member of the parwership, such
allocation and distribmion shall be treated as a transaction described in paragraph (1),

(B} Treatment of certain property transfers. If --

(iy there is a direct or indirect transfer of money or other property by a partner 1o a
partership.

(i1} there 15 a related direct or indirect transfer of money or other propery by the
partnership 1o such panner tor another partner). and

(111 the transfers deseribed in clauses (1) and (i), when viewed together. are properly
charactenzed as a sale or exchange of propenv. such transfers shall be treated either as a
transaction described in paragraph (1) or as a transaction between 2 or morc partners acting other
than in their capacity as memhbers of the partnership.

5
i

* Treas. Reg. section 1.707-3(a) provides as follows:
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In particular, with respect 1o PGH's contnibutions to the Partnership pursuant to the
Transaction. the Pannership’s assumption of the Recourse Debt or the Parnnership’s taking
subject to Nenrecourse Debt mav be considered to be. in whole or part. other propenty recerved
bv PGH unless the Nenrecourse Debt and Recourse Debt are “quahified habiliies™ within the
meaning of Treasury Regulation section 1.707-3. Treasury Regulation section 1.707-3(a)(1)
provides the general rule regarding the assumption of the hiabilines of a partner in connection
with a capnal contnibution of propeny 1o a partnership:

[1]f a partnership assumes or takes propenty subject to a gualified hability of a
partner. the partnership is treated as transferrning consideration 1o the partner only
to the extent provided in paragraph (a)(5) of this section. By contrast, if the
partnership assumes or takes property subject to a hability of the parner other
than a qualified hiability, the parinership is wreated as transferring consideration to
the parnner to the extent that the amount of the habilitv exceeds the pantner's share
of that liability immediatelyv after the parinership assumes or takes subject to the
liabilitv [referred to hereinafter as a “"nongualified excess liabihity or “NEL"1. as
provided in paragraphs (a)(2). (3) and (4}

Because no portion of the Recourse Debt assumed bv the Partnership should be allocable
to PGH. 1f the Recourse Debt 15 not a qualified liability, 100% of the amount of the Recourse
Debt could be treated as paid to PGH in a disguised sale from some part of the Leased
Eqguipment or the Onerda stock.

With respect to nonrecourse habilities that are not quahfied liabilittes. paragraph (a}(2)(1)
provides:

Nonrecowrse Tabiliny. A panner's share of a nonrecourse hiabihity of the
partnership 1s determined by applving the same percentage used 1o determine the

{11 in general. Except as otherwise provided in this section. if a transfer of propertv by a partner
10 a partnership and one or more transfers of money or other consideration by the partnership 10 that pariner
are described in paragraph (b} 1) of this section. the vansfers are wreated as a sale of properntv. o whole or
in part, to the partnershup.

(2) Defimmnon and nming of sale. For purposes of §§1.707-3 through 1.707-3_ the use of the term
sale tor amy vanation of that word) to refer to o transfer of property by & partner to a paninership and a
rransfer of conmideration by a partnership to a partner means a sale or exchange of that property. in whole
or in part. to the pannership by the partner actng 1n a capacity other than as 4 member of the pannership.
rather than a contribwtion and distribution 1o which seciions 721 and 731, respectively. apply. A wransfer
that 1s treated as a sale under paragraph (a) 13 of this section 1s reated as a sale for all purposes of the Code
te.g.. sections 453, 485, J00T. 1012, 1031 and 1274} The sale 15 considered 10 take place on the date that.
under general pnincipies of Federal tax law. the partnership is considered the owner of the properny, If the
transfer of money or other consideration from the partnership to the partner occurs after the transfer of
property 1o the parinership, the pariner and the parinership are treated as if. on the date of the sale. the
partnership transferred 10 the partner an obligation 1o transfer 1o the partner money or other consideration.
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partner's share of the excess nonrecourse liabihity under §1.752-3(a)(3) [1.e.. the
residual profit sharing percentages] A partnership habilitv is a nonrecourse
liabilnv of the parinership to the extent that the obligation 1S a nonrecourse
liabihty under §1.752-1(a)(2)'* or would be a nonrecourse liabihty  of the
partnership under §1.752-1(a)(2) if 1t were treated as a partnershup hability for
purposes of that section.

Applying these rules. and subject to the hmnations addressed below. if the Nonrecourse Debt
were not a quahfied hability, approximately 5% of the Nonrecourse Debt {(ie. $8.5 million)
would be an NEL treated as consideration paid for a portion of the Equipment in a taxable
transaction.

In the event that the Nonrecourse Debt is not a qualified lability, the Treasury
Regulations potentiallv provide that an even greater percentage of the Nonrecourse Debt would

be treated as part of the disguised sale transaction. Treasury Regulation section 1.707-5(a)3)
provides:

For purposes of this section, a partner's share of a liabilitv. immediately after a
partnership assumes or takes subject to the habiitv. is determined by taking into
account a subsequent reduction in the pantner's share if -

(1) At the ume that the paninership assumes or takes subject 1o a hability, it
1s anticipated that the transferring pantner's share of the Hhability will be
subsequently reduced: and

(1) The reduction of the partner's share of the liability is part of a plan that
has as one of 1ts principal purposes mimmizing the extent to which the

assumption of or taking subject 10 the hability is treated as pam of a sale under §
1.707-3

'* The Nonrecourse Debt will be a “nonrecourse liability™ under Treasury Regulation section 1.732-1{a)(2) “to the
extent that no pariner or related person bears the economic risk of loss for that labilitv under ¥1.7532-2" Under
Treasury Regulation section 1.752-2(b). "a pariner bears the cconomic risk of Joss for a partnership liabilin' 10 the
extent that. if the pannership constructively liquidated. the partner or related person would be obligated 1o make a
P4YTIENT 10 ANy PETsen (o7 i contribution 10 the partnershup) because that liability becomes due and pavable and the
partner ot related person would not be enttled to reimbursement from another partner or person that is a related
person to another partner.” Thus. in shert. the Nenrecourse Debt will be a “nonvecourse Habilin™ enly to the extent
that no partner or a related person bears anv nisk of loss with respect to the Nonrecourse Debt. PGH has represented
that the Nonrecourse Debt 1s a “nonrecourse liabiliny”™ within the meaning of Treasury Regulation section 1.752-
1{a}2). PGH has also represented that none of BT Leasing. EN-BT Delaware. PGH or their affilintes is liable for
such debt {other than through the loss of the Contnbuted Equipment pursuant to a forcelosure). and that none of
such persons is the lender with respect 1o anv portion of all of the Nonrecourse Debt. Finallv. there 1s no explicit

restoranon obligation by a Pariner or the Partnership with respect 1o the Nonrecourse Debt in the Partnership
Agreement.
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Thus. under section 707, the ability of PGH 1o pick and choose which assets to take upon
exercise of its Retirement Right could be treated as a provision that results in the anticipated
reduction of the allocanion of the Nonrecourse Debt to PGH. In this event. 1f the Nonrecourse
Debt were not a guahfied labilitv, then $169 miilion of the contributed propenv (ie. the
Contributed Equipment. and perhaps the Oneida stock) might be treated as sold pursuant to a
diseuised sale upon contribution (generaung sigmificant taxable gain to PGH). This test 1s
subjective and will be applied in hindsight. Consequently. the Nonrecourse Debt and the
Recourse Debt must be qualified habilities m order to avoid gain recognition under the disguised
sale rules. '”

Qualified Liabilities.  Treasurv Regulation section 1.707-5(a)(6) defines the term
“guahified hability™ for purposes of the comribution of property by a parner to a partnership as
follows:

(6) Oualified liabilin: of a parmer defined. A liabilitv assumed or
taken subject 10 by a parnership in connection with a transfer of prapenty to the
parinership by a partner is a qualified liability of the partner onlv to the extent —

(1 The hability 15 -

(A) A habihty that was mcurred by the partner more than two
vears prior to the earlier of the date the pariner agrees in writing to transfer
the property or the date the pantner transfers the property 10 the pannership
and that has encumbered the transferred propertv throughout that two-year
period:

{B) A hability that was not incurred 1n anticipation of the transfer
of the propertyv to a partnership. but that was incurred by the pariner within
the two-vear period prior to the earbier of the date the partner agrees in
wnung to transfer the propertv or the date the partner transfers the
property to the partnership and that has encumbered the transferred
property since 1t was incurred (see paragraph (a)}7} of this section for
turther rules regarding a liability incurred within two vears of a property
transfer or of a written agreement to transfer).

" The 3% (ic. $8.5 million} portion of the Nonrecourse Debt represents the difference between the amount of the
Nonrecourse Debt and PGH's share of the Partnership nonrecourse liabilities.  As noted above. PGH's share of the
Partnership Profits and Losses 18 93%. unless and untl ns capnal account drops below approsimaicly $68 million,
At such ume. PGH's share of the Pannership Profits and Losses is reduced 1o 1%. Under Treasury Regulation
section 1,752-3{a)3). a “partner’s interest in parnership profits is determined by taking into accoum al! facts and
circumstances relating 1o the economic arrangement of the partners”™ Thus. if the Nonrecourse Debt is not a
quaiified lability under Treas. Reg. section 1 707-5. PGH's percentage share of the excess nonrecourse liabilities
mxn actually be less than 93%. thereby decreasing its share of the Nonrecourse Debt and increasing the amount of
gain recogmized by PGH.
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(C) A labilitv that s allocable under the rules of §1.163-8T to
capital expendnures with respect 1o the propeny: or

(D) A liabihity that was mcurred m the ordinary course of the trade
or business in which property transferred to the partnership was used or
held but onlv 1f ali the assets related to that trade or business are
transferred other than assets that are not material 1o a continuation of the
trade or business: and

(1) If the liabiiity 15 a recourse habihty. the amount of the liability
does not exceed the fair market value of the transferred property {less the amount
of anv other habilities that are semior m prionity and that either encumber such
property or are labilines described 1n paragraph (a)(6)(1)(C) or (D) of this section)
at the time of the transfer.

Applicativn to Nonrecourse Debt. Each of (1)(A) - (D) is analvzed below to determine if
the Nonrecourse Debt meets the defimtion of a “qualified liabilitv.” Neither (A) nor (B) would
literally apply 1o the Nonrecourse Debt because the Contnbuted Equipment was transferred
subject to the Nonrecourse Debt from Rail Leasing and CWL in section 332 hiquidations prior to
the Transacuion. In particular, “{A)" 1s not Interally applicable because PGH did not itself incur
the Nonrecourse Debt mere than two vears prior 1o its contribution of the Contributed Equipment
to the Partnership. but rather took the Contributed Equipment subject to such Nonrecourse Debt
pursuant to the merger of CWL mto PGH and the merger of Rail Leasing into PGH. The
provistons under "{B)" also may not be literally applicable under the argument that PGH
incurred the Nonrecourse Debt in anticipation of 1ts contribution of the Contributed Equipment
subject to the Nonrecourse Debt to the Partnership.™ It is also not clear that “(D)” would be
applicable and further factual information would be needed to make such determination,
However, 1f the Nonrecourse Debt would be a “qualified liability™ in the hands of either Rail
Leasing or CWL were either of them to participate in the Transaction directly, then paragraph
(C). which invokes the tracing rules of Treasurv Reculation section 1.163-8T. should be
applicable.  PGH has represented that CWL and Raill Leasing onginally incurred the
Nonrecourse Debt on their respective items of Contnbuted Equipment and that all of the
proceeds of the Nonrecourse Debt were used to pay the purchase price on their respective items
of Contnbuted Equipment. Furthermore, PGH has represented that each component of the
Nonrecourse Debt has encumbered the related Contributed Equipment for more than two vears
prior to the date of the Transaction.

Treas. Reg. section 1.163-8T(c)(1) provides the zeneral rule for the allocation of debt
proceeds 10 various expenditures:

“ In the case of either “(A)" or “(B)". however. a cour may well find the acquisition of the Contribution Equipment
in transactions governed by section 381 1o include the history of the predecessors.
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Allocarion 1 accordance with use of proceeds. Debt 1s allocated to expenditures
in accordance with the use of the debt proceeds and. except as provided in
paragraph (m) of this section. interest expense accruing on a debt durmg any
peried 1s allocated to expenditures in the same manner as the debt is allocated
from time to time during such period. Except as provided in paragraph (m) of this
section. debt proceeds and related interest expense are allocated solelv by
reference to the use of such proceeds, and the allocation 1s not affected by the use
of an interest in anv property to secure the repavment of such debt or interest.

Also relevant 1s Treas. Reg. section 1.163-8T{c)3)(i):

(1Y  Debr assumptions not involving cash disbursemernts. 1f a taxpaver
incurs or assumes a debt in consideration for the sale or use of propeny, for
services. or for anv other purpose. or takes property subject to a debt, and no debt
proceeds are dishursed to the taxpaver. the debt is treated for purposes of this
section as 1f the taxpaver used an amount of the debt proceeds equal to the
balance of the debt outstanding at such time to make an expenditure for such
property. services, or other purpose.

Thus. under the debt proceeds tracing rules. since PGH acquired the Contributed Equipment
from CWL or Rail Leasing subject to the Nonrecourse Debt (and the Nonrecourse Debt is
otherwise a qualified hability with respect to CWL or Rail Leasing. whichever 1s applicable),
then the Nonrecourse Debt should be treated as a qualified hLability for purposes of the
Transaction. Moreover. under section 8 3(a) of the Pamnership Agreemem. PGH LLC (as
successor to PGH) has the right to direct the Partnership to allocate liabilities of the Partnership
for purposes of Treasury Regulations section 1.163-8T. Thus, the Nonrecourse Debt should
remain a qualified hability.

Appiication 1o Recourse Debt. The analysis of the treatmment of the Recourse Debt as a
quahfied lhability is stmilar to the analysis of the status of the Nonrecourse Debt as a qualified
liabihtv. The proceeds of the Recourse Debt. which was originally incurred by PGH. were
directly paid by Toronto Dominion into Oneida at the direction of PGH. Thus. the proceeds
should be 1reated as directly traceable as a capital expenditure with respect to the stock of Oneida
under the rules of Treasurv Regulation section 1.163-8T,

Based on the foregoing analysis. we believe that neither the Partnership’s receipt of the
Comributed Equipment subject to the Nonrecourse Debt transferred bv PGH. nor the
Partnership’s assumption of the Recourse Debt should be treated as consideration received by
PGH subject to the disguised sale rules of section 707 of the Code.
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The balance of this Opinion assumes that the Recourse Debt and the Nonrecourse Debt
are qualified habihties for purposes of the contributions to the Partnership by PGH 1n the
Transaction.”’

E. ALLOCATION OF LIABILITIES UNDER SECTION 752
1. ALLOCATION OF NONRECOURSE DEBT

With respect 10 the Nonrecourse Debt. under section 722(b) and (¢). upon contribution of
the Contributed Equipment subject 1o the Nonrecourse Debt. the Partnership is treated as making
a cash distribution to PGH equal to the $170 million amount of the Nonrecourse Debt to which
the Contributed Equipment 1s subject (so long as the amount of the Nonrecourse Debt does not
exceed the value of the Contributed Equipment). Under section 732(a). any increase in PGH's
allocable share of Partnership habilities attnibutable to the Parinership taking the Contributed
Equipment subject to the $170 million of Nonrecourse Debt will be treated as a contribution of
cash by PGH to the Partnership. In the context of a single transaction, the increases and
decreases to basis under section 752 are netted Treas Reg section 1. 752-1{f}). Thus. to
determine whether there has been a net cash distnibution to PGH pursuant to the Transaction. as a
result of the Partnership’s assumpuion of the Nonrecourse Debt. the amount of the Nonrecourse
Debt allocable to PGH under section 752(a} must be determined.

Assuming the Nonrecourse Debt is a “nonrecourse liability™ within the meaning of the
Treasury Regulations under section 752 the $170 million of Nonrecourse Debt will be
allocated among the three Panners of the Pannership pursuant to Treasury Regulation section
1 752-3(a) in the following order;

In general. A partner's share of the nonrecourse liabilities of a partnership
equals the sum of paragraphs (a)(1) through (a}3) of this section as follows --

(1) The partner's share of partnership mimimum gain deterrmined in
accordance with the rules of section 704(b) and the regulanions thereunder (“Tier

(hy™x

(2) The amount of anv taxable gain that would be aliocated to the partner
under section 704{c) (or in the same manner as section 704{c) in connection with
a revaluation of partnership property) if the pannership disposed of {in a taxable
transaction) all partnership property subject to one or more nonrecourse liabilities

~! Disclosure of the assnmption of a liability by a partnershup 1s required 1n cenain circumistances under Treasury
Regulations section 1.707-3(a)(7)(i1} if the habiliry is not subject 10 tracing under Treasurv Regulation section
1.163-8T. I would be expected that the assumpuon ef the Recourse Debt and the Nonrecourse Debt by the
Partnership would not be subject to this requiremient as the proceeds will be direct!y traceable to the stock of Oneida
and the Contnibuted Equipment.

“- PGH has represented that the Nonrecourse Debt constitutes a “nonrecourse labilin™ under Code section 752.
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of the pannership in full sausfaction of the lhabilines and for no other
consideration (“Tier (2)7): and

(3) The partner's share of the excess nonrecourse liabibities {those not
allocated under paragraphs (a)(1) and (a}{2) of this section) of the partnership as
determined 1 accordance with the parnner's share of partnership profits (“Tier

(3)7)

With respect to Tier (1), parinership minimum gain 1s the excess. if any, of the amount of
the nonrecourse indebtedness that is secured by paninership properv over the section 704{b)
book value ("book value’} of the property. Imally, the Parinership will have zero pannership
minimum gain because the imnial book value of the Contnbuted Equipment will be $280 million,
which is in excess of the $170 milhon of Nonrecourse Debt. Thus, none of the Nonrecourse
Debt should initially be allocated pursuamt to Tier (1).

With respect to Tier (2), the amount of potential section 704{c) gamn to PGH s
approximately $272 million (1.e.. the excess of the $280 million book value of the Contributed
Equipment over its tax basis of approximately 38 million). The mimmum section 704{c) gain
described 1 Tier (2) 15 $162 million {or $170 million of Nonrecourse Debt less the tax basis of
approximately $8 million). Thus. under Tier (2). approximately $162 million of the $170 million
of Nonrecourse Debt would be ailocated to PGH at the ume of its contributions to the
Partnership.

The remaiming $8 million of basis would be allocated in proporiion to the Tier (3)
residual sharing ratios. which is agreed in section 3 of the Partnership Agreement to be 95%.

Under the netting rule. the net impact of the contribution of the Nonrecourse Debt by
PGH pursuant to the Transaction is certainly less than $8 million. and thus no deemed
distmibution or comtribution in excess of basis results from the operation of section 732

Based on the foregoing, we believe that at the time of its contribution of Contributed
Equipment subject to the Nonrecourse Debt 1o the Pantnership, PGH should be allocated the
Nonrecourse Debt of the Pannership as follows: (1) first, 1o the extent of PGH's share of
Partnership minimum gain, if anv. {11) second. to the extent of the amount of any taxable gain
that would be allocated to PGH pursuant to section 704(c) of the Code with respect to the
Contributed Equipment 1f the Paninership disposed of such Contributed Equipment in a taxable
transaction 1n full satisfaction of the Nonrecourse Debt and for no other consideration, and (iii)
third. the balance of anv remaining Nonrecourse Debt, to PGH 1n accordance with its share of
Partnership profits (95%).
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2. ALLOCATION OF RECOURSE DEBT

With respect to the Recourse Debt which will be assumed by the Partnership. because
PGH 15 a limited partner in the Partnership. the BT Panners {in the aggregate) will be allocated
the entire amount of the Recourse Debt. Underlving this conclusion 1s the assumption that the
Recourse Debt 1s “assumed” for purposes of the Code Under section 732(a) an increase in a
paniner's individual liabilities by reason of the assumption of partnership habilities by the partner is
treated as a contribution of money by the assuming partner. Treasury Regulation section 1.752-1(d)
states that a person 1s considered 1o have assumed a hability only if--

(n The assuming person is personally obligated to pay the hability; and

(2) If a panner or related person assumes a partnership liability, the
person to whom the hability 1s owed knows of the assumption and can directly
enforce the partner's or related person's obligation for the hability. and no other
partner or person that is a related person to another partner would bear the economic
risk of loss for the hability immediatelv after the assumpuon.

Prior to the adoption of these Regulations. the Service's position was that a partner did not
"assume" a debt for purposes of section 752 unless there was a "novation" with respect to the
original obligor. See Priv. Lir. Rul. 8404012 (where the IRS ruled that a partner had not "assumed"
partnership debt. for purposes of section 752 and section 465. as long as the partnership remained
hable on such debt under state law 1rrespective of the pannership's right to proceed against the
assuming partner for the payment of the liability). The Tax Court. however. has consistently ruled
that an "assumption" under section 752 does not require a "novation" with respect to the original
obligor so long as the assuming partner has "w/iimare liabilin" with respect 1o the liability assumed,
whether by contract or otherwise. See, Smith v. Commissioner. 84 T.C. 889. Tax Ct Rep. (CCH)
42.096 (19835). affirmed 805 F.2d 1073 (1986). Abramson v. Comnussioner. 86 T.C. 360, Tax Ct.
Rep. (CCCH) 42.919 (1986) and Gefen v. Commissioner. 87T C. 1471. Tax Ct. Rep. (CCH) 43,600
(1986). Sev also, Peters v. Commissioner, 89 T.C. 423, Tax Ct. rep. (CCH) 44.173 (1987} {holding
that a hmited pariner had not "assumed" a debt for purposes of section 465 where he was not
"ultimately hiable" for the repavment of the debt under state law).

By analogy to these specific requirements for a partner’s assumption of a liability, the
Partnership’s assumption of the Recourse Debt has been structured so that the Partnership is
ultimately liable for the amount assumed even though there 1s no "novation” with respect to PGH.
In the Transaction. pursuant to the Contnbution Agreement. the Parnership assumed the Recourse
Debt, Until the Recourse Debt was satisfied, Enron remained a guarantor on such Recourse Debt.
However. in the event that Enron would have been required to make a pavment under the guaranty,
upon full satisfaction of the Recourse Debt. Enron would have had the right to claim reimbursement
from the Partnership.
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The assumption by the Partnership of the Recourse Debt pursuant to the Transaction with no
allocation of such liabihity 10 PGH will result in a deemed distribution to PGH of the amount of the
Recourse Debt. Such deemed distribution will reduced PGH's basis 1n 1ts Pantnership interest by
$250 million.

An assertion that the Partnership does not have sufficient assets to sansfy anv obligation to
reimburse Enron should be disregarded. because pursuant to section 123 of the Parnership
Agreement. the BT Panners are obligated to restore any negative capital account balances which
may result ftom reimbursing Enron. Furthermore. 1f for some reason the BT Partners are unable to
fulfill this oblication. BT Corp. 15 obhigated to restore any negative capital account balances
pursuant to the BT Guaranty and Indemnification Agreement. Pursuant to Treasurv Regulation
section 1.752-2(b)(6), “[f]or purposes of determining the extent to which a parner or related person
has a payment obligation and the economic risk of loss, it 1s assumed that all partners and related
persons who have obligations 1o make payments actually perform those obligations, irrespective of
their actual net worth. unless the facts and circumstances indicate a plan to circumvent or avoid the
obligation.” 1In the present situation. the facts and circumstances indicate that the Partnership did
not intend to circumvent or avoid any of its obligations. On the contrarv. not only did the
Partnership contain valuable leased assets, as well as other Permitted Investments which 1t could
have sold to fulfill s obligations. there are also the obligations of the General Partners and the
guaranty of BT Corp to perform if the Pannership 1s unable to do so. These facts demonstrate an
intent not to circumvent or avoid satisfving any such obligations, Therefore. 1t should be presumed
that the Partnership will be able to fulfill anv obligauon 1t has to reimburse Enron.

Based on the foregoing analvsis. at the time of the assumption of the Recourse Debt by the
Partnership. the BT Partners should be allocated the Recourse Debit.

F. TAax TREATMENT OF PGH LLC

Immediatelv after the Transaction. PGH's interest in the Partnership was transferred to
PGH LLC. a wholly owned limited liability company.

Treasury Regulation section 1.7701-3 provides as follows:
(c) Other business enties. For federal tax purposes—

{1) The term partnership means a business entity that 1s not a corporation under
paragraph {b) of this section and that has at least two members.

(2) Whoily owned entities. (1) In general. A business entity that has a single
owner and is not a corperation under paragraph (b) of this section is disregarded
as an entity separate from its owner.
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PGH has represented that it whollv owns PGH LI.C and that it has opted to treat PGH LLC as an
entity that is distegarded for federal income tax purposes  Thus. for federal income tax purposes.
PGH LLC will be disregarded as an entitv separate from r GH. Accordingly. the 1ax analysis 15
the same as 1t PGH had continued to hold the limited partnership interest in the Pannership.

Based on the foregoing analvsis. we behieve that PGH LLC wiil be treated as an entity
that 1s disrevarded for federal income tax purposes and that the contribution from PGH of 15
interest in the Partnership to PGH LLC w1l be treated as a non-event for federal income tax
purposes.

G. Tax CONSEQUENCES OF A DISTRIBUTION OF PARTNERSHIP ASSETS
1. GENERAL RULES

In the event that PGH exercises the Retirement Right, 11 would be treated as receiving a
distribution from the Partnership in liquidation of its interest in an amount equal to its allocable
share of the Partnership liabilities (under section 732) from which 1t 1s reheved. ner of anv
Habilities assumed by PGH in connection with the liquidation of its interest.” Second. PGH
would be treated as receiving a distribution of anv Pannership assets actuallv distributed **
Under section 731{a) 1) of the Code, “gain shall not be recognized to such pariner, except to the
extent that anv monev distributed exceeds the adjusted basis of such parner's interest in the
partnership immediately before the distnibution”™ Thus. PGH would recogmze gain under
secuon 75 Ha)(]) onlv to the exient that the net reduction in PGH' s share of liabtlities that result
from the liquidation of 1ts interest through exercise of its Reurement Right (which net reduction
amoumnt is treated as a distribution of monev) exceeds the tax basis of PGH in its interest in the
Partnership immediately before the liquidation of its interest in the Partnership. Since PGH’s tax
basis would have been increased under section 722 by the prior allocation to it of precisely the
llabifines from which 1t would be relieved under section 752 by wvirtue of the exercise of its
Retirement Right. PGH should not be treated as having been relieved of habilities in excess of its
tax basis {which excess_ if any, would consutute recogmzed gain under section 731). The one
case 1n which gain could arise under section 731 will be if PGH has been allocated losses from
the Pannership.

PGH's initial tax basis in the Parnnership after the Transaction should be approximately
equal 10 its ageregate tax basis in the contnbuted propeny (the Oneida Stock and Leased
Equipment). except that such aggregate tax basis must be (1) decreased by the amount of the
Recourse Debt. (11) decreased by the amount of the Nonrecourse Debt. and (111) increased by the

Under the netting rule of Treasury Regulavon scction  1.752-1(f). the decrease in PGH's allocable
liabilites under section 752 and the assumption by PGH of any Parinership liabilities are netted to determine 3 net
deemed distribution {or contribution).

Section 10.8 of the Pannership Agreement gives PGH the right to select which assets should be distributed
10 it upen exercise of i1s Retirement Reght,
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portion of the Nonrecourse Debt allocated to PGH under section 732, Inasmuch as adjustment
(1) should roughly offset PGH's tax basis in Oneida stock and adjustment (11} should roughly
equal 1o 1ts pre-contribution tax basis in the Leased Equipment. 1f. as a result of the exercise of
s Retirement Right. PGH recetves no properny subject to Nonrecouse Debr and assumes none of
the Recourse Debi. then the decrease in its share of the $169 milhon Nonrecourse Debt would
result in a deemed cash distribution to PGH. which in turn would result i taxable gain to PGH if
such deemed cash distnibution exceeded PGH s basis in 1ts Pannership interest. 1f PGH either
received l.eased Equipment subject 1o Nonrecourse Debt or assumed a portion of the Recourse
Debt. then under the netuing rule of Reg. section 1.732-1({f) then any such taxable gain would be
reduced or ehiminated.

Also as a result of the exercise of 11s Retrement Right. under section ?32(b)35, PGH
would take a basis in the assets distributed 1o it equal to 1ts basis in its interest in the Partnership
immediatelv before the hiquidatien of its interest decreased (but not below zero) bv the net
liability reduction resulting from the transaction. or increased by the net liability mcrease.

Several technical rules (including exceptions 1o these general rules) are analyzed below to
determine whether they change the result described above.

2. SECTION 737
The general rule of section 737 provides:

(a) General rule--In the case of anv distribution by a
partnership to a partner. such paniner shall be treated as recognizing gain
m an amount equal to the lesser of --

(1) the excess (1f any) of (A} the fair market value of
property (other than money) recerved n the distribution over (B)
the adjusted basis of such partner's interest in the partnership
immediately before the distnbution reduced {but not below zero)
by the amount of money received 1n the distribution. or

{2) the net precontribution gain of the partner.

Gain recognized under the preceding sentence shall be in addition to any
gain recogmized under section 731. The character of such gain shall be

Section 732(b) reads:

(b) Disiributions in liquidanon, The basis of property (other than money) distributed by a
partniership 10 a panner in liquidation of the parner’s interesi shall be an amount equal to the adjusted basis of such
partner s merest in the partnership reduced by anv money distributed in the same transaction.
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determined bv reference to the proporionate character of the net
precontribution gain.

Section 737(a)(1) 1s generallv applicable to protect the thip side of section 704{c) (ie..
while section 704{c) trniggers gain to a partner that contributed appreciated propenv to a
partnership on the distribution of such contributed property to a noncontributing partner.
section 737 trigeers gain on the distribution of non-contributed propeny to such contributing
pariner) Thus, subject 1o certain limitations discussed below. section 737(a)(1) causes gain 1o be
recognized 10 a contributing partner who has contnibuted appreciated property to a partnership if
other propernty {other than monev) 1s distributed to the contributing partner within seven vears of
the contribution of the appreciated propeny 1o the partnership.

Section 737(d)(1) provides as {ollows:

If anv portion of the property distnbuted consists of propeny

which had been contnbuted by a distnbutee partner 1o the

partnership. such propenty shall not be 1aken into account under

subsection {a)(1) and shall not be taken mto account 1n determining

the amount of the net precontnbution gam. If the properny

distributed consists of an interest n an entity. the preceding

sentence shall not apply to the extent that the value of such interest

15 attributable 1o propertv contributed to such entitv after such

interest had been contributed to the parninership.
Accordingly, pursuant to the hteral terms of section 737(d)(1). any distnbution of comributed
propeny back 1o the contributing partner is exempt from the application of section 737(a)(1).*

The legislative historv to section 737 expressiv affirms the exception provided in
section 737(d)(1} and contains an example of previously comtributed property in the form of
stock in a corporation. The example assumes that A and B form a partnership 1o which A
contributes appreciated property X and B contributes appreciated property Y. 1n addition, A
contributes the stock of €. a corporation with no substantial assets. Subsequent to the
contributions, the partnership contributes property Y 1o C and then distnbutes the stock of C
back 1o A. Technicallv. the distribution of the C stock is a distribution of propenty contributed
bv the distributee partner. Under the second sentence of section 737(d)(1). however, the
exception 1n section 737(d) will not apply to the extent that the value of the C stock is
attributable 1o property contributed 10 C after the interest in C was contributed to the partnership.
The example provides that upon the distribution of the stock of C to A, A must include in income
its gain with respect to property X 1o the extent that the value of the C stock (taking into account

“* For this reason. it is unportant that the contributions made by PGH qualify as a contribution and not ieven 1n parn)
as a disguised sale. Conuibution s1atus also 15 impeonam for purposes of the exceptions to section 731(b) and seciion
T31(c) as discussed infra.
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the value of propeny Y) exceeds A's basis 1n its partnership interest. The example clearly
contemplates that the disiributed C stock tniggers secuion 737(2)( 1) only 1o the extent of the value
of the C stock that 1s attnbutable to the Y property. Clearly missing from this example 1s anv
indication that the distribution of the C stock tnigeers gain under section 737(a)(1) in the absence
of the prior contnbution of the Y property to €. By negative inference. this example therefore
confirms the plain language of the statute.

The Treasurv Regulavons promulgated under section 737 provide an even more specific
example of the exception under section 737(d){1). Example 2 of Treasurv Regulation section
1.737-2(e) provides that A, B. and C form a partnership to which {1) A contrnibutes propenv A
with a value of $10.000 and a tax basis of $5.000. along with all the stock of corporation X with
a value and tax basis of $300: (1) B contributes $200 cash and property B with a value and tax
basis of $10.000. and (ni) C contributes $10.500 cash. After formation. the partnership
contributes property B to corporation X in a nonrecogmition transaction under section 351.
Subsequently. all the stock of X is distributed to A in complete Jiguidation of A’s interest in the
pannership.

The example concludes that the stock of X 1s treated as previousiv comributed property
with respect to A only to the extent of the S300 fair market value of the X stock (ie.. as
determined without regard to the contribution to X of properiv Y) Since the actual value of the
X stock distrnibuted equals $10,500 {$500 original value plus $10.000 from the propertv B
contribution), $10.000 of the value of the X stock distributed is taken into account for purposes
of section 737(a)(1). resulting in A’s recognition of its entire $5,000 gain on propeny A,

This example clearly contemplates that the portion of the X stock value that does not
relate to the partnership’s contribution of assets to X 15 not taken into account for purposes of
section 737(a¥1). See also, Treas. Reg. section 1.737-2{d)(2) (making clear that the adverse rule
for contributions bv the pannership to X does not apply 1if the contributed asset previously had
been contnibuted to the partnership by A. the distributee partner),

Therefore. the distribution of assets to PGH 1n an amount equal to the value of PGH's
capital account should not trigger gain to PGH under section 737(a)(}) to the extent that the
distributed assets are assets previously contributed to the Partnership by PGH. Pursuant to the
plamn language of section 737{d). 1o the extent the distnbuted assets consist of stock of Oneida.
an enuty previously comrnibuted by PGH. the distribution would not trigger gain under section
737(a)(1) 1f the value of the interest in Oneida 1s not attributable 10 assets contributed to Onerda
after PGH’s coniribution of the stock of Oneida to the Partnership. Pursuant 1o section 6.4 of the
Partnership Agreement. the Partnership may not make anv contributions to Oneida without the
express consent of PGH. Thus, upon exercise of its Retirement Right. distributions to PGH
should come within the provisions of section 737(d)(1).

Treasury Regulation section }.737-4 1s a broadly worded anti-abuse Regulation granting
the Commissioner authority to “recast the transaction” where “a principal purpose of a
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transaction is 10 achieve a tax result that is inconsistent with the purpose of secuon 737 Each
of the examples deals with distributions to & panner of property other than propertv that was
contributed by that partner  The Treasury Regulations contain no inference that thev are
intended to overnide the express prohibition on the application of section 737(a)(1) that is found
m section 737{d).

3. SECTION 751

Section 751(b )1 ):A' 1s intended to impose tax 1n the case of a distribution that results in an
effective exchange bv a partner of a portion of its nterest in “hot assets” (1.e. substantially
appreciated inventory or unrealized receivables. which. of paricular significance with respect 10
the Comnbuted Equipment or any future purchased leased assets (heremafter together referred to
as “Leased Assets™). includes potential section 1245 recapture amounts), if the propenty selected
bv PGH to be distributed to 1t pursuant to 1ts Retirement Right is the stock of Oneida. such
distribution would result in the receipt by PGH of two properties from the Partnership — the stock
of Oneida and a deemed disinibution of money under section 752(b) as a result of an elimination
of the allocation to PGH of its share of the debts of the Partnership.  In addition. exercise of the
Retirement Right could result in the elimimation of the interest of PGH in the Leased Assets if it
does not select such assets. Thus. unless section 751(b)(1) 1s not otherwise inapplicabie to such a
distribution upon exercise of the Retirement Right. PGH mayv be treated as realizing ordinary
mcome equal to part or all of the potenual depreciation recapture in the leased Assets as a result
of its disposition of s interest in the Leased Assets upon 1ts withdrawal from the Partnership.

Section 751(b)}2)}A} provides an exception to the income recognition mandated bv
section 751(b)(1) as follows:

(2) Exceptions.
Paragraph (1) shall not applv to {(A) a distribution of propenty which the
distributee contributed to the pannership.

(1 General rule.

To the extent a partner receives in a distribution --
(A} partnership property which is --
(1) unrealized receivables. or

() inventory items which have appreciated substanually 1n value. in exchange for all or a part of his
mnterest in other partnershup property (including monev). or

(B} partnership property (including money) other than property described in subparagraph {A)() or (i)
in exchange for all or a part of his interest in partnership properiv described in subparagraph (AYi) or (ii}. such
transactions shall. under reguiations prescribed by the Secreiary. be considered as a sale or exchange of such
property between the distributee and the partnership (as constituted after the distribution).
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This exception 1s on s face applicable to the distribution of the stock of Oneida and the
Contributed Equipment to PGH because PGH contributed such assets to the Partnership 1n a
transaction governed by sectton 721 This exception would also appear to be equally applicable
to the deemed distribution of money to PGH under section 752(b) because the money deemed
distributed upon reallocation of the Nonrecourse Debt to the BT Panners upon a distribution
pursuant o the exercise of PGH's Retirement Right reasonably 1s treated as the same moneyv
deemed contributed by PGH 1o the Partnership under section 732(a) upon the imtial allocation of
the Nonrecourse Debt 10 PGH at the ttme of the Transaction. Section 732{a) and (b) read as
follows:

{a) Increase in partner's liabilines.

Any increase in a partner's share of the liabilities of a partnership. or
any increase 1n a partner’s individual habilities by reason of the assumption by
such partner of partnership habilities. shall be considered as a contribution of
monev by such partner to the partnership.

(b) Decrease in partner’s habilities.

Any decrease in a partner's share of the liabilities of a partnership. or
any decrease 1n a partner's individual liabihties by reason of the assumption by the
partnership of such individual habihues. shall be considered as a distribution of
maoney to the partner by the partnership.

(Emphasis added). If the exception of section 731(b)(2)A) 1s applicable to all of the properties
distributed or deemed distributed by the Partnership to PGH. then ordinary income will not be
recognized by PGH upon its receipt of distributions and its withdrawal pursuant to the exercise
of its Retirement Right,

A Revenue Ruling 1ssued in 1984, however. indicates that the Service may not consider
the deemed cash distnibution pursuant 10 PGH's exercise of its Retirement Right to be subject to
the exception under section 7531(b}2}A) I such an arzument were successful, 1t would result
in part or all of the potenual depreciation recapture with respect to the Leased Assets being
recognized by PGH as a result of the exercise of its Retirement Right.

In Revenue Ruling 84-1020 1984-2 C.B. J19. a three person cash basis professional
partnership admitted a fourth equal partner. The partnership had $100 of Labilities and the
admusston of the fourth partner caused a decrease in each onginal parntner’s share of the liabilities
of $833 (from $33.33 1o $25). In addition. the partnership also had $40 of unrealized
receivables. and the interest therein of each of the onginal three pariners was decreased as a
result of the admission of the fourth partner by $3.33 (from $13.33 t0 $10). The ruling holds that
the onginal three panners are subject to taxation under section 751(b) as a result of the
combination of (1) the deemed distribution of $8.33 in cash and (ii) the $3.33 decrease in the
interest of each such partner in the unrealized receivables of the partnership.
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Revenue Ruling 84-102 does not appear to have been applied by anv court or the Service.
Applving the logic of Revenue Ruling 84-102 1o the distributions pursuant to PGH's exercise of
its Retirement Right. the deemea distribution of cash to PGH under section 752(b) would result
in recognition of part or ali of the unrealized receivable represented by depreciation recapture.
Bowever. Revenue Ruling 84-102 has been criticized by commentators due to 1ts fallure to apply
the deemed contribution fiction of section 732(a) in 1andem with the deemed distribution fiction
of section 752(b).  See. Parmer Can Avoid Recogmition of Phantom Gean when Partnership
Liabilities are Reduced. 153 Tax'n for Lawvers 112 (1986). Carman, Revernue Ruling 84-7102--An
Erroncons Conclusion?. 15 1 Pantnership Tax'n 1371, 372-73 (1986). In particular. the
commentators point out that for purposes of applving the section 7531(b}2XA) exception to
section 751(b}(1). section 752(a) should be afforded no less respect than section 752(b).

In the case of the Partnership. for example, the deemed contribution of cash upon the
allocation of the Nonrecourse Debt 10 PGH under section 752(a) should be taken into account in
applving the exception of section 751(b)(2)(A). 1.e.. the deemed disiribution should be viewed as
a return of the same hvpothetical cash that was comnbuted as a result of the allocation of the
Nonrecourse Debt. Upon exercise of its Retirement Right. PGH will be required to take the
position that the ranonale of Revenue Ruling 84-102 does not cause PGH to recognize gain
under section 751(b)(1) by reason of the deemed cash distnbution.

As stated above. the cornerstone of the position that Revenue Ruling 84-102 and section
751(b) do not apply to the deemed cash distnbution that could result pursuant to PGH's exercise
of its Retirement Right is that PGH should be treated as having contnbuted cash to the
Pannership bv reference to the same liabilities 11 1s relieved of pursuant to its Retirement Right,
Treasury Regulation section 1. 752-1(f) raises a question, however, as to whether PGH should
indeed be treated as contributing cash in the amount of its share of such debt. despite the plain
language of section 752 to such effect. Treasury Regulation section 1.752-1(f) provides as
follows:

(f} Netting of increases and decreases 1n lhiabilities resulting from same transaction
If. as a result of a singie transaction. a partner incurs both an increase in the
partner's share of the partnership liabilities (or the partner's individual liabilities)
and a decrease in the partner’s share of the partnership habilities (or the parner's
mdividual habilities), only the net decrease is treated as a distribution from the
partnership and only the net increase is treated as a contribution of money to
the partnership. Generaily, the contribution to or distnbution from a
partnership of property subject to a liability or the termination of the
parnership under section 708(b) will require that increases and decreases in
liabilities associated with the transaction be netted to determine if a partner
will be deemed to have made a contribution or received a distributicn as a
result of the transaction. (Emphasis added).
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The netting rule was added to the onginally propased (and temporarv) Treasury Regulations
under section 752 by amendment in late 1989 The preamble to the amendment stated:

This document amends the temporary section 732 regulations to clarify that an
increase 1n a partner s share of partnership habilinies {or the partner's mdividual
ltabilities) and a decrease 1n a partner s share of partnership hiabilittes (or the
partner’s individual liabilities) that result from the same transaction may be offset
against each other prior to determiming the amount of any constructive
comtribution or distribution or monev under section 732 and the regulations
thereunder.

T.D. 8274, 1989-2 CB 101, 103, (Emphasis added). The language proposed in 1989 was
subsequently modified to its current state although with no substanuve difference.

The netting rule represents the adoption of a position of the Service under section 732
previously announced 1n Revenue Ruling 79-205, 1979-2 C.B 233 That Ruling involved the
distribution of property by a Partnership that was subject 1o debt. pan of which had been
previously allocable under section 7372 to the distnbutee partner. The Analysis and Holding of
the Service in that Ruling was as follows:

ANALYSIS & HOLDING

In general. partnership distributions are taxable under section 731(a)1) of the
Code only to the extent that the amount of money distributed exceeds the
distributee paniner's basis for the partner's partnership interest. This rule reflects
the Congressional intent to limut narrowly the area m which gain or loss is
recognized upon a distribution so as to remove deterrents to property being moved
in and out of partnerships as business reasons dictate. See S Rep. No. 1622, 83rd
Cong.. Znd Sess. page 96 {1954)  Here, since panner liabilities are both
increasing and decreasing in the same transaction offsetting the increases and
decreases tends to lLimit recognition of gain. thereby giving effect to the
Congressional mntent.  Consequently, in a distribution of encumbered property,
the resulting liability adjustments will be treated as occurring
simultaneously, rather than occurring in a particular order. Therefore. on a
distribution of encumbered propertv, the amount of monev considered distributed
to a panner for purposes of section 731(a) (1) 1s the amount (if anv) by which the
decrease in the pantner's share of the liabihities of the partnership under section
732(b} exceeds the increase in the parner's individual habilities under section
732{a) The amount of monev considered contnbuted by a partner for purposes of
section 722 is the amount {(if anv) by which the increase in the partner's individual
liabilities under section 752(a) exceeds the decrease in the partner's share of the
liabilities of the partnership under section 752(b). The increase in the partner's
individual liabiliues occurs by reason of the assumption by the partner of
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partnership liabihties. or by reason of a distribution of property subject to a
liability. 1o the extent of the fair market value of such propeny.

Because the distribution was part of a single transaction. the two properties are
treated as having been disinbuted simultaneously to A and B Therefore. all
resubting lability adjustments relating to the distribution of the two properties will
be treated as occurring simulianeously, rather than occurring in a particular
order.

TREATMENT OF PARTNER A

A will be deemed to have received a net distribution of 600x dollars 1n monev.
that 1s. the amount by which the amount of money considered distributed to
A (2.200x dollars) exceeds the amount of money considered contributed by A
{1.600x dollars). Since 600x dellars does not exceed A's basis for A's interest in
M immediately before the distribution (1.000x dollars), no gain 1s recognized to
A

Thus. to the extemt the netting rule of Treasury Regulation section 1.752-1(f) is interpreted
consistently with the netung principle of Revenue Ruling 79-205. PGH would be treated at the
time of its contributions to the Partnership as having received a distribution from the Partnership
under section 732(b) of the amount of the Nonrecourse Deht and as having made a contribution
of its allocable share of the Nonrecourse Debt. This interpretation of the netting approach is
consistent with giving effect to the plain language of section 752(a) and section 752(b).

In a subsequent Ruling. Rev. Rul. 87-120. 1987-2 C.B. 161. the Service again interpreted
the provisions of section 752(a) and section 752(b) as being simultaneously applied, stating:

Rev. Rul 79-205 1979-2 C B. 255, considers increases and decreases in partners’
individual liabilities resulting from a ftransaction involving nonliquidating
distributions of encumbered partnership properties. That ruling holds that these
increases and decreases are treated as occurmng simultaneously for purposes of
determining the amount of monev considered distributed or contributed. The
ruling also holds that. for purposes of applving sections 732(a) and 733 to a
distibutee of encumbered property, the basis adjustments triggered by the
distribution are treated as occurring first. and the distribution nself as occurning
second. .

In the present situation, each partner's individual liability is increased by $9x as a
resilt of that panner's assumption of the morigage that encumbered the propeny
that was distributed 1o that panner in hquidation of the parinership interest.
Under section 752(a) of the Code, this increase in liabilities is considered a
contribution of money by the pariner to the partnership.  In addition, each
paniner's share of partnership habilities 1s decreased by $9x, represenung each
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partner's $3x share of the morigage that encumbered each of the distributed
parcels. Under secuon 732(b). this reduction in habiiies 1s considered a
distnbution of monev to the panner by the partnership.  Because the
nonrecognition provision of section 731(a) 1) 18 hmited to the amount of the
distributee partner's adjusted basis. the tax consequences for X. Y. and Z depend
on the order in which the money is deemed distributed to, or contributed bv.
cach of them.

In a hquidaung distribution of encumbered properntv. the habihty adjustments--
and thus the resulting deemed distributions and contributions under sections
752(a) and (b)--are all treated as occurring simultaneousty. Se¢ Rev. Rul. 79-
205 Since the amount of the increase 1n each partner's individual liabilities equals
the decrease in each pariner's share of the pannership liabthities, the deemed
conrtribution of money under section 752(a) and the deemed distribution of
money under section 752(b) for each partner are exactly offsetting amounts.
Therefore. no gain or loss to X, Y. or Z results from the section 732 hability
adjustments. Moreover. after taking into account such hiability adjustments. each
partner's interest has a remamming basis of $6x ($6x ~ $9x% - $3x - $3x - $3x). The
determination of a partner's basis i the distnibuted property is made after the
partner's basis in his partnership interest is adjusied to reflect anv net increase or
decrease 1n habilities. See Rev. Rul 79-205 (Emphasis added)

Thus. the position of the Service prior to the netting rule of Treasury Regulation section
1.752-1(f) was clearlv that both section 732(a) and section 732(b} were to be given full effect on
a simultaneous basis when a single transaction resulted 1n decyeases and increases in a partner’s
share of parnership habilities. The Preamble to the netting rule stated only that the netting rule
was to “clanfy” that the amount of any increases or decreases in a single transaction may be
offser against each other and did not indicate the intention to provide a rule inconsistent with
sections 732(a) and 732(b). or to change bv Treasurv Regulations the meaning of those sections
as they had been interpreted in Revenue Ruling 79-20% and Revenue Ruling 87-120.

Addimonallv. the adverse interpretation of the netting rule would be at odds with the
fundamental workings of section 752, Under the piain language of that section. every incurrence
and reduction of a hiability by a partnership results in a change of a panner’s share in the
partnership liabilities and 1s either a deemed distribution or contnbution under section 752, ltis
the assumption of the Nonrecourse Debt and the resulting deemed distribution to PGH that is the
currency used by the Pantnership to acquire the Contnbuted Equipment from PGH. Thus, the
apphcation of the netting rule in a fashion that would ignore the component adjustments under
section 752(a) and section 732(b) is contrary to the plain language of the statute, inconsistent
with the framework of handling habilities under the statute, and a departure from (rather than a
“clanification’ of) the established interpretations of section 752(a) and section 752(b).
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Finally. with respect to Revenue Ruling 84-102. an interpretanon of the Code making
section 751(b) applicable to PGH's exercise of its Reurement Right 18 inconsistent with section
707(a)(2)B) of the Code, which provides:

Under regulations prescribed by the Secretary -- 1f --

(1) there is a direct or indirect transfer of money or other propeny by a partner
to a parinership,

(11} there is a related direct or indirect transfer of money or other property by
the partnership to such partner {(or another partner). and

(i11) the transfers described 1n clauses (1) and (1), when viewed together. are
properly characterized as a sale or exchange of property,

such transfers shall be treated either as a transaction described in paragraph (1)
or as a transaction between 2 or more partners acting other than in their
capacity as members of the partnership. (Emphasis added}.

Section 707(a)2)B) g¢ives the Service the authoritv to treat PGH's exercise of iis
Retirement Right as a disguised sale of an interest in the Partnership from PGH 10 the BT
Partners. because the BT Partners will be deemed to have contributed cash to the Partnership and
PGH will be deemed to have received a cash distnibution from the Parmnership. 1 a disguised
sale were to occur. then section 7531(a). and not section 731(b) would be potennially applicable to
PGH’s withdrawal.  In heht of the clear Congressional sanction to this treatment of PGH's
exercise of its Retirement Right pursuant to section 707 and section 751(a). a less clear treatment
under section 752{b) seems nappropnate. 1.e. one transaction should not be deemed taxable
under both section 751(a) and section 751(h). The Service has currenthv only reserved with
respect to the 1ssuance of Treasurv Regulations implementing the disguised sale provisions as
they relate to transactions among partners.

4. SECTION 731(c)

Section 731(c) provides that distributions of marketable securities shall be treated as the
cquivalent of cash distributions for purposes of determining whether gain 1s recognized bv a
partner under section 731(a) as the result of a distribution 1o the partner of cash in excess of the
partner’s basis i 1ts interest in the partnership. If any of the propertv distributed by the
Partnership to PGH pursuant to PGH's exercise of its Retirement Right consists of marketable
securities. the resuiting deemed cash received by PGH is likely to result 1n gain being recognized
bv PGH.

Generally. the Leased Assets will not fall within the definition of a marketable security,
Therefore. generally. the Leased Assets could be distnbuted to PGH pursuant to the exercise of
1ts Retirement Right without implicating section 731(c). However, section 731{c)(2)B) includes
as a marketable security “(i1) any financial mstrument which, pursuant to its terms or any other
arrangement. is readily convertible into, or exchangeable for, money or marketable securities...”
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Thus. Leased Assets that are subject 1o contracts to sell. mav be marketable securities and should
not be distnbuted 1o PGH.

With respect 1o the possible distribuuon to PGH of the stock of Oneida. section
731(c)2)B) includes as a marketable security “(v) except as otherwise provided in regulations
prescribed by the Secretary. mrerests in anv entty if substantiallv all of the assets of such entity
consist {directlv or indirectly) of marketable securities. monev. or both... ™ Thus, under this rule
the stock of Oneida could be treated as a marketable security depending upon the composiion of
i1s assets.

The Treasury Regulations contain more guidance. providing that if the underlving assets
of an entitv are (1) 90% or more marketable securities. all the interests in the entity shall be
treated as a marketable security. (11) between 20% and up to 90% marketable securities, a
proportionate part of the interests n the entity shall be treated as marketable securities. and (ii1)
less than 20% marketable securities. none of the interests of the enuty shall be treated as
marketable securiies. Treas. Reg. section 1.731-Z{c}3) However. section 731{c)(3¥AND)
provides that the rule treating marketable securities as money for purposes of section 731 (and
section 737) “shall not apply to the distribution from a partnership of a marketable security 1o a
partner if . . . the security was contributed to the parnnership bv such partner. except to the extent
that the value of the distributed security 1s attnbutable to marketable securities or money
contributed (directly or indirectiy) 1o the enuty to which the distributed security relates . .
Thus. because the stock of Oneida was “contributed™ 1o the Paninership by PGH. 1t should not be
viewed as a marketable secunitv vis a vis PGH regardless of the composition of 1ts assets. so long
as no additional contributions of assets are made to Oneida by the Partnership. Any such
contributions must be exphcitly approved by PGH under section 6.4 of the Parnership
Agreement.

Treasury Regulation section 1.731-2(h) does contain an anti-abuse rule. However, this
rule 15 focused on situations involving the disguised distribution of marketabie securities to a
pariner. The rule does not purport to override the clear exception to the application of section
T31(c} for the return of previously contnibuted propeny.

5, SECTION 787 Application

An assumption to the applhcation of the foregoing exceptions to sections 731, 737 and
731 15 that the stock of Oneida is treated as having been “contributed” to the Partnership by
PGH. The stock of Oneida was transferred to the Pannership along with the Leased Equipment
pursuant to the Contribution Agreement. The Partnership also assumed the Recourse Debt and
took the lLeased Equipment subject 1o the Nonrecourse Debt. The Recourse Debt, while
traceable to the stock of Oneida pursuant to Treasury Regulation section 1.163-8T, was not
secured by the stock of Oneida nor the Leased Equipment. Inasmuch as the stock of Oneida is
beneficially owned by the Partnership and. as such. the pariners of the Partnership will share in
the appreciation and depreciation of the value of such stock consistently with their normal
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sharing ratios. the stock of Oneida should be treated as having been transferred to the Parinership
on the Effective Date. Further there 1s no authonty under section 721 that would sugeest that.
apart from section 707 where applicable. a single integrated contribution transaction should be
viewed as Im part a sale and in part a contribugon.  In fact. in the analogous context of
contributions under section 351, the Service has ruled 1o the contrary. See G.C. M. 38873 (July 7.
1982). cited favorably by G.C. M. 39413 (September 25, 1985}, See also. Rev. Rul 95-74. 1995-
2 CB. 36 {contnbution not bifurcated in section 351 transfer. even though transferor benefited
trom the assumption of certain contingent hiatilities by transferee}. Rev. Rul. 94-45,1994-.2 C B
39 (same); Tech. Adv. Mem. 9716001 (June 17. 1996). Thus. the form of the transaction and the
analogous authorues applving section 351 to the form of similar transactions. support treating
the stock of Oneida as having been “contributed” to the Partnership by PGH.

6. Conclusion

Based on the foregoing, we believe that if PGH LLC exercises the Reurement Right and
receives distribunons consisting solelv of cash. Contributed Equipment and stock of Oneida. we
believe that. except to the extent of cash distributed or deemed distributed to PGH L1.C in excess
of PGH LLC’s basis n 1ts interest in the Pannership. no gain should be recognized upon the
exercise of and distribution pursuant to the Retirement Right of PGH LLC. In particular. we
believe that 1if such a distribution to PGH LLC consists of stock of Oneida and/or all or a portion
of the Contributed Equipment. the exceptions in sections 737(d){(1), 751(b)(2X A} and
731{e)(3 ) AX1) should be applicable to such distribunion.

H. SECTION 701 ANTI-ABUSE REGULATIONS AND BUSINESS PURPOSE DOCTRINE
1. SECTION 701 ANTI-ABUSE REGULATIONS

Assuming compliance with the technical provisions of the Code, application of the
intended results to the Transaction will revolve around the less techmcal issues of Treasury
Regulation section 1.701-2, the partnership anti-abuse regulation, and the business purpose
doctnne generally. The partnership anti-abuse rule has not been applied in anv case. Thus. the
approach to its application by the courts 1s uncenain.

Treasurv Regulation section 1.701-2 might fail to apply to the Transaction either because
it 1s inapplicable under its terms or because it is invalid as apphed to the Transaction. Given the
lack of judicial interpretation. we cannot advise as to whether the regulation is invalid by its
terms.  The following discussion analvzes whether the regulation should be treated as
mapplicable by its terms. Under the hiteral terms of Treas. Reg. section 1.701-2(a), 1t will be
mapplicable by its terms 1f the following requirements are satisfied:

(1 The partnership must be bona fide and each

partnership transaction .. must be entered into for a substantial
business purpose.
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{2} The form of each partnership transaction must be
respected under substance over form principles,

(3) . [T]he tax consequences under subchapter K to
cach partner of partnership operations and of transactions between
the partner and the partnership must accuratelv reflect the partners’
economic agreement and clearly reflect the parner’s income
(collectively. proper reflection of mwcome).  However. ceriain
provisions of subchapter K and the reculations thereunder were
adopted to promote admimstrative convenience and other policy
objectives. with the recognition that the application of those
provisions to a transaction could, in some circumstances, produce
tax tesults that do not properly reflect income.  Thus, proper
reflection of income requirement of this paragraph (a)(3) 1s treated
as satisfled with respect to a transaction that satisfies paragraphs
{a} 1) and (2) of this section to the extent thar the application of
such a provision to the transaction and the ulumate tax results.
taking into account all the relevant facts and circumstances. are
clearly contemplated by that provision . .. .~

=1

Treas. Reyg section 1.701-2(a).

Thus. at its core. 1f the requirements of paragraphs (a)1) and (2) are sausfied. the issue

bl

under Treasury Regulation section 1.701-2 will be whether Congress clearlv coniemplated tax-
free combinations of properny in partnerships when it enacted the nonrecognition regime of
section 721 and whether Congress clearlv contemplated tax-free distributions when it enacted the
nonrecogniuon regime of section 731, In panicular. and assuming that the stock of Oneida or the
Contributed Equipment 15 uliimately bemng distributed 1o PGH. the transaction relies on, (i) the

Py

Accepted on its face. and as interpreted primuarily through the illustrative fact paterns set forth in the

regulatory examples. the partnership anti-abuse rule purporns 10 cstablish three basic rules as are well summarized in
the Mekee treatise:

1. Using a parinership 10 avoid restrictions contained in non-Subchapter K Code provisions
18 generally permissible:

-

§ 7041 Regulations are not subject to the abusc-of-Subchapter-K rule: and

2 Allocations which have some potential econommc corollary and are valid under the

3 Transactions thar are "tax planned” from the outsel arc vulnerable 1o attack. especially if
the tax plun mininuzes the economic nsks and rewards 1o one or more partners. In contrast. transactions
mvolving histonc parinerships. partners. and partnerstup assets will generally be respected even if the
transaction in question is highly tax charged. Although large tax benefits are not fuwal per se. they weigh
against a transacuion and can be determinative in close cases.

McKee. Nelson, & Whitmore. Federal Taxation of Farmerships and Parmers at section 1.05[1][a].  As applied 1o
the instam case. the Transaction mav be viewed as “tax planned” from the outset. Thus. it is important 1o ensure that
the Transactuon does not minimize the economic risks and rewards 1o PGH or the BT Partners.

C-468
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applicability of section 721 and the inapplicability of section 707 for the tax-free capnal
contributions by PGH of the Contnibuted Equipment and the stock of Oneida. and (1) the
applicability of section 731(a)(1} and the applicability of the exceptions in  sections
731{c)BKANI), 737(d). and 751(b)(2)A) to the distribution of Oneida stock back 1o PGH. We
will examine the validity of these assumptions below.

Paragraphs (a)(1) and (2) require that the partnership be “bona fide.” that ecach
partnership transacuion have a “substantial business purpose.” and that “each partnership
transaction must be respected under substance over from principles.” The preamble to Treasurv
Regulation section 1.701-2 states that “the final regulations confirm certain fundamental
principles that must, in all cases, be sausfied in applying the provisions of subchapter K to
partnership transactions.” T.D. 8588 1995-1 C.B. 109, 172, Thus. the parnership anti-abuse
regulation should be applied based on traditional notions of “bona fide,” “business purpose.” and
“substance over form™ Examples 7, & and 11 of Treasury Regulation section 1.701-2 provide
the best guidance as to when the Service believes these requirements are met.

Example 7. In Example 7. a new parinership 1s formed 10 effect a rent strip transaction,
in which X (a foreign corporation) joins as a partner. is allocated substantially all the income
generated from a sale of the rental income stream from the partnerships assets “shortly
thereafier.”” and “thereafter” X receives a cash distnibution in liguidation of its imerest. The
Example states that “[o]n these facts, [the pantnership] is not bona fide . . . and the transaction is
not respected under applicable substance over form principles . . and does not properly reflect
the income of " the domestic corporate pariner that received the benefit of the high tax basis in
the leased equipment.

Under the facts of Example 7. X became a partner and in short order was allocated the
mmcome from the rent strip and was removed as a partner. Thus, although the Example does not
describe the appropriate adjustment under Treasury Regulation section 1.701-2, presumably X's
admittance as a partner under state Jaw would be deemed not 1o be bona fide for 1ax purposes,
not to be respected under substance over form. and (for good measure) not 10 have a substantial
business purpose. Based on the short time frame and apparemt indifference of X as to the
ultimate changes in value of the assets of the partnership. the Service mav be able to justify this
result under traditional notions of bona fide. business purpose. and substance over form. The
Transaction is distinguishable from Example 7 because PGH and the BT Panners will be sharing
profits and losses with respect to a significant number of assets over a substamial period of time.
As a consequence. the BT Partners and PGH should be bona fide members of the Partnership.

Example 8. Example 8 involves the creation of a partnership that allows the duplication
of tax basis. A owned land with a $100 basis and a $60 value that A wanted to sell to B. A
formed a parinership with persons other than B and contributed the Tand 1o the partnership. The
other pariners contributed cash. The land was leased to B for three vears, with B having an
option 1o purchase after three vears at fair market value at that time  1n vear 3. “at a time when
the values of the partnership’s assets have not matenally changed,” the interest of A was
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liquidated. As a consequence. A was able to recognize his 340 loss. Thereafter. the pannership
sold the propeny 1o B and the remaining pariners were allocated the pannership’s $40 loss. The
Example concludes that--

any purporied business purpose for the transaction 15 mnsignificant 1in comparison
to the 1ax benefits that would result 1f the transaction were respected for federal
tax purposes. Accordingly. the transaction lacks a substantial business purpose.
In addition, the parnership was used with a principal purpose to reduce
substantially the panners’ 1ax liabilinty in a manner inconsistent with subchapter K.
On these facts, the partnership 1s not bona fide and the transaction 1s not respected
under applicable substance over form principles.

In this Example. presumably the other panners are not viewed as actual participants in
the economics of the ownership of the land because of the arrangement with B to purchase the
land and the fact that the “values of the partnership’s assets had not maternially changed.” The
Service mav have had a basis for this conclusion under traditional notions of bona fide
partniership and substance over form. although given the possibihity of changes in the value of the
partnership’s assets 1t 1s difficult to see how the members of the partnership were not actually
participating in a joint profit sharing venture. Once again. the Partnership 1s distinguishable from
the Example because a kev fact in the Example was the static value of the single asset. which had
a built-in buver at the formation of the partnership. The Pannership has been structured such
that a change in the composition of the assets over time. 1n the Parnnership and in Oneida. 1s both
possible and intended. A functioning business with repositioning of the risks and rewards of
multiple assets in the Partnership and Oneida should establish a bona fide intent to share profits
and losses from the joint ownership of a changing portfolio of assets

Example 11, In Example 11. a pre-existing partnership admitted a partner. X, who
desired 1o acquire certain undeveloped land held by the parinership with a basis of $3 and a value
of $95 X contributed $100 for 1ts interest in the partnership. “Subsequently (at a time when the
value of the partnership’s assets [had] not matenally changed). the partnership distribute[d] to X
n hiquidation of 1ts interest in the partnership the land and another asset with a value and basis to
the partnership of $5.7 The distribution of the additional asset allowed X 10 allocate $50 of basis
to the other asset and thereafter sell the asset for a $45 Joss. which n the view of the Example
allowed X to ‘recover a substanval portion of the purchase price of the land almost
immediately.” The Example held that the proper reflection of income standard was not satisfied
because “the ulumate tax consequences [to X] that would thereby result. were not clearly
contemplated by that provision [section 732] of subchapter K™ Interestingly. the Example does
not hold that the partnership 1s not bona fide. that the transactions would fail to meet the
substance over form test. or that the transactions Jacked a substantial business purpose.

The Service gives no indication of how this transaction should be recharacterized and,
apart from treatment under section 707 as a disguised sale which would impact both the
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partnership and X, the Service would apparently intend tc merely ignore the plain meaning of
section 732 and reven to pre-1954 basis allocation rules.

Again, the Partnership should be distinguishable from Example 11. In the facts of the
Example. apparently the uming of the entrance and exit of X to and from the parinership was
such that the value of the assets of the pantnership had not matenally changed. like Examples 7
and 8. the facts in each case presuppose less than an acuve trade or business in the partnership.
Accordingly, the Transacuon is factually disuinguishable from the partnership in Example 11
assuming BT leasing will actively manage the affairs of the Pannership in Oneida by disposing
of properties and by acquiring new properties.

With respect 1o the disposition of the land by the partnership for the cash contributed by
X, Example 17 directly leaves open the possibility of the application of the section 707 disguised
sale rules. Application of the disguised sale rules would impact both X. who would have a fair
market value cost basis in each asset distributed to 1t 10 the disguised sale. and the original
partners of the partnership. 1t 1s interesting (and helpful) that Example 11 does not appear to
expand the reach of Treasury Regulation section 1.701-2 directly to broaden the overnde of
section 721 nonrecognition by section 707,

If a transaction s found to have results that are mconsistent with the mtent of the
parinership anti-abuse regulations. the "Commissioner can recast the transaction for federal tax
purposes.”  Treas. Reg. section 1.701-2(b}  Presumably. although the examples in the
Regulation are remarkably silent, the plain language of subchapter K will then be applied to the
recast transaction. This approach would be consistent. although a substantial expansion. of the
substance-over-form doctrine. which applies the language of the Code to transactions the forms
of which have been recharacterized to reflect their substance 1n the case of the Transaction. the
Service will presumably assert that the Transactuion should be recharacterized under one of two
approaches.  First, the Service might attempt to recast the contribution of the Contributed
Equipment as a disguised sale under section 707-like principles (thus triggering gain on the
Contributed Equipment as of the date contribution thereof)

Second. the Service might assert that the stock of Oneida was never an asset of the
Partnership. Under that approach, the coninbution of the stock of Oneida would not have
increased the basis of PGH in its interest in the Partnership and the release of PGH from s
allocation of the Nonrecourse Debt at the time of 1ts exercise of the Retirement Rizht would
result in additional gain at such time under section 731.

Active operations of Oneida and the Partnership and the ownership of assets that mav
significantly change n value make 1t difficult for the Service 10 successfully assent that either
such recast of the Transaction 1s appropriate. With respect to the disguised sale rules, the
regulations under section 707 find a sale where “a subsequent transfer [to a partner who
contributed appreciated property] is not dependent upon the enirepreneurial risks of partnership
operations.” Treas. Reg. section 1.707-2(b)(1)(1n). Because PGH will retain a very substantial
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(93%) share in the profit and loss on the portfolio of Contributed Equipment. the Service will be
hard pressed 1o argue that the form of the transaction violates the spirit and purpose of the
disguised sale Regulations,

With respect to the assertion that the stock of Oneida was never contributed to the
Parinership, the active pariicipation of Oneida 1n a leasing busmess in which the BT Partners
share 5% of profits and up 1o 95% of losses 1s contrary 1o such an assertion. 1f the Service is
unable to divorce Oneida from the Partnership. 1t will be difficult for the Service to argue that
section 737(a) should result in gain to PGH at the time of its exercise of the Retirement Right in
the face of the plain language of section 737(d).”

Finally, a good case can be made that the intended tax results under subchapter K are
achieved in the Transaction. PGH’s basis in the stock of Oneida, if that is the propeny
distributed, would be zero (or thereabouts). Thus, PGH has not had an accession to an amount of
basis that 1s imconsistent with the application of subchapter K. The Service may complain that
the inside basis of the assets of Oneida 1s effectively available to PGH because of the application
of section 332 of the Code, but (1) inherent in the subchapter C regime is a maintenance of
unequal inside and cutside basis absent a section 338 election. {ii) subchapter K is not concerned
with the mside basis of a corporation in its assets (such that the inside asset basis results of a
particular transaction should not be considered inconsistent with the intent of subchapter K), (ii1)
section 269 1s devoted to such 1ssues. and (iv) Congress has considered legislation designed 1o
coordinate the operation of section 332 and subchapter K but has chosen not to revise the Code
in such a fashion ™"

¥ We would be reniss. however. if we did not note that the Senvice may discern no limits 10 its authority under the
partnership anti-abuse rules. having included the foliowing language in Treasury Regulimion section 1.701-2¢b):

Thus. even though the transaction mayv fall within the literal words of a particular statutory or
regulatory provision. the Comnussioner can determine. based on the panicular facts and
circumstances. that 10 achieve 1ax results that are consisicnt with the inient of subchapier K . ..
[tlbe clarmed tax reaunent sheuld otherwise be adjusted or modified.

The Service may view this language as allowing i1 1o override the provisions of the Code even if a transaction
cannot be “recast . .. for federal 1ax purposes. as appropriate (o achieve tax results that arc consistent with the intent
of subchapter K. in light of the applicable stalutory and regulitory provisions and the pertinemt facts and
circumstances,” Treas, Reg. section 1.701-2(b).

* On April 8. 1997 the Joimt Commuttee on Taxation (the “JCT ) released a report that analvzed a varnety of 1ssues
relating to the taxaton of pannerships under subchapter K of the Code. The repont stated:

The proposal would provide that if stock of a corporation is distributed by a parinership 1o a corporate
partner. and the corporate partner owns 80 percent or more (by vote and value). directdy or indirectly. of the
stock as a result of the partnership's distribution (whether solely as a result of the distribution. or as a result
of the distnbution combined with acquisiuons of stock within on¢ vear before or afier tic distribution). then
the corporation (whose stock was distributed) must reduce the basis of its assets. The amount of the
reduction to asset basis would the amount by which the stock basis 15 reduced as a result of the distribution

47 TNT 68-8 {fooinotes omitied).
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2. BUSINESS PURPOSE DOCTRINE AS APPLIED BY SERVICE

In a wide variety of circumstances, the Service has successfullv asserted the lack of an
underlving business purpose for a transaction as a reason 10 overcome the tax consequences that
would otherwise govern the form of the transaction. This business purpose requirement 1s
presumably the same requirement as needs to be satisfied under the partnership anti-abuse
regulation discussed above. Thus. most of the comments that we made about each part of the
Transaction having economic substance apply equally 1n the business purpose doctrine context.

In Revenue Ruling 74-87, 1974-1 C.B. 72, the Service ruled that a transfer by three
shareholders of their stock in a corporation, aggregating 10 percent in value of the corporation’s
stock, to a partnership formed by them would be disregarded where the partnership was formed
as part of a plan to have the corporaticn transfer appreciated real property to the pannership in
complete redemption of its aggregate 10 percent interest. Accordingly, the transaction was
treated as a redemption of each individual shareholder’s stock followed by a contribution of the
appreciated property to the pantnership, resulting in the termination of the shareholders’ interests
in the corporation and the recognition of gain by the corporation. A tax avoidance purpose was
at the core of the transfer of stock to the partnership because 1t was effected 10 qualify the
succeeding redemption under section 31 HAW2XAY and thereby to avoid gain recognition. The
Service concluded that even 1f no tax avoidance purpose was present. as would be the case if the
redeeming corporation were not in any wayv connected with the partnership formation and
subsequent transfer to it of the minonty stock interests. the transaction would still be recast
because of the transitory nature of the intermediary step,

In G.C.M. 38393 (May 30. 1980). the Service decided that the transfer of a corporation’s
stock by its shareholders to a partnership immedrately prior to a plan of complete liquidation
would be recognized for federal income tax purposes. instead of being disregarded and treated as
a transfer of assets to the corporation’s shareholders followed by the shareholder's transfer of
those assets to the partnership. Even though the transfer was part of the overall plan of
liguidation. the transfer of the corporation’s stock to the partnership was respected because the
transfer was for vahd business reasons. This method of transferring the assets to the pannership
was chosen. instead of distibuting the assets to the shareholders after a Jiquidation and then

If 1tns proposal were subsequently enacted prior to the occurrence of the exercise of PGH's Retirement Right the
basis of Oneida in 1ts assets mayv be materially reduced as a result of the exercise of PGH's Retirement Right
However. the praposal does indicate that the JCT does not consider the iniended result of PGH's excrcise of its
Retirement Right as inconsistent with subchapter K. but rather as inconsisient with the proper 1axation of a
corporation subject 1o subchapter C.

* Repealed Code section 311(d)2)(A) provided that the general rule requinng recognition of gain realized through
the usc of appreciated property to redeem stock did not appls 1o a distribution in complele redemption of all of the
stock of a shareholder who. at all imes within the 12-month peried ending on the date of distribution. owned at Jeast
10 percent in value of the outstanding stock of the distnibuting corporaden.
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contributing the assets to the paninership. in order to avoid the imposition of a state real property
transfer tax on the asset contribution by the shareholders. The Service noted that. while the
partnership’s possession of the stock was transitory. its continued participation in the business
formerly carried on by the corporation was not. The Service distinguished its decision G.C M
38393 from Revenue Ruling 74-87 by placing great emphasis on the significance of the business
purpose of avoiding state real property transfer tax.

3. CASE LAW APPLYING THE BUSINESS PURPOSE DOCTRINE

In the context of 1ax-free recrganizations. 1t 1s well-established that a taxpaver must prove
the existence of a non-tax business purpose, however, only one satisfactory purpose is generally
required.  Laure v. Commissioner, 653 F.2d 253, 259 (6™ Cir  1981). Simply because a
iransaction s undertaken in part to decrease or avoid taxes does not preclude compliance with
the business purpose requirement if the transaction serves a genuine and legitimate corporate
business purpose. See e.g., Muwrce v. Commissioner, 39 BT.A 685 699 (1939) (1ax-free
reorganization ireatment napplicable if the sole purpose 1s 1o effect a transfer of property ... n
such a way as to decrease or avoid taxes’). See also Riddlesbarger v. Commissioner. 200 F.2d
165, 171-75 (7" Cir. 1952); Coca-Cola Co. v. United Siates, 47 F. Supp. 109. 117-18 (Ct. Cl.
1942}

Although only one business purpose is required. it must be a bona fide business purpose.
In a recent and widelv publicized business purpose doctrine case, ACM FParmership .
Commissioher, No. 97-7527, 1998 WL 710617 (3rd Cir. Oct. 13, 1998). aff ¢ 73 TC M. (CCH)
2189 (1997). the Third Circuit analvzed whether the tax treatment afforded a transaction in
which notes were purchased and sold in a short period of time under the instaliment sales
provisions of section 453 should be respected for federal mmcome tax purposes. In ACM
Fartnership. Colgate (through a newly-formed. wholly-owned subsidiary. Scouthampton)
together with Kannex (a newly-formed, wholly-owned foreign subsidiary of a foreign bank) and
MLCS (a newly-formed. wholly-owned subsidiary of Merrill Lynch) formed a parntnership which
purchased certain private placement debt obhigations and sold those obhgations after 24 days for
cash and certain floating rate 1.IBOR notes. The partnership reported the transaction under the
contingent pavment sale provisions of section 453, therebv creating a gain which was allocated
primarily to Kannex. Thereafter. Kannex's parinership interest was liquidated and. when the
ILIBOR notes were sold for a loss, the bulk of such loss was allocated to Southampton. The Tax
Court disallowed the loss upon its finding that the investment strategy of the pannership had no
economic substance. The taxpaver argued that the pannership "was rationally designed to
address genuine hability management needs.” J/d.

The Tax Court stated that "[wlhether a transaction has economic substance is a factual
determination . .. = Kev to this determination is that the transaction must be ratienally related to
a useful nontax purpose that is plausible in light of the taxpayer's conduct and usefu! in light of
the taxpaver's economic situation and intentions." The coun further stated that "[a] rational
relationship between purpose and means ordimarily will not be found unless there was a
reasonable expectation that the nontax benefits would be at least commensurate with the
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transaction cosis.” The court analvzed each step of the transaction and found that no rational
profit motive existed on the part of the partnership. With respect to the need for a profit motive
in the economic substance analysis, the court stated that "the strategv must have provided
[Southampton] a realistic possibility of recovering [the transaction costs] for the section 453
investment strategy to be deemed profitable.” The coun found that only in the most extreme of
circumstances could the partnership have expected 1o make a profit. Thus. the court concluded
that "the partnership, and ultimately Colgate, would almost certamiv lose money.”

The Tax Court derived support for 1ts position from a number of leading business purpose
doctrine cases. For example. the Tax Coun poimnted to Frank Lyon Co. v, United Stares, 435 U S
561 (1978), for the dividing line between a transaction with economic substance as compared to
one without economic substance. The Tax Court cited Frank Lyon for the proposition “that the
Government should honor the allocation of nights and duties effectuated by the parties “where. as
here, there 15 a genuine multiple-party transaction with economic substance which 1s compelled
or encouraged by business or regulatory realities. i1s imbued with tax-independent considerations,
and 1s not shaped solely by tax-avoidance features that have meaningless labels attached’, [Frank
Lyvon] at 583-5847 ACM Parmership, 73 T.C.M at 2215 The Supreme Court in Frank Lyon
had upheld the 1ax treatment of the purported lessor-owner of a building as the owner for tax
purposes. where the lessee was prohibited by banking regulations {from owning the building but
the panoply of agreements placed virtually all the burdens and benefits of appreciation and
depreciation of the building with the lessee.

The Third Circunt affirmed the Tax Court's opinion except it found that ACM was
entitled to deduct the portion of its loss that was not attnbutable to the installment sale
accounting so that 1t reflected the actual economics of the transactions. The Third Circuit found
that the Tax Court erroneously failed to recognize that ACM™s ownership of the LIBOR notes
had economic substance even if the contingent instaliment sale did not. and thus improperly
disallowed deductions arising from its ownership of those notes. resulting in inconsistent tax
treatment in hght of ACM s reporting of the income generated by the notes. The cour stated
that, even where a transaction is not intended 1o serve business purposes. it may give rise 1o a
deduction to the extent that 1t has separable objective economic consequences apan from tax
benefits.

In another publicized business purpose doctrine case involving the same general structure
as that in ACM Parmershup, ASA Investerings Parmersiup v. Commissioner, 76 T.C M. (CCH)
525 (1998). the court held that AlhedSignal. an aecrospace and automotive products
manufacturing corporation, and a foreign bank failed to form a bona fide partnership in
connection with an mvestment venture involving interest-bearing instruments.  As a result, gains
and losses relating to the sale of the instruments were not allocated 10 the bank

AlliedSignal expected to realize a large capital gain with respect to the sale of certain
assets, but an investment bank developed a tax proposal that could create capital losses to shelter
this gain. A foreign bank. which was not subject to U.S. taxation, and AlliedSigna} formed a
partnership. The pantnership was capitalized with cash contributions, primarily from the foreign
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partner, who would be the majority partner after the 1mtial contributions. The partnership
purchased high-grade, floating rate PPNs, which included put options. permitting the notes to be
sold at par. The partnership sold the PPNs for consideration consisting of 80 percent cash and 20
percent indexed installment notes (LIBOR notes). The parinership reported the sale of the PPNs
using the installment method under section 433 so that a small fraction of the PPNs’ bases would
be used to calculate the g¢ain on the sale and the remaming basis would be allocated to the
LIROR notes. Thus. the PPN sale created a large capital gain and a fuwure sale of the LIBOR
notes would create a large capntal loss. The gain was allocated according to each partner's
partnership interest (i.e.. the tax-exempt foreign bank recogmzed most of the gain}. Thereafter.
AlliedSignal bought a portion of the foreign bank’s partnership interest and became the majority
partner.  The partnership distributed cash 10 the foreign bank and the LIBOR notes to
AlliedSignal, who sold them and recogmized a large capital loss.

The court noted that although a partnership agreement was exccuted. the bank did not
have a profit expectation from the venture and did not intend pannership status. Furthermore,
despite partnership agreement provisions to the contrary. the bank did not share in losses or
expenses. nor did it play a significant management role.  The relationship between the
corporation and the bank was properly characterized as a debtor-creditor relationship. Evidence
indicated that the corporation’s only concerns were that the venture was financed by a reputable
bank and that the conduct of the bank 1n assessing the credit risk 1n the transaction and
maintenance of collateral was consistent with that of a lender. The court did not address whether
the transaction had economic substance. as in ACAS Parmership. because it found that there had
been no partnership.

In another business purpose case. Merrvman v. Comnusstoner. 86-1 US T.C € 9338 (5th
Cir)). the court held that a partnership functioned merely as an instrument through which one of
the panners could retain control of an oil ng while passing on various tax advantages 1o 1s
partners.  Therefore. the parnership was disregarded as a mere paper conduit of a related
corporation and. as a result. losses and an investment tax credit were denied to its partners. The
patiern of interconnected ownership and lack of obvious business purpose in the parties” dealings
were considered evidence that the partnership’'s formation and activities lacked economic
substance.

The corporation. its key emplovees and officers. and a family partnership formed the
partnership. Under the partnership agreement. the corporation was the managing pariner of the
pannership and was given full and sole control over the pannership’s affairs. The corporation
sold the partnership an o1l rig, which it had recently constructed. for the cost of construction and
did not inform third parues of the change 1n ownership. The partnership waived all warranties
and made no down pavment, but rather issued an installment note for the purchase price. Also,
the corporation and the parnership entered into a "Rig Management Agreement”™ which called
for the corporation to manage all aspects of the operation of the oil rig. The corporation did not
pay the accrued net operating profits to the partnership and the pavments due on the
partnership’s promissory note to the corporation were not paid on time The records indicated
that the partnership had ne office or emplovees, paid no salaries, and carried on no other business
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dealings. The corporation entered 1nto an indemnity agreement with the partnership. in which 1t
underteok to indemnify the partners for any and all possible liabilities.

The court found that. although the parinership held assets and operated for a profit, its
formation and role served no other purpose except tax avoidance All habilities arising from the
partnership’s activities were assumed by the corporation. The sale by the managing partner. the
corporation. on exceedingly favorable terms to the partnership raised doubts about the existence
of an arms-length deal and provided evidence of a transaction lacking economic substance
Also. the individual partners did not invest anyv capital in the pannership. and no nisks were
associated with their parinership investment, The Service aliernatively claimed that, if the
partnership was not disregarded for 1ax purposes. the management agreement entered into by the
corporation and the parinership should have been considered a lease with an indcfinite term.
which would invalidate the investment tax credit.

In Dihon v. Commussioner, 62 T.CM (CCH} 382 (1991). the court held that ancther
partner in the Merryman transaction was not entitled tax benefits because the partnership was
disregarded for federal income tax purposes. The panner argued that the main consideration 1n
establishing the partnership was retaining kev emplovees. The coun found that the key
emplovees of the corporation theoreticallv stood to benefit from net profits of the pannership
remaining afier note pavments had been made on the promissory note. but it dismissed this
argument because the kev emplovees also stood 1o benefit from the significant tax benefits to be
realized if the pannership was recogmzed for tax purposes. The taxpaver argued that, under state
law. the partners would be hable for their individual shares of the debt of the pannership and that
the parinership still was hable for its own negligent acts. so the pannership acquired the benefits
and burdens of ownership. The court disregarded anv labilitv that the pantnership might have
under state law because of the indemnity agreement protecting the panners.

In Huni v. Commissioner. 39 T.C. M. (CCH) €35 {1990} the court held that a partnership
formed by the wholly owned subsidiary of a gold and silver exploration corporation and three
limited partners was not a financing arrangement lacking in economic substance. The limited
partners and the subsidiarv entered inte a formai partnership agreement that provided for the
conmtribution of capital by both. The limited panners had debts related to their imvestments in
silver and their motivation to enter into the parinership was to refinance these debts and avoid
bankruptey  They were also motivated to enter into the pannership with the subsidiary for the
purpose of retaining their silver investments unul silver increased n price.  The subsidiary
believed that the public thought that the himited partners controlied it so 1t was concerned that a
bankruptcy filing by the himited partners would adversely affect its business relationships and
credit rating. The subsidiary alse thought that silver investments contributed 1o the parinership
by the limited partners had significant appreciation potential and that 1t would profit handsomely.

The court found that the limited partners’ obligation mn the partnership agreement to
guarantee a return of 98% of the parinership s capital contribution was consistent with the status
of the arrangement as a pannership, and their motivation to enter into a partnership arrangement
in order 1o refinance their debts was a valid business purpose. The hmited partners did not
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realize cancellation of indebtedness income upon the dissolution of the parinership and were
entitled to deduct losses that flowed to them

In AS4 Investerings Parmership, AllledSignal cited Huni to suppon the contention that.
even if the bank was entitled to a guaranteed return. that was not inconsistent with partnership
treatment. The court distinguished Hwuni im that the partnership agreement i Hunt provided for
the guaranteed return. but i ASA Zivesrerings Parmership. the bank s specified return was not
provided 1m, and was contrary 10. AlliedSignal and the bank’s pannership agreement  Also. in
Huni_the pariner receiving the guaranteed return was also eligible 1o receive pantnership profits
in excess of such panner’s guaranteed return, but the bank was onlv entitled to its specified
return and nothing more.

4. APPLICATION OF BUSINESS PURPOSE TEST

In the Transaction, PGH and the BT Partners have sound nen-tax business reasons, as
detailed above. for entering into the Transaction. From the perspective of PGH it has an
intention to benefit economically. apart from tax savings and taking inte account all transaction
costs. as a result of the Transaction. In particular. as elaborated above in connection with the
discussion of the partnership anu-abuse regulation. PGH by entering into the Transaction has
enhisted the aid of the BT Partners in increasing the value of the Contributed Equipment and
improving the profile of the portfolio of such Leased Assets through the active management of
the portfolio both in the Partnership and in Oneida. PGH has shified risk to the BT Pantners.
PGH has significant flexibility with respect to future Paninership operations. Likewise. the BT
Partners have represented (through BT Corp. ) that they intend to make a fair commercial return
on the equity they have invested in the Partnership. Due 1o their profit and loss positions the BT
Pariners have an incentive to manage the portfolio of Leased Assets.

Moreover. the parties have represented that they expect the Partnership to continue in
business for a prolonged period of nme. holding the Contributed Equipment, any newlv leased
assets. and any other Permitted Investments. No exercise of the Retirement Right is pernmtted to
occur for at least two vears and the Transaction 1s not centingent on such exercise of the
Retirement Right. Thus. the Partnership should not be considered a transitory entity for purposes
of determiming whether the business purpose requirement is satisfied.

5. SECTION 269
Section 269(a) provides. in relevant par

If any person or persons acquire, or acquired on or after October 8. 1940, directly
or indirectly. control of a corporation...and the principal purpose for which such
acquisition was made 1s evasion or avoidance of Federal income tax by securing
the benefit of a deduction, credit. or other allowance which such person or
corporation would not otherwise enjoy, then the Secretarv mav disallow such
deduction. credit, or other allowance.

EC2 (000033970
C-478



AKIN, GUMP, STRaUSS, HaAUER & FELD. L.L.F,

Enron Corp.
November 23, 1998
Page 55

Thus. if anv person acquires. directly or indirectly. control of a corporation. and the principal
purpose for such acquisition was the evaston or avoidance of federal income tax. then the
deducuon, credit or other allowance obtained bv such acquisition may be disallowed.

For purposes of section 269, “control” means “the ownership of stock possessing at least
50 percent of the total combined voting power of all classes of stock entitled 1o vote or at least 30
percent of the total value of shares of all ciasses of stock of the corporation™ Centrol mav be
“acquired” not onlv through a direct purchase of stock but also through 1ax-free acquisitions and
indirect methods of acquiring control of a corporation. For example, acquisitions occur through
the redemption of stock of other shareholders. the use of chains of comrelied corporations, and
possibly even the use of convertible debentures or options 1o acquire additional stock. See, ¢.g.,
Swiss Colony, Inc. v. CIR, 428 F.2d 49 (7 Cir. 1970) {control acquired through combination of
repossession of previously sold stock and purchases from third panies). Bobsee Corporation v
1.5, 41) F.2d 231, 235 (5" Cir. 1969) (creation of a corporation is the acquisition of it within
the meaning of section 269(a)(1)). Bur see Hermes Consol., Inc. v. /5§, 14 Cl. Ct. 398, 1988-1
USTC 9220 (1988) (carefully structured acquisition to avowd crossing 50-percent-control line
through use of voting power and value determination was successful), The Challenger, Inc. v.
Commissioner. 23 T.C M. (CCH) 2096. T.C. Memo 1964-338. T.C Mem. {P-H) 640338 (1964)
(the revival of dormant corporation is not a control acquisition under section 269).

a. Section 269 and the Revival of Oneida

The revival of a dormant corporation should not be treated as an “acquisition of control”
under. section 269. because “control” is defined by the Code in terms of stock ownership, and a
revival does not constitute the acquisinon of ownership of stock. See JRC, section 269{a)(1):
Treas. Reg. section 1.269: Challenger. supra.

In Challenger. supra. the Umted States Tax Court held that the revival of dormant
corporations for use in entirely different circumstances with funds borrowed from related
entities. was not the equivalent of the "acquisiion” of the corporations under section 269 of the
Code. An individual by the name of Graves owned a number of ldaho corporations, two of
which are relevant to this discussion. One corporauon. known as Saratoga. operated a small club
with a restaurant. a bar and slot machines in Caldwell. 1daho. The second corporation. known as
Waldort. operated a cigar store with food. sporting goods. and slot machines in Nampa. l1daho.
When slot machines were made illegal 1n 1daho duning the early 1950s. each of these businesses
were closed down ™ The corporations sold most of their business assets. retaining only their siot

machines and certain restaurant equipment. These assets were eventually moved 1o the State of
Nevada.

* 1t is onclear from the facts exactly when each of these two businesses were closed down. but at the very latest it
was in 1933 when the ldaho State Supreme Court ruled that stot machines were illegal.  See State v, Village of
Garden City. 74 1da. 513, 263 P.2d 328 (1953).

EC2 000033971

C-479



AKIN, GUMP. STRaUsS, HAUER & FELD. L.L.F.

Enron Corp.
November 23, 1998
Page 56

Saratoga and Waldorf remained dormant until Februarv. 1954, when thev purchased
stock in a Nevada corporation. Thereafter. the corporations invested in other clubs. and leased
slot machines in Nevada as their primary business activities.™ Apparentlv both corporations
received pavments from another corporation owned by Graves. The IRS claimed. ner alia. that
Saratoga and Waldorf should not be allowed surtax credits because they were revived for the
sole purpose of utilizing their surtax credits. i.e. for the purpose of avoiding taxes under section
269 of the Code. The IRS™ argued in its bnief that. ©. the revival of dormant corporations for
use in enurely different circumstances with funds borrowed from related entities. as was done
here. is the equivalent of the "acquisition” of the corporations under section 269 of the Internal
Revenue code of 19547 The coun disagreed. 1t concluded that under section 269, “control™ is
defiried 1n terms of stock ownership, and that “[tlhe revival of a dormant corporation does not
constitute the acquisition of ownership of stock.”™ Thus, because Graves owned the requisite
percentage of shares 1o constitute control before the corporations entered Nevada. and this
control was not broken prior to the transfer of slot machines. there could not have been an
acquisition of control when the corporations entered into the slot machine business.

The court noted further that there is no language in section 269 to suppon the ]IRS’
position, and that even the cases cited to by the IRS did not support its argument. because they
all involved transactions where those who revived the corporations did not have control of them
prior 1o the revival.

PGH owned all the stock of Oneida both before and afier 1ts revival. Thus. based on the
foregoing discussion, we believe that the revival of Oneida should not be treated as an
“acquisition of control” under section 269(a)(1) of the Code.

b. Section 269 and the De Facto Dissolution Doctrine

Cours have applied the de facto hquidation doctrine to prevent corporations which exist
as mere “shells” from unlizing unused excess profit tax credits. or from carrving back net
operating losses m situations not intended bv Congress. Under this doctrine. such corporations
are deemed 10 have been dissolved 1n a de facto hgudation such that the tax attributes ceased to
exist prior 10 such corporations’ smproper use. See Rev. Rul 61-191, p 233-254, 1961-2 CB
251, See also, American Well & Prosp. Co. v Commissioner of Imernal Revenue, 232 F 2d 934,
49 AFTR 1030, 56-1 USTC P 9388 (3" Cir. 1956). cen. den 77 S.Ct. 61. 1 L..E.2d 57 (1956).
(corporation’s use of unused excess profits tax credits disallowed based on the court’s conclusion
that it had been dissolved de facto prior 10 engaging in new business). Wier Long Leaf Lumber
Compeany v. Conmissioner of Imernal Revene, 173 F.2d 549, 551-553. 37 AFTR 1164, 46-]
USTC P 5930 (5™ Cir.. 1949). affirming and reversing in part 9 T.C. 990 (1947), (excess profits
credit carry-back properly dermied where liquidating corporation dissolved de facto); Wimer &
Company, Inc. v. Commissioner of Internal Revenue. 15 T C. 108 {1949) (once a corporation is

** Nothing in the facts indicates that Saratoga or Waldorl ever rcorganized as Nevada corporations.

EC2 000033972
C-480



AKIN, GUMP, STraUSss, HaUER & FELD. L. L.F.

Enron Cormp.
November 235, 1998
Page 57

de facto liquidated, its unused excess profits credits terminate. and mav not be used again: and
net operaung loss carrvback properly demied where corporanon dissolved de facte) A
corporation will be considered dissolved de facto for purposes of such credits or carmvbacks. if it
has, “disposed of all or most of 1ts operaung assets. termimated its business activities. and
become a mere shell. a corporation in name and semblance onlv. without real corporate
substance. serving no real corporate purpose. and having no vahd or compelling reason for
continuing #s existence. even though not formally dissolved.” Rev. Rul 61-191. p. 233-234
1961-2 CB 251. Bui see, Anbaco-Emig Corp. v. Commussioner of Iniernal Reverie, 49 T.C
100, 103, 107 (1967). acq. in result, 1968-2 C.B., acq. in result 1968-1 C.B. (corporation not de
facto dissolved where it merely “discontinued one line of endeavor and afier a relativelv shom
period of time entered 1nto another.” for purposes of carrying over net operating losses). The de
facto liquidation doctnne heretofore has not been applied by the cours to treat the revival of a
dormant corporation as an “acquisition of control” within the meaning of section 269 of the
Code.

A corporation that retained only intangible assets consisting of credits on the parent
corporation s books in respect of transferred tangible assets. and of accounts receivable. was
considered de facto dissolved. and therefore could not take advantage of excess profits credits
and net operating loss carrybacks. See Winrer & Co.. supra at 120, See also, American Well &
Prosp. Co.. supra at 1034-1033 (corporation dissolved de facto when it had sold all of its assets
and been dormant for two vears before entering new business). The corporation in question.
Winter & Co. was a subsidiary that assembled pianos for sale to the parent company's
customers. Intercompany transactions were settled by bookkeeping entries of offsetting credits
and debns. When 1t was determined that Winter & Co. should be hquidated. all taneible assets
were transferred to the parent corporation, leaving only credit entries on the paremt corporation’s
bocks. it ceased all operations. and had no earnings or business expenses. The court's
conception of the purpose for provisions for the carrv-over and carrv-back of unused excess
profits credits from a current tax vear was 1o level the burden of excess-profits taxes over a
period not exceeding five vears of a going concern. It was inconceivable 10 the court that
Congress would have intended for the excess profits credit 10 apply 10 nonoperating vears. Thus.
the court’s conclusion that the corporation in Hoier & (Co. had been dissolved de facto. was
based on the specific facts, as well as on the court’s belief that Congress would not have intended
for the carrvbacks to be taken under such circumstances. /d at 117

In a case where the corporation 1n question was actually revived. and substantially the
same shareholders sought to carmyover losses from the prior business. the Tax Court was
unwiiling to apply the de facto dissolution docirine. because 1t was “resistant” to reading “a
limitation into the statute which [was] not there as an express limitation.™ Anhaco-Enmig,

** In refusing 1o apply the de facto dissolution doctrine 10 Joss carnvforwards. the -inbace-Fmie coun stated. ~We
note that Congress adopled the [) theory of de facio liquidation in excess profits credits cascs when it passed scc.
432(c} of the 193% Code in 1949, Such section climinated the excess profits credit in cases where the courts had
previously found a de facto hiquidation. That no such legislation has been adopted in the net operating loss aren by
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supra at 107, In Anbaco-Emig. a corporation engaged in the tool and die business. had sold all
of 1ts machinery. fixtures. and inventory. and. afier remaining inactive for two vears. was revived
by the same shareholders to engage in an entirely differemt business. the renting of a loft
building. See id. at 100-101. The court concluded that it was the same “taxpaver” for purposes
of the net operating loss provisions. and that therefore. the “revived” corporation could take
advantage of the net operating losses ncurred in the tool and die business. JJ at 107, In
reaching this conciusion. the court stated that. “courts have Jooked not onlyv to the facts of each
imdividual case. but also to the different provisions of the tax law under consideration and the
underlying purpose of Congress i enacting the vanous provisiens.” 1o determine whether or not
to apply the de facto dissolution doctrine to prevent a corporation from uvtilizing certain tax
benefits. See Anbaco-Emig, supra at 105-106. Thus, because there was ample authority to
support a corporation’s use of net operating loss carryovers to offset profits in a whollv new
activity. as long as the ownership of the corporation remained substantially unchanged.™ and
Congress had not modified the statute to disallow such use of loss carrvovers. the coun believed

that Congress did not intend for the de facto dissolution doctrine to apply in such circumstances.
Id at 107

In a case involving the merger of a successful parinership into a loss corporation owned
by the partners. the court was unwilling to apply the de fact dissolution doctrine. despite the facts
that the loss corporation’s main business activity was servicing its debt. and the corporation
engaged 1n an entirely different business activity afier the merger  See Wofuc Corporation v.
U.5. 1607, 269 F Supp. 634,19 AFTR 2d 1601. 67-2 USTC P 9532 (1967). In Hofac, four
partners engaged in the management consulting business had organized a New York corporation,
Warsaw Button Co., to engage in the woodworking business, The management consulting
business flourished. and the woodworking business failed and accumulated losses. Afier a
number of vears. during which one of the partners had left and been bought out in both
enterprises. the three remaining partners wished to reorganize their partnership as a corporation.
They did so by transferring the partnership assets and business to the already-established, New
York corporation. Warsaw Button Co. In the same transaction. the name of Warsaw Button Co.
was changed to The Work-Factor Company. Inc.  The corporation was subsequently
redomesticated 1o Delaware. and its name was uliimatelv changed 10 Wofac Corporation
{"Wofac”)

One of the arguments made by the TRS was that the corporation should be treated as
dissolved de facto because other than servicing its debt. 1t had engaged in no business activities
for a period of four vears. and that the corporate “sheil”™ had been maintained by the shareholders
for the sole purpose of preserving its net operating losses. Thus. the IRS claimed that section
269 should apply to disallow the loss deductions from the old business by the new business. The
court rejected this argument with respect to the partnership transfer. stating that “unless there

Congress indicates recognition of the distincrion between net operating loss deductions and excess prolits tax credit
deducuions” lnbaco-Fmg 49 T.C at 107. 03

** The court cites to Rev. Rul. 63-40. 1963-1 CB 6. 10 support thas proposition.
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was In fact a dissolution of the loss corporation. the net operaung losses were proper
allowances...” Id ai 1611. The coun proceeded to st the facts which would suppon a finding
that the corporation continued as “an active. affirmativelyv functioning corporation ™ /d. 1t noted
that the Warsaw Bution Co. was not a mere “shell.” for purpeses of the de facto dissolution
doctrine. It had sales of $1,120 between 1951-1953. and held assets worth approximatelv
$45.000 between 1953-1937. the corporation continued to meet its mortgage and tax obhgations.
paid franchise fees. and filed tax returns.

Oneida is not attempting to take any excess profits credits or utilize net operating losses
from its previous business activities. Moreover. there has been no change n the ownership of
Oneida. Thus. based on the forezoing discussion. we believe that Oneida should not be treated
as dissolved in a de facto liquidation, and, therefore. that the revival of Oneida for use in a new
business activity should not constitute an acquisition of control within the meaning of section
269 of the Code.

C. Section 269 and the redomestication of Oneida

The redomestication of a corporation from one State to another (pursuant to section
368(a)(1)(F)} does not constitute an “acquisiton of control within the meaning of section
269(a}(1). as Jong as there has not been more than a minor change n stock ownership. Hofac
supra. See also. Sourhiand Corp. v. Camphell. 358 F 2d 333.336. 17 AFTR.2d 673. 66-1 USTC
P 9347 (3" Cir.. 1966). Therefore. a redomesticated corporation should be treated as the same
entity for federal income tax purposes. See e.g.. Wofac. supra a1 1607, Newmarker Mfg. Co. v.
{50233 F 2d 493, 499, 49 AFTR 1254, 56-1 USTC P 9540 {1 Cir. 1956). cernt. den. 353 U.S.
983 {1957) (after “F" reorganization. two corporate entities treated for substantive purposes in
income tax as the same taxpaver); Rev Rul 96-29. 1996-1 CB 50: Rev. Rul. 87-110. 1987-2 CB
159 (a section 361 exchange of a partnership interest was not an “exchange™ because in a section
368(a)(1)(F) reorganization. “there is virtually no change in the identity of the shareholders and
their interests or in the assets involved™). Rev. Rul 80-168. 1980-1 CB 178 {mere change in
place of incorporation, qualifying under section 368(a)(1)}(F). does not terminate corporation’s
election 10 be treated as possessions corporation under section 936). Rev. Rul 73-526, 1973-2
CB (under section 1.381(b)-1(a)}(2) of the regulations. acquiring corporation treated just as the
transferor corporation would have been treated in the absence of a reorganization); Rev. Rul. 64-
250, 1964-2 CB 333 (“F" reorgamzation did not cause termination of election under section
1372),

There was no “acquisition of control” under section 269 when taxpavers, who transferred
assets and liabilities from a partnership to a previously-owned corporation, were the “sole
owners of both the surviving corporation and the absorbed partnership.™ See Wofac supra at
1607, See, also, Southiand supra at 336 (no “acquisiion of contro!” within meaning of section
269, when merged subsidiaries owned bv same shareholders); Jackson Oldsmobile, Inc. v,
United States. 237 F . Supp. 779, 782, 15 AFTR.2d 35. 65-1 USTC P 9113 (1964), affirm., 371
F2d 808 (3™ Cir 1967) (no “acquisition of control” within meanine of section 269 when
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corporation owned by same shareholders engaged in entirely different business activity). As
discussed above. in Wofac, the three pariners transferred the pannership assets and business 10
the alreadv-established, New York corporation. Warsaw Button Co.. and in the same transaction,
changed the name of Warsaw Bution Co. to The Work-Factor Company. Inc. They subsequently
formed a new shell corporation in the State of Delaware. known as The Work-Factor Company.
Inc.. transferred the assets and liabihties of the New York corporation bearing the same name to
the new Delaware corporation. and dissolved the New York corporation. The name of the
Delaware corporation was ultimately changed to Wofac Corporation.

Wofac claimed 11 was entitled to carrvover net operating losses sustained from its prior
activities in the woodworking business pursuant to section 172 of the Code. The IRS argued that
section 269 should applv to disallow the deductions. because the transfer of the partnership
assets and business and subsequent reorganization was pan of a plan to avoid income taxes. The
court rejected the IRS™ argument based on 1ts conclusion that there had been no “acquisition of
corporate control” under section 269, because “'the stockholders were the sole owners of both the
surviving corporation and the absorbed partnership”  Hofac, supra at 1607, The cour stated
that the.

* acquisition of contro! of one corporation by another corporation cannot arise
where, as in the instant case. the stockholders were the sole owners of both the surviving
corporation and the absorbed partnership. At the time of the transfer of the profitable
partnership business to the loss-experience corporation. the stockholder-partners owned
both. So that the "acquisition of control” clement of section 269 was not met.” Wofac,
supra at 1607,

The court concluded further that the change of the New York corporation to the Delaware
corporation. constituted “a mere change in domicile” and that such a change had “no greater tax
significance than a Jike change of domicile by an individual taxpaver ™ Hofuc. supra at 1612
See afso. Newwmarket, supra at 498 (7. taxation is an intensely practical matter, which ought to
wurn upon economic realities rather than upon technical differences of the corporate entity
consequent upon the migration of a corporation from one state to another™}.

Addntionally, LTR 8908030 indirectly suppons the conclusion that after an “F~
reoreanization, the new corporation is the same entity for tax purposes. It held that the new
corporation in an “F’ reorganization should be treated the same as the absorbed corporation
under the stapled stock rules of the Code. In that ruiing. corporation O was merged into
corporation N in an “F” reorganization. Corperation O's stock was stapled to corporation A
Part of the ruling held that corporation N and corporation A would be considered stapled entities
under section 269B(a)(1). However, because corporation O and corporation A were stapled
entities on June 30, 1983, pursuant to the legisiative history of section 269B, corporation O and
corporation A were exempt from the stapled stock rules. The ruling held that corporation A
would continue to be exempt from the stapled stock rules of section 269B. The ruling further
held that corporation N, as a successor to corporation O, and corporation A would be considered
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10 have been stapled entities on June 30. 1983, The legislative history 10 section 269B states that
those rules ““do not apply 1o U.S. corporations stapled io Puerto Rican corporations on June 30,
1983 Therefore, the ruling held indirectly that corporation N was considered 10 be the same
corporation as corporation O for tax purposes.

Oneida merely changed its domucile from Oregon to Delaware pursuant to section
368({a)(1)(F). Moreover. there was no change n stock ownership. Therefore, based on the
foregoing discussion. we believe that the redomestication of Oneida in Delaware should not
constitute an “acquisition of control” under section 269(a)(1).

d. Indirect Control Through Partnership

Should PGH reacquire the shares of Oneida in the future. a determination of whether PGH
has “maintained” control or “acquired” control may be necessary. The legisiative history of the
predecessor of section 269 describes the scope of the "control” requirement in pertinent part as
follows:

If a controlied or affiliated group existed on October 8, 1940 [the
effective date of the predecessor of current section 269). transfers thereafter
within the group could not amount fo the acquisition of such conirol by the
parent or its controlling interest. Comrol once acquired couwld not be again
acgiived, unless the group was in some way broken. A mere shift in the form
of comrol—from direct 10 indirect, from indirect 10 direct, or from one form
of indirect 10 another form of indireci--can noi, thercfore. amount 10 the
acquisition of conrol within the meaning of sectionr 1135 of the bill

S. Rep. No. 627, 78th Cong,, 1st Sess. 61 (1943}, 1944 C.B. 973. 1016 (ernphasis added).

The Treasury Regulations under section 269 faithfully impiement the intent of Congress as
confirmed in the above passage:

For cantrol to be "acquired on or after October 8. 1940." 1t 1s not necessary
that all of such stock be acquired on or after October 8. 1940 Thus, if A. on
October 7. 1940, and at all 11mes thereafier. owns 40 percent of the stock of
X Corporation and acquires on October 8. 1940, an additional 10 percent of
such stock, an acquisiton within the meaning of such phrase 15 made by A
on October 8, 1940, Similarly. if B. on October 7. 1940, owns cenain assets
and transfers on October 8, 1940, such assets to-a newly organized Y
Corporation in exchange for all the stock of Y Corporation. an acquisition
within the meaning of such phrase is made by B on October 8, 194G [/
under the facts stated in the preceding semence, B is a corporanon, all of
whose siock is owned by Z Corporation, then an acquistion within the
meaning of such phrase is also made by Z Corporation, on Ociober 8. 1940,
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as well as by the shareholders of Z Corporaiion 1aken as a group on such
date, and by arny of such shareholders if such shareholders as a group own
30 percenr of the stock of Z on such daie.

Treas. Reg. section 1.269-1(c) (emphasis added).

The Tax Court recognized this fundamental aspect of section 269 in Brick Milling Co. v
Commissioner. 22 T CM. {(CCH) 1603 (1963). Stabng that the stock attribution rules of section
318 did not apply in the section 269 context.® the Tax Court carefully distinguished between
constructive ownership under the atribution rules of section 318 and indirect ownership:

The indirect control provision of secton 2609{a) requires that there be
ownership although 11 may be one vr more sieps removed. as in the case of a
subsidiary of a directly owned parent corporation. See S. Rept. No. 627,
78th Cong., 1st Sess., pp. 60-61 (1943}, 1944 C.B. 973. 1016: sec. 1.269-
1(c). Income Tax Regs. 1t has been held that when two brothers acquire
ownership of in excess of 50 percemt of a taxpaver's outstanding shares, no
constructive ownership between brothers 1s dictated by . . . section 267 . .
Also, the attribution rules of section 318 are napphcable since thev apply
only to subchapter C of the 1954 Code . . ..

(Emphasis added).

The analvsis in Revenue Ruling 80-46. 1980-1 C B. 62, also 15 mstructive on the indirect
controf issue. In that ruling. individual A owned 100 percent of the stock of M corporation and 10
percent of the stock of X corporation. M owned 45 percent of X's stock. and X itself owned all the
stock of Y corporation and Z corporation. In the transaction. X merged into M Corporation for the
proscribed principal purpose. By reason of the merger. M Corporation directly acquired all the
stock of Y Corporation and Z Corporation,

The principal 1ssue addressed by the ruling was "whether the X stock owned directly by A
before the merger can be attnibuted to M so that M had control of X before the merger and therefore
did not acquire 1t within the meaning of section 269(a)}(1)." Implicit in this formulation of the issue
{and expheit in the ruling's rationale) were that M indirectiv owned 435 percemt of the stock of Y and
Z for purposes of the section 269 control analvsis.

Relving on the Tax Court's Brick Milling opmion. the Service in Revenue Ruling 80-46
reasoned as follows:

* The atiribution rules contained in section 318 are not apphicable for purposes of scction 269 because those rules

apply only to subchapter C of the Code. whereas section 269 1s in subchaprer B,
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In the present situation. M directly owned only 45 percent of X and
therebv indirectly owned only 43 percent of I and Z before the merger. The
10 percent interest in X held by A cannot be attributed to M because there
are no rules of constructive ownership of stock expressly made applicable to
section 269.

{Emphasis added). Had M directly owned 30 percent of X. M clearly would have been deemed 10
be in indirect control of Y and Z. so that the transaction there at issue. although undenaken for a bad
purpose, would not have been within the scope of section 269(a)(1)."

Thus. to the extent that pursuant to the exercise of its Retirement Right. PGH selects for
distribution the stock of Oneida. the distribution by the Partnership and acquisition by PGH of
100% of the stock of Oneida should not be considered an acquisition of “control” within the
meaning of section 269(a). It must be remembered that the ~directlv or indirectly” language of
section 269 only deems control to have continuously existed where the upstream/downstream
relationship of the benefited parties is maintained.  Accordingly. as the 95% panner (bv profiis and
capital) of the Partnership. PGH should be treated as having indirect ownership of more than Oneida
held by the Parinership. Since Oneida has been an “old and cold” subsidiary of PGH since prior to
the contemplation of the Transaction, Oneida should be treated as continuously controlled by PGH.
even afier the contribution of its stock to the Parinership.

6. CONCLUSION
Based on the foregoing analvsis. we believe that the opinions expressed in section A through
H above should not be subject to change under the business purpose doctrine. sectuion 269 of the
Code, the substance-over-form doctrine. or the partnership ami-abuse regulations promulgated
under section 701 of the Code.
Sincerely.

on. (G Sttwlppcn HAl 1P

AKIN. GUNP. STRAUSS. HAUER & FELD. L.L P

Nor would the transaction have been within the scope of scction 26%a)2). since thie property--the stock el Y
and Z--would have been acquired by M from a corporation—-X--that M conwrolied tdirectlv) immediately before the
acquisition.
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