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Appendix M: Substantive Consolidation Analysis

A. Equitable Remedy of Substantive Consolidation

Substantive consolidation is a judicially created equitable remedy whereby
the assets and liabilities of two or more entities are pooled, and the pooled assets are
aggregated and used to satisfy the claims of creditors of all the consolidated entities.
Typicaly, substantive consolidation eliminates intercompany claims and any issues
concerning ownership of asses among the consolidated entities, as well as guaranty
claims against any consolidated entity that guaranteed the obligations of another
consolidated entity. As explained in Union Savings Bank v. Augie/Restivo Baking Co. (In
re Augie/Restivo Baking Co.), 860 F.2d 515, 518 (2d Cir. 1988), the “sole purpose of
substantive consolidation is to ensure the equitable treatment of all creditors.” The
federal court of appeals with jurisdiction over these Chapter 11 Cases has articulated a
two-fold, digunctive test for substantive consolidation: (i) whether creditors dealt with
the entities as a single economic unit and did not rely on their separate identity in
extending credit such that consolidation is fair from the vantage point of creditor
expectations, taking into account any prejudice to particular creditors resulting from the
consolidation, or (ii) whether the assets and liabilities of the entities in question are
sufficiently entangled such that the process of untangling them would be so time-
consuming ard costly that it is not in the interest of the creditors to complete that process.
Whether substantive consolidation is appropriate in a given case requires an intensive
analysis of the facts pertaining to each entity proposed to be consolidated, including, but
not limited to, the relationships and transactions among the entities in question and each
entity’ s disclosures to and transactions with creditors.

B. Diligence Process

Following the Initial Petition Date, the Debtors undertook a diligence
process o ascertain whether substantive consolidation would be an appropriate remedy
for some or al of the Debtors in these Chapter 11 Cases. As part of this process, the
Debtors reviewed and considered the Debtors' books and records, public filings, key
contracts, and other documents, as well as the facts and legal theories underlying various
related inter-estate issues. In addition, they conducted numerous interviews of current
and former employees, anadyzed the relevant legal standards, and evaluated the
relationships between certain of the Debtors and their largest Creditors.

Through this process, the Debtors concluded that, for each of the Debtors,
there are relevant facts weighing both for and against substantive consolidation. Among
the many facts considered relevant to the substantive consolidation analysis, there are
certain universal or nearly universal facts, including, but not limited to, the following:

0] each of the Debtors was able to prepare and file separate
Schedules listing their prepetition assets and liabilities;

(i)  separate books and records were maintained for each of the
Debtors prepetition;
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(i)  prepetition, a consolidated federal tax return was filed
including most of the Debtors but, to the extent applicable, individual state tax returns
were prepared and filed for each of the Debtors;

(iv)  prepetition, each of the Debtors observed corporate
formalities including conducting periodic board meetings and annual shareholder
meetings; however, other than the meetings held for ENE, the vast mgority of these
meetings were by written consent, rather than through in-person meetings involving
debate and discussion;

(v) for substantially all of the Debtors, overlap existed as to the
officers and directors of each Debtor and the officers and directors of other Debtors

(vi)  substantially al of the Debtors directly or indirectly
participated in the centralized cash- management system maintained by ENE prepetition;

(vii) substantially al of the Debtors received direct or indirect
prepetition credit support from ENE through intercompany loans (whether directly to the
Debtor or indirectly to the Debtor through the Debtor's parent(s)), guaranties,
indemnities, or other means of support;

(viii) with very few exceptions, prior to the Initial Petition Date,
none of the Debtors disseminated financial information to creditors or potentia creditors
or otherwise made such information available other than the consolidated financial
statements of ENE and its subsidiaries;

(ix)  of the Debtors, ENE was the only entity with a credit rating
by the mgjor domegic rating agencies, and ENA became unable to continue its business
operations upon the downgrade of ENE’s credit rating.

(x) although some costs were adlocated to subsidiaries,
prepetition, ENE absorbed substantial overhead costs for most (if not all) of the Debtors;

(xi)  substantiadly all of the Debtors utilized ENE's centralized
services for risk management, insurance procurement, legal, benefits and similar services;

(xii)  @athough the internal transaction approval process for all of
the Debtors did not expressly require approval of the board of the entity engaged in the
transaction, it did require, depending on the dollar amount and type of transaction,
approva by the head of the applicable business unit (who might not be an officer or
director of that entity), the head of the applicable business segment (who might not be an
officer or director of that entity), the Office of the Chair of ENE, and/or the Board of
Directors of BENE; and

(xiti)  Enron accounting policies permitted non-cash settlements
of intercompany obligations by transferring intercompany receivables to ENE in
exchange for a receivable from ENE and intercompany payables to ENE in exchange for
a payable to ENE. After the completion of a non-cash settlement, the entity with the
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original payable would have a payable to ENE. The entity with the origina receivable
would have a receivable from ENE. For example, if EGM had a $1 million receivable
from ENA, EGM would exchange its receivable from ENA for a &L million receivable
from ENE and ENA would exchange its payable to EGM for a $1 million payable to
ENE. This would leave ENA with no liability to EGM (and EGM no receivable from
ENA); ENA would have a $1 million payable to ENE and ENE would have a $1 million
payable to EGM.

The foregoing provides a brief summary of the facts weighing both for and
against substantive consolidation. In addition, the matrices set forth below contain a
more detailed listing of common facts relevant to this analysis as compiled by the
Debtors. While there are additional relevant facts applicable to most of the Debtors, there
are also extensive entity-specific facts. Because of the complexity of these Chapter 11
Cases and the fact-intensive nature of the inquiry, it is impossible to include an
exhaustive analysis of these issues for each and every Debtor. The overwhelming
incidence of common facts relevant to this analysis provides the basis for inclusion of all
of the Debtors (other than the Portland Debtors) in the Plan compromise.

C. Variance

Because substantive consolidation is an equitable doctrine that is not
easily quantifiable, and because no single factor is dispositive as to whether substantive
consolidation is appropriate in a given circumstance, the matrices below do not correlate
to ascribing specific probabilities. Such an assessment is inherently subjective and the
relevance of the underlying data may be subject to differing interpretations. Although
advisors to the Debtors have reviewed the accuracy of the data compiled by the Debtors,
no representations can be made that the information is correct or complete. In addition,
these matrices merely summarize the factua findings reached by the Debtors after
performing diligence so as to provide a basis for Creditors and the Bankruptcy Court to
find that the Plan’s goba compromise is within the range of reasonableness for each of
the Debtors (other than the Portland Debtors). These summary findings are not
comprehensive as to each factor or al factual data relevant to substantive consolidation.
Moreover, as summaries, the matrices may not reflect certain nuances in the factual data
relevant to substantive consolidation that do not lend themselves to easy categorization as
to whether they support or refute substantive consolidation. The number of questions on
the matrices answered “S/C,” for arguably supportive of substantive consolidation, or
“No S/C,” for arguably supportive of no substantive consolidation is not indicative of the
likelihood of substantive consolidation because not all factors are equally probative of
substantive consolidation.  Rather, the presence of “SIC” and “No S/C’ factors
demonstrates the reason why the Debtor is included in the 30/70 compromise as falling
within the range of reasonableness.
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D. Assumptions

The following are significant assumptions and limitations underlying the
information contained in the matrices:

1. The Portland Debtors were excluded from the anaysis on substantive
consolidation because, in contrast to the other Debtors, the Portland Debtors
were not integrated into the Enron Companies centralized processes.
Specifically, the Portland Debtors did not: (i) participate in the centralized
cash management process a any time, (ii) regularly obtain credit support in
the form of guaranties, indemnities, or related support, or (iii) typically utilize
the centralized accounting, information services, legal, risk assessment,
insurance, and/or tax services provided by ENE to most other Enron
Companies. On a day to day basis, the Portland Debtors were operated
separate and apart rom the Other Enron Companies without the involvement
of senior management at ENE.

2. The 5 EREC Debtors were not included in the substantive consolidation
analysis because they were not in existence as of the period of review (prior to
December 2, 2001). The EREC Debtors were created immediately prior to the
bankruptcy filing of the Wind Entities on February 20, 2002, as LLC entities
to succeed the Wind corporate entities in conjunction with the asset sale to GE
Power Systems.

3. Inresponding to question 1, regarding whether, as of the Initial Petition Date,
the Debtor was directly or indirectly wholly owned by ENE, the chart for
some Debtors may reflect that the answer to this question is undetermined at
this time due to a variety of factors, including potential litigation. The
Debtors reserve their right to assert that these entities are wholly owned by
ENE. Asof the Initial Petition Date, three debtors were not wholly owned by
ENE: EnRock Management, LLC, EnRock, LP, and EPower Holdings Corp.

4. In preparing the responses to Question 4, regarding whether a Debtor was
charged for the use of ENE’s legal address, office space, or other facilities, the
Debtors reviewed intercompany accounts for each Debtor to determine if any
charge was incurred.

5. In answer to Questions 11 and 12 regarding any overlap between directors or
executives of a Debtor and those of ENE or other Debtors, there were 21
directors or executives of ENE who collectively served as directors or
executives of 118 other Debtors. For purposes of this analysis, “executives’
were considered to be anyone holding the fitle of vice president or above.
Please refer to the individual schedules below for additional detail.

6. Regarding Question 22, on whether n the 18 months preceding the Initial

Petition Date Debtor received funding for its business activities from ENE, the
responses are limited to the time period 18 months prior to the Initial Petition
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E.

Date because data before this date was not readily available given that the
Debtors converted to a new comp uterized accounting system at that time. The
difficulty in reconstructing financia information prior to this 18- month period
has been cited by proponents of substantive consolidation as a basis for such

remedy.

Regarding Question 22, on whether n the 18 months preceding the Initial
Petition Date Debtor received funding for its business activities from ENE, the
responses were caculated by looking at intercompany balance detail for
intercompany accounts recorded as well as any formal intercompany |loans.
The responses to this question do not reflect any funding from intercompany
cash “circles” Refer to Appendix N.D.2., “Cash Circles,” for additional
information.

Interested parties should refer to Appendix C for information regarding

| whether Debtors have any outstanding prepetition payables to other Debtors

or prepetition receivables from other Debtors.

Substantive Consolidation M atrix
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Summary of Substantive Consolidation Factors

Summary of Findings Summary of Conclusions

# Factor Yes Yes % No No % N/A % S/IC SIC % No S/C [No S/C % N, N/A %
As of the Initial Petition Date, was Debtor
directly or indirectly wholly owned by ENE?

1 168 97%] 3 2% 2 1% 168 97%] 3 2% 2 1%
Was Debtor’s legal address 1400 Smith

2 |Street, Houston, Texas? 114 66% 59 34%] - 0% 114 66% 59 34% - 0%}
Did Debtor share office space or other

3 _|facilities with ENE? 27 16% 145 84%| 1 1% 27 16% 145 84% 1 1%

If either of the two preceding questions were
answered “yes,” was Debtor charged for the
use of such legal address, office space or

4 _|other facilities? 24 14% 90 52% 59 34% 90 52% 24 14% 59 34%]

Prior to the Initial Petition Date, were
separate books and records maintained for
5 |Debtor? 171 99% 2 1%, - 0% 2 1%, 171 99% - 0%

Did Debtor file Schedules of Liabilities
reflecting Debtor’s liabilities as of its Petition
6 _|Date? 173 100%, - 0% - 0% - 0% 173 100%, - 0%}

Did Debtor file Schedules of Assets reflecting
Debtor’s assets as of its Petition Date?
7 173 100%, - 0% - 0% - 0% 173 100%, - 0%}

Was Debtor identified as legal employer of
8 |any employees? 47 27%] 126 73%] - 0% 126 73%] 47 27%] - 0%

If Debtor utilized support services (including,
but not limited to, accounting, information
services, legal, risk assessment, insurance,
and/or tax) provided by ENE, was Debtor
charged for utilizing such support services?
9 14 8% 158 91%] 1 1% 158 91%] 14 8% 1 1%

If Debtor utilized the services of employees
of Enron Service Companies, excluding
ENE, was Debtor charged for the use of such
10_[employees? 56 32% 117 68% - 0% 117 68% 56 32%] - 0%}
During the two years prior to the Initial
Petition Date, was there an overlap between
directors/executives of Debtor and
directors/executives of ENE? If yes, how
many individuals overlapped? 118 68% 54 31%) 1 1% 118 68% 54 31% 1 1%
During the two years prior to the Initial
Petition Date, was there an overlap between
directors/executives of Debtor and
directors/executives of Debtors other than
ENE? If yes, how many individuals
12 _|overlapped? 154 89%] 19 11%] - 0% 154 89%] 19 11%] - 0%

As of the Initial Petition Date, did Debtor
participate in the ENE centralized cash

13 |management system? 83 48%) 90 52% - 0%) 83 48% 90 52% - 0%
Was Debtor included in ENE’s 2001

14 |consolidated federal income tax returns? 129 75%) 44 25%) - 0%) 129 75%, 44 25%, - 0%)|
Did Debtor file separate state or local tax

15_[returns? 124 72% 49 28%] - 0% 49 28%] 124 72%) - 0%

Was Debtor included in ENE’s consolidated
publicly disseminated financial reports?
16 173 100%, - 0% - 0% 173 100%, - 0% - 0%

Did Debtor disseminate Debtor-specific
financial information such that a third party
could assess Debtor’s separate

17 _|creditworthiness prior to extending credit? 2 1% 171 99% - 0%) 171 99% 2 1% - 0%
Was Debtor given a credit rating separate

18 [and apart from ENE'’s credit rating? - 0% 172 99%] 1 1% 172 99% - 0%, 1 1%
Did Debtor receive ENE credit support in the

19 |form of guaranties? 46 27%] 126 73%] 1 1% 46 27%] 126 73%] 1 1%

Did Debtor receive ENE credit support in the
form of an ENE guaranty of an affiliate’s
20 |guaranty of Debtor’s obligations? 2 1%, 170 98%] 1 1% 2 1%, 170 98%] 1 1%

Did Debtor receive credit support in the form
of letters of credit issued by ENE on its

21 |behalf? 26 15%) 146 84%) 1 1% 26 15% 146 84%) 1 1%

In the eighteen months preceding the Initial
Petition Date, did Debtor receive funding for
its business activities from ENE?

22 77 45% 95 55%| 1 1% 77 45% 95 55% 1 1%
Did Debtor transact substantially all of its
business with one or more of the other Enron
23 |Companies? 101 58%] 72 42% - 0% 101 58%] 72 42% - 0%

Was Debtor required to submit material
transactions for approval to the ENE board,
ENE Office of the Chair and/or ENE Risk
24 [Assessment and Control Group? 173 100%, - 0%, - 0%) 173 100%)| - 0%, - 0%

In addition to any approvals required at the
ENE level, did Debtor submit material
25 _|transactions to its own board for approval? 53 31% 119 69% 1 1% 119 69% 53 31%] 1 1%

Did Debtor conduct all statutorily or
otherwise required board (for corporations) or|
management/partnership meetings (for
limited liability companies and partnerships)?|
26 173 100%, - 0% - 0% - 0% 173 100%, - 0%

If either of the two preceding questions were
answered “yes,” were the decisions
substantially all made or meetings

27 _|substantially all held by written consent? 169 98% 3 2% 1 1% 169 98% 3 2% 1 1%

N

If Debtor was formed by the Enron
Companies, were all corporate formalities
28 |observed in the formation? 129 75%) - 0%, 44 25%] - 0% 129 75%] 44 25%]

Rather than settling intercompany obligationsj
in cash, did the Debtor ever settle
intercompany balances with Enron entities
other than ENE by transferring intercompany
29 |obligations to ENE? 102 59%] 70 40% 1 1% 102 59%] 70 40% 1 1%

As of the Initial Petition Date, was the Debtor
obligated on intercompany payables to five
or more of the other Debtors?

30 52 30%] 121 70% - 0% 52 30%] 121 70% - 0%

As of the Initial Petition Date, was the Debtor
holding intercompany receivables from five
or more of the other Debtors?

31 35 20%)| 138 80%)| - 0%] 35 20%)| 138 80%)| - 0%)]
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