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This letter is inreply to your letter dated July 13, 1998
and ot her correspondence, asking the Internal Revenue Service to
rule on the transaction described bel ow (the Proposed
Transaction).

FACTS

Parent is the comon parent of an affiliated group of
corporations that includes Conpany. Parent files a consolidated
return for the group.

Conpany, a cal endar year taxpayer that uses the accrua
met hod of accounting, is an investor-owned electric utility based
in State Bwith a small electric service in State A. Conpany
generates, transmts, and distributes electricity to residential,
comrercial, industrial, and governnmental custoners within a
designated territory. Conpany has a nonopoly for providing
electricity within its territory and is regulated by the Public
Uility Comm ssions of States A and B, and the Federal Energy
Regul atory Conm ssion (FERC). Conpany naintains its accounts in
accordance with the uniform system of accounts prescribed by both
States’ Public Utility Comm ssions and FERC.

State Ais deregulating its electric industry. As a result,
Conpany’s custonmers within State Awll be allowed to contract
directly with alternative suppliers of electricity, and Conpany
will conpete with other parties to sell electricity.

In a conpetitive market some of Conpany’s generation
facilities will have values substantially below their book val ue
and some of its contracts to purchase electricity will be at
rates above the market price. To enable Conpany to recover the
net uneconom c portions of its prudently incurred costs of
generation-rel ated assets and obligations (Transition Costs), and
of fset the projected required rate reduction, State A enacted
Statute under which its Public UWility Comm ssion (PUC) may issue
orders allowi ng Conmpany to coll ect nonbypassabl e charges from
consuners of electricity located in Conpany’s territory in State
A. The charges will be based, in part, on the amount of
el ectricity purchased by the consuner, whether from Conpany or
froman alternative supplier

Under Statute, a portion of Conpany’s Transition Costs nay
be recovered by collecting a separate, nonbypassabl e, usage-based
charge called Fixed Transition Amounts (FTAs) and by issuing
securities that will be secured by Conpany’s right to collect the
FTAs. The FTAs will be collected fromresidential and smal
commerci al consunmers. To establish the actual anmount of
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Conpany’s Transition Costs that nmay be recovered by collecting
FTAs and issuing securities, Conpany nust apply for a financing
order fromthe PUC

Under a financing order, FTAs to be collected by Conpany
wi Il be generally based on the actual electricity usage of each
affected consumer. Actual collection of FTAs will vary from
expected coll ections due to a nunber of factors including power
usage and delinquencies. To ensure tinmely recovery of al
Transition Costs covered by a financing order, the financing
order will require the PUC to adjust, at |east annually, the FTA
charge. Under Statute, the right to collect FTAs is a separate
property right (Transition Property). The final terns and
conditions for collection of FTAs by Conpany will be set forth in
an advice letter to be filed by Conpany at a future date.

Proposed Transaction

The PUC has issued a financing order authorizing the
i ssuance of up to $d of Investor Securities in one or nore
series. Conpany, through a Special Purpose Entity (SPE descri bed

below), will issue up to $d of SPE Securities. State A Bank,
t hrough Trust (described below), will acquire the SPE Securities
and will issue to investors up to $d of Investor Securities.
Conmpany will formthe SPE under State C |aw as a bankruptcy
remote, limted liability conpany for the special purpose of
effectuati ng the Proposed Transaction. The SPE will use the
accrual method of accounting. Conpany will be the sole nenber of
the SPE. The SPE wll not elect to be treated as an associ ati on

t axabl e as a corporation under section 301.7701-3(b)(1) of the
Procedure and Adm ni stration Regul ati ons.

State A Bank will establish Trust to hold the SPE Securities
and to i ssue the Investor Securities.

Conpany will transfer the Transition Property in the form of
a sale to the SPE in exchange for the proceeds fromthe SPE s
i ssuance of the SPE Securities. Conpany will also contribute as
equity to the SPE cash equal to a percent of the total issue
price of the SPE Securities. The SPE will invest the equity in
financial instrunents that are issued by parties unaffiliated
with Conpany and that can be readily converted to cash.

The SPE will issue the SPE Securities to Trust in exchange
for the proceeds from Trust’s issuance of the Investor
Securities. The SPE will use the proceeds of the SPE Securities
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to pay costs of issuing the SPE Securities and the Investor
Securities and to acquire the Transition Property.

Trust will hold the SPE Securities and i ssue |Investor
Securities to public investors (Investors). The Investor
Securities will be issued in the formof pass-through
certificates that will represent ownership interests in the SPE
Securities held by Trust. The terns of the Investor Securities
Wi Il substantially mirror the terns of the associ ated SPE
Securities.

The I nvestor Securities wll be nonrecourse but will be
secured by the Transition Property, the equity of the SPE, the
Overcol | ateral i zati on Arount (described below), the FTA Reserve
(described bel ow), undistributed investnent earnings of the SPE,
and the equity and other assets of the SPE (less a snall anount
to ensure paynent of SPE expenses). Conpany expects the |nvestor
Securities to receive the highest credit rating from one
nationally recogni zed credit rating agency.

The Trust will initially issue one series of Investor
Securities, that may be divided into sequential classes, each
with a different |legal maturity date. Conpany expects that the
I nvestor Securities will have schedul ed maturities of
approximately c years, with legal maturities of up to 3 years
followi ng the scheduled maturities. Scheduled maturity is the
date on which the final principal paynent is expected to be paid,;
|l egal maturity is the date on which nonpaynent is a default.

Interest on the Investor Securities wll be payable
quarterly at rates that are based on yields commensurate with
simlarly rated debt obligations of conparable weighted average
lives. The Investor Securities are expected to be sold at or
near par value. Principal paynents wll be scheduled to be made
gquarterly and, in the case of sequential classes, will be applied
In sequential order to each class of the series until the
out st andi ng princi pal bal ance of the class is reduced to zero.
Schedul ed principal paynents for each quarter will be different,
but the total schedul ed principal paynments for each year will be
approxi matel y equal .

I nvestor Securities may be subject to an optional "clean-up"

call -- early paynent of all outstanding principal and accrued
interest -- when the outstanding principal of the series declines
to a small percentage e.qg., ¢ percent, of the original issue
price of the series. |If there are sequential classes, any clean-

up call will apply only to the class with the |ongest maturity.
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Initially, Conpany will service the consuner accounts that
are subject to the FTAs. As servicer, Conpany will, on a nonthly
basis, bill and collect FTAs, remt collected FTAs to Trust, and
retain all books and records regarding the FTAs, subject to the
SPE's right of inspection. Conpany will retain all investnent
i ncome earned on the FTAs between the tinme they are collected and
the tine they are remtted to Trust. Only in the event that
Conpany fails satisfactorily to performits servicing functions
wi | | Conpany be subject to replacenment as servicer. Conpany’s
ability to resign as servicer will be restricted.

The FTA charge will be set to provide for recovery of the
costs associated with billing and collecting the FTAs as well as
for an excess anount (Overcollateralization Arount) that wll
eventual ly reach b percent of the original principal anmount of
the I nvestor Securities. The Overcollateralization Amount wl |
be collected ratably over the expected termof the Investor
Securities. Conpany al so expects to receive at |east $e (net of
all fees and expenses payable by the SPE) in FTAs after the | ast
schedul ed date for paynent of accrued interest and principal on
the SPE Securities.

Trust will retain all remtted FTAs in the "Collection
Account." Quarterly, the Trustee wll pay out of the Collection
Account the Trustee’'s fees, servicing fees, admnistrative costs,
oper ati ng expenses of the SPE and Trust, accrued but unpaid
interest on all classes of the Investor Securities, and principal
(to the extent schedul ed) on the outstanding Investor Securities.
Any remaining FTAs will be allocated to the Overcollateralization
Amount (to the extent scheduled) and then to a reserve fund (the
FTA Reserve).

If the FTAs collected in any period are insufficient to
satisfy the SPE s paynent obligations on the SPE Securities, then
anounts in the FTA Reserve, the accunul ated Overcol |l ateralization
Amount, and the SPE s equity (except for anounts set aside to
ensure paynment of SPE expenses) will be used to satisfy schedul ed
princi pal and interest paynents. To the extent that the SPE s
equity or the Overcollateralization Amount is used to satisfy
schedul ed principal and interest paynents, future FTAs will be
adjusted to restore the SPE's equity and the schedul ed
Overcol |l ateral i zati on Amount.

I nvest ment i ncone earned on anounts in the Collection
Account al so nmay be used to satisfy schedul ed i nterest and
princi pal paynents on SPE Securities and to replenish the SPE s
equity and the schedul ed Overcoll ateralization Anount. Any
excess earnings will be remtted to the SPE. The SPE generally
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will not nake distributions to the Conpany until the Investor
Securities have been defeased or redeened.

If the FTAs deposited in the Collection Account differ from
the FTAs projected to be collected by nore than a certain anount,
the PUC is required to adjust the FTA charge at |east annually.

The SPE Securities will provide for the follow ng events of
default: (1) a default of five days or nore in the paynment of
accrued interest on any Investor Securities; (2) a default in the
payment of outstanding principal as of the legal nmaturity date;
(3) a default in paynent of the redenption price follow ng an
optional clean-up call as of the redenption date; (4) certain
breaches of covenants, representations or warranties by the SPE
in the indenture under which the Investor Securities are issued;
and (5) certain events of bankruptcy, insolvency, receivershinp,
or liquidation of the SPE.

In the event of a paynent default, the Trustee or hol ders of
a mpjority in principal anmount of all series then outstandi ng nay
declare the principal of all classes of the Investor Securities
to be inmedi ately due and payable. |If all classes of the SPE
Securities have been declared to be due and payable foll ow ng an
event of default, the Trustee may, in its discretion, either sel
the Transition Property or allow the SPE to maintain possession
of the Transition Property and continue to apply receipts of the
FTAs as if there had been no decl arati on of accel erati on.

Conpany, the SPE, the Trust, and the Investors wll
expressly agree under the terns of the applicable docunents to
treat the SPE Securities as debt of the SPE for all purposes.

For financial accounting purposes, the SPE Securities wll be
treated as debt of Conpany. Conpany anticipates that the PUC and
the credit rating agencies will treat the SPE Securities as debt.

| SSUES

Does the issuance of the PUC financing order authorizing the
collection of the FTAs result in gross incone to Conpany?

Do the issuance of the SPE Securities to Trust and the
i ssuance of the Investor Securities result in gross incone to
Conpany?

Are the SPE Securities obligations of Conpany?

LAW
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Section 61 of the Internal Revenue Code generally defines
gross inconme as "inconme from whatever source derived", except as
ot herwi se provided by law. G oss incone includes incone realized
in any form whether in noney, property, or services. Section
1.61-1(a) of the Incone Tax Regulations. This definition
enconpasses all "accessions to wealth, clearly realized, and over
whi ch the taxpayers have conpl ete domi nion.” Conmm SSioner V.

d enshaw d ass Co., 348 U S. 426, 431 (1955), 1955-1 C. B. 207.

The right to collect the FTAs is of significant value in
produci ng i ncone for Conmpany, and State A's action in making the
FTA rights transferabl e has enhanced that value. Cenerally, the
granting of a transferable right by the governnent does not cause
the realization of incone. Rev. Rul. 92-16, 1992-1 C. B. 15
(all ocation of air em ssion rights by the Environnental
Protecti on Agency does not cause a utility to realize gross
incone); Rev. Rul. 67-135, 1967-1 C.B. 20 (fair market val ue of
an oil and gas | ease obtained fromthe governnent through a
lottery is not includible in incone).

The econom ¢ substance of a transaction generally governs
its federal tax consequences. Gegory v. Helvering, 293 U S. 465
(1935), XIV-1 C.B. 193. Affixing a |label to an undertaki ng does
not determne its character. Rev. Rul. 97-3, 1997-1 CB. 9. An
i nstrunent secured by property may be an obligation of the
taxpayer or, alternatively, may be a disposition of the
under|ying property by the taxpayer. Cf. id. (the Small Business
Adm nistration is the prinmary obligor of certain guaranteed
paynment rights that are created under its participating security

progranj.

CONCLUSI ONS
Based on the facts as represented, we rule as foll ows:

(1) The issuance of the PUC financing order authorizing the
collection of the FTAs does not result in gross incone to
Conpany.

(2) The issuance of the SPE Securities to Trust and the
i ssuance of the Investor Securities will not result in gross
i ncome to Conpany.

(3) The SPE Securities will be obligations of Conpany.
Except as specifically ruled on above, no opinion is

expressed or inplied regarding the federal tax aspects of the
transacti on.
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This ruling is directed only to Conmpany. Under section
6110(k) (3) of the Code, this ruling may not be used or cited as
precedent .

A copy of this letter should be attached to the federa
i ncome tax return of Conpany for the taxable years that include
the transaction described in this letter.

Si ncerely yours,
Assi stant Chi ef Counsel
(Financial Institutions & Products)

By: Marshall Feiring
Mar shal | Feiring
Seni or Techni ci an Reviewer, Branch 2




