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UNITED STATES 
SECURIllES AND EXCHANGE COMMISSION 

WASHINGTON. D.C. 20549 

Mr. NetZIlrn Lmgstm 
S d w  Vice President and 
ChiefAccwndng Officer 
Entagy services, Inc. 
Post Office Box 61000 
New &lams, La. 70161 
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Findtag 1 @tam 3): 

"ha find decision on the Entergy PAC allocation issueswill be W d  until the Entergy 
Corporation's ("Parent" or "Enter& proposed study is  completed. We ask that you 
commit to adate to campletetbij study and insert that date in yorn response to Si 
cxaminatiwlettar. 

Finding 2 (Item 4): 

The finat decisiou on tbe EntorgJr study of thc d e  of lobbying and political action 
activity costswill be ddmoduntil htcrgy's propod iscompbtcd. We aak that you 
commit to a date to complete this study atd insert that date in your respom to this 
examination letter. 

You make the statement that the Facilities loader clearing process achieves substantially 
the same result aa alloc&ting floor space basad OD labor dollars billed. Provide the 
Examinaton Staff a copy of the analysis you completed in or&r to make the above 
mc!Incnt. 

Finding 4 Qtem 7): 

This Item is now closad. 

EGSI TTC Cost Case 
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Fhding 5 (Item 13): (- 
En- has disagreed With the Exmbation S W s  interpmtation of Rule 45 (c). Entergy 
l so  requested a meeting witb the Director of the Office of Public Utility Regulation 
("OPUR") and other approPriata Commission Staffto dJscuss the issuc. Afbr bquirics to 
the Assistant Director of OPUR and other stafFpemnwl, we could not d r m  that any 
mectinghasbcanmpwsted. 

"he Rule 45(c) adopting release, HCAR #21%8 (March 18,1981), stated in its response, 
to changing the Rub 45(c)(4) public commmt laquagc of a tax agreement d u d h q  a 
"subsidiary" company to d instcad cxcludii "associate companies", that a "holding 
compmy will not normally have a positiw ootporats taxabb irroma, since in-y 
&vi* its principal rc~)lltcc, are excluded". 'Ijhis change WIU not an o d g b d  and 
was envisioned by the commission staff in the cozHmissiorr's adoption of Rule 45(c). 
Tha CornmtasiOn structured Rule 45(0) as an allocation systan that would cham01 tax 
beasfib to the subsidtaty that e tbe benefit while adkingto the principle that the 
"tax a p p o a t i o l b a d  to aay subsidimy shall not exceed the Bcparatbnturntax of sucrb 
subsidiary" (see Rde 45(c)(2)(ii)). Ibe proposiag rclcuse language fbr Rule 4S(c)(5) and 
thc finat rub hguage deliberataly distingu3shed "- companibs"payin% 
thcir"p0Sidw allocatiolz" (artax liability) while only "subsidiary c0mpanteS"witha 
"negative a l ldon"  (tax d t  or tax benefit) arc to d w  payment for tll8ir o m  tax 
u d k  Tha C a m m i ~ o d s  emphasis folr Rule 45(c) and the only come& legal 
i n t e r p r a t r r t i a n W w t b e " ~ i d i e r y " ~ o f t h a ~ ~ ~ o n a ~ ~ t 0 b e i n  

to, though the application +Jaration pcess, argue for sirnilat frh. and cqubble 
treatmat. 

c receiptofthdttexbenafits. T h a h o l d i o g ~ a s a n ~ i a t ~ c o m p a n y w o u l d h a v c  

We asked Entergy to comply with Public Utility Holding Company Act of 1935 
("PUHCA'? in air Exmination sw letter of~ovemba;27,2001. we are asking you 
again fbr the second time. 

"he adoptiag release clearly stated that no provision was msdt in the rule for amending. 
he tax apxmmt. Bccsuse of this provision the only recourse to Entergy is to file an 
apphtion-dccUn uudcr Section 12(b) and Rule 4S(a) to seck authoxkmtion f h n  thc 
Commission under PUHCA to approve a tax d i d o n  agreement that dtviates from 
Rule 4S(c). ob these specific points, I direct you to the National Grid order of uarch 15, 

2 
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2000, WCARNo. 271 4 and tha P m ~  Eaergy bpder of April 18,2002, HCARNo. 
27522. We also point out that tho adopting release stated that any amcQQllcIxt with a 
* d V @  C f f a  nOtb8treated 8 S  llm&fifine. 

The Eden Staffatsopoiuts-out that whcrechangca intaxLawocourorc~~by 
the IRS takcplaoe after a& is filed thatthe 6Oday procedm &Rule 4S(c)(6) aisb 
to lessen the burden of having to file m applicaticmdcclaration. Tbis UM of tbe rule 
through a 6-y notiflcationpmcdwc is not maat to allow fora deviation -the 
core s t d a d s  of Rule 45(c). The pposing releaso notes dtat: 

Finding 6 Qtcm 14)t 

Finding 7 (Rem 15): 

Finding 8 (Ittm 20): 

Pleasaprovide us with tho dates for &vhg the audit scope for the nex8 Euteqy 
Services, inc. (“ESP‘) billing and allocation audit and the tsthaatad date (mat least the 
general time period) for the expected cumpledon of tba audit. 

Finding 9 (Stem 22): 

It is the position of ttw E3xmhtioon Stsfftbat a “fonnaliacd buuhwkm 8program”h 
a p r o m  of periodic rcrview of cataia ttnotions. The type of d y d s  pmented in your 
respoa~arclatedto~~g~Dtpsrtmcllt,~nfbrmationSsrviccs,~lnveartotRnlasionsis 
the type of analysidreview we are looking fbr in benchmuking. We would l i  to see 
this &aumentcd on a regular basis as you have dona in the letter. It is importeat that 
E n t q  sustdn the tooaomIcal ad efficient standards of W o r n  13@) by having 
availaMoapcriodkbenchmadriagsystem. 

Fiudhlg 10 (Item 27): 

Pleaso provide the Examination Staff an indication of when you will meet or have mct 

point, we wilt determine if additional follow-up is a t c c s s ~ ~ y  which might include l~ful 
project wdcs and allocation methods, 

with Mr. LGonard and Mr. Him. Pleas8 report to m the Twults of your meding. At that 

cost 
~~ 

3 
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Fmdiag11 (Item 30): 

PYodiag 12 (item 33). 

(A) ESI committedto d g  w i t h m p r s o d  chargias t h e  and 
expenses to project codes FSPVPl and F105S5, The E xamidon Staff would 

Itwn, 
We understmi this project codb (R16447) was closed January 1,2002- Is 
thtlvraaewcodeestabli&edtoaecumulatebtypecwts') Oristbis 
W o n  eliminated? 

like to mviw the results of ?hose mcsting before fInsl acccpmw on this 

(B) 

i. 
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Mading 14 (Item 44): 

Fhnding 1s (Item 4S& 

Eyading 16 (Item 52): 

The Examination Staffhas added wme mv qwstkms to our Examhation, since tha 
Entc;rgy- 'onthatisbdngasktdofallcompanies. Pleasarespondtotha 
foIhving questions: 

1. The Commission's examination progmm of rcgistrrcd holding compnny systuns 

(1) Do alt thne of the functioaal components of a registered hdding 
mnpmy, holding wmpmy, d i t y  and non-utiIii, operate under positive 

(2) What is the purpose of the cotpatate d o r  legal entities formed by tb 

~RH~*PuHcAccntcl3aroyrdthreemajorissu#l: 

fhancial perhmance goal& 

RHC d the propriety OfCOIpOrak govemanct; d 
i 
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lnuroysINicrckc. 
PostofRceBox61000 
New Olem~. LA iOi61 
Td 5005160326 
Fax 504 576 2187 

May 31,2002 

- Mr. Robert P. Wason 
Chief Financial Analyst 
Offiw of Public Utility Regulation 
Division of Investment Management 
Securities and Exchange Commission 
450 Fifth Street, N. W, 
Judiciary Plaza 
Washington, D.C. 20549 

Re: Entcrgy Response to Findings and Actions Required (May 7,2002) 
Examination of Entergy Corporation (“Enter&‘ or ”Parant”), Entcrgy Services, b. 
(“ESP?, En- Enterprh, Inc. (“‘EEP’), and Enbgy Power, b. (“EPi’~ 

DearMr. Wason: 

This lettcr is in response to the remaining Findings and Actiona Rtquirsd statal in your 
lttter dated May 7,2002 in conudon with the above ref-& compank As 
requested in your letter, we submit the following rtsponses to the S W s  Findings: 

i 

Findlng 1 (Item 3): 
The final dechion on the Entergy PAC allontion itrue8 will be deferred umM the 
Eatergy Corporadon’s (“Parent“ or “ E n t e r n  propored study b completed. We 
ask that you commit to a date to complete tbi, study and insert that date in yoar 
response to tbb examination letter. 

Entcrgy R t s p s e  to Finding 1: 
Entergy’s PAC costa arc coordinated by Entergy’s Govcrnanental Mkhs Deparlmsnts 
and arc closely related to tho costs that are the subject of the Examination Staffs Finding 
2. htcrgy will h luda the allocation of its PAC costs in the study r e f d  to in OF 
response to Finding 2 below. Enteqy cornmits that it will complete this study and report 
the findings to the Staffby August 31,2002. 

Finding 2 (Item 4): 
The final decision on the Eatergy study of the allocation of lobbylag and polltkd 
action activity cwts will be deferred until Entergy’s proposal is completed. We ask 
that you commit to a date to eompltte thb study and insert that date in your 

/ response to this examination letter. 
“ 
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i Entergy Rmponw to Finding 2: 
Entergy commits that it will complete this study and report the fiudings to the Staffby 

Examination Staffs Finding 1 above. 
A U ~  31,200;L. Thi6 study Will d ~ 0  inCluds tbe specific PAC CO&S Itfared to h the 

Fiadinp 3 (Item 6): 
You make the statement that the Faditiw loader clearing proem achieves 
substaatiaUy the same result as a l h t i n g  floor space based on labr dollam billed. 
Provide the Examination S M  a copy of the analysis yon completed Im order to 

' 

make the above st8tement. 

I 

EGSI TTC Cost Case 3B-214 

Eatergy Rcllpoa~ to Fhdtng 3: 
The analysis included as Exhibit A supports Entergy's statcment that the Facilitie~ loader 
clearing process achieves substantially the same m l t  as allocating floor upace based on 
labor dollam billed. This analysis provides a compaxison of Facilities loader percentages 
to payroll dollars billed percentages for 2000. As you will note, the percentages are 
materially the same, 

F&ding 4 (Item 7): 
TbIa Item is n w  clomsd. 

Finding 5 (Item 11) 
Entergy Rsrponse to Finding 5: 

provided to the Staff on or before July 1,2002. 
Enter&y's re8ponse to this F- will be submitted in a supplemesltal respoase to be k 

F'indlng 6 (Item 14): 
TBb Item b now closed. 

Fladlng 7 (Ttem 15): 
Tbis Item is now closed. 

Finding 8 (Item 20): 
Piease provldc us with the datu for receiving the audit scope for the nest Entergy 
Services, Irc (&ESP) bUHng and aUocation audit and tbc estimated dab (or at least 
the general t h e  period) for the expected completion of the audit, 

Entergy Response to Fkdfng 8: 
Entcrgy hss provided the Staffwith both the audit scope and the h i d  audit report on the 
most recent ESI billing aud allocation audit. Specifically, Ms. Gina Morello, hmer 
Manager of Risk Management Services, emailed the scope for this audit to Mr. Dave 
Marsh on February 21,2002. Ma. MomIlo emailed the 6nal audit report to both Mr. 
Robert Wason and Mr. Dave Marsh on May 16,2002. In the ovcnt that them and 
t m d t t a I s  werc not received, hard copies of the audit scope and the final audit report 
are attached as Exhibits B and C, rcspoctivcly. '< 
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(. - Fsndhg9(rtcm22): 
It is the poridon of the Examinatioa S W  that a uformrlked benchmarkbg 
prograd' b a program of perfodic revkw of certain fhn~tiom. The type of a d y 8 b  
presented in your response related to the.Legal Department, Information Strvkts, 
and Investor Relations Is tbe type of analysWrevlew we are loalfng for fio 
beachmarking, We would like to see this docamcntod on a regular bash a8 you 
have done in the letter. It b Important tbat Eatergy sustrhr tbo economlerl and 
ellldent standards of Sections 13(b) by having available a pcdodk benchmarking 

Entergy Response to Fhdiug9: 
Entergy commits that it will continue to routinely take steps to insum the effoctven~ 
and dciency of its business processes, and therefore, its COBta Thtse steps may b l u h  
but am not limited to, best practices analyses, target scttin%, pafonnssLcs management, 
pro~ess improvanant initiatives, internal nportifts and accountabilitybymanagem~ 
andbencbmarfoine studies. Entcrgywill continue to track and document thaw variow 
studies and/or analyses and will provide copies of any studies d o r  d y 8 m  to the SEaff 
uponrequest. 

mmg 10 (Itsr27): 

1 

.. SyStdhlL 

Piease provide the Examinatioa Staff an Indfcatiom of when you Wm meet or bave 
met witb Mr. Leonard and Mr. Hiab. Please report to UI the rcsrlb of your 
meedng. At that point, we wUI determine Sf additional follow-up is neeusuy which 
might Snclrdc new proJect codes and allocatSoa methods. 

.' ' 4. 

Entergy Response to lpoirdlng 10: 
Entergyoommi& that ESI reprosentatves will meet with M-. Lccmard and Hintz prior 
to August 31,2002 to review the nature of scrvicw rendered by them aradthcirtime and 
expense charging prod- for such smiccs. b g y  will report the results of these 
mcethgs to the Staffby August 31,2002. 

Flttdlog 11 (Item 30): 

uInvontwrrt & subridinrim" when crlculatiag the Parent company asset8 for tLe 
formula. Tlab & why the percentage to tbe Parent (8pprOdmrtely 2%) is so low. 
The Eumtnation S h i f  hu dimgeed witb air crbcuhtion witb Other eontpmb8. we 
do not belleve in the Udonbl~ountSngn argument. The Udosbbcountinf hvolvea 
Including tbe irve8tment in subsidiarke as an asset (M the Parent and the rrreb of 
the bdiVMuJ mMdSarIes, If the P a m t  dM not b8Ve the investment ir0 tbe 
aubridhries, they would have that asset in cash or some other vehicle u3d it would 
be counted as an asset. We first have to addresa the proper crrlcrtladon d t h e  
allocation and then the fairness. Please recdculate the asset metbod rad present 
your lirdings to the Examlaatioa Stsft 

The A$ST rllocatioo mthd I S  C d C d 8 Q d  by Entergy dhdU8- the e 

EGSI 'ITC Cost Case 
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Entergy Response to Hnding 11: 
In this Finding, the StaEtalrc# exception to Entcrgy’s calculation of its Total Assets 
(ASST) allocation method. From a cOmput&od pcspcctive, it appears that both the 
Staff and Entergy agree that the denominlrtor in this calculatkm should bc consolidated 
assets as opposed to combined assets. The S W s  issue ajpcam to be with the numerator 
in this calculation. Entergy‘s structure is such that the Pareat company timctionS as a 
fiurding company. The proceeds from the ismraaee of fitorgy Corporasion stock am used 
to invest in the Entcrgy subsidiaries. Given Entcrgy’s s t w t m ,  the Parent mmmy 
would not have BII asset in cash or some other vehicle if it had not made the investment in 
subsidiaries. Absent the intent to invest in the subsidiaries, there would be no businas 
purpose for the Parent company to issue stock, In addition, the subsidiary compmics 
would not have the cash or some other vehicle if the Parent company had not mad8 the 
investment in mbsidiaries or, alternatively, unless they had obtained financing fixnu wmo 
other source. As presented in Entergy’s consolidated financial statem- prepared in 
accordma with g d y  accepted sccoUnting principles (ARB4 1, par. 6), it is the 
mcts of the subsidiaries that survive at the consolidatwi level. The use of cdmbjllbd 
hanci i  statements is not a htual representation of assets. Enterm biicves that its 
calcuIation of the ASST allocation method is accurato. 

c 

. ... 
i. p 

Additionally, this ASST method, as d y  calc- waa d to allocate many of the 
shared or allocable corporate governance costs presented in Exhibit E that was included 
in m s  January 4,2002 response to the Staffs Findings and Actione Rcqukd. The 
analysb presented in Exhibit E demonstrates that a fXr amount of corporate govcmanw 
costs have been chtirged to the Parmt company. In the latter half of Finding 11, the Staff 
statee that, “We h i t  have to address the proper calculation of the docation ad then the 
fairnesti.” Entergy believes that our response to this Finding cleariy documents Entergy’s 
view on the accuracy of its current ASST calculation. Entmgy also believes that the 
f h  of this method is supported by our response to Finding 12 below and the Staf€‘s 
o m  conclusions about the f’ahess as documented in that Finding. 

Finding 12 (Item 33): 
The first sentence to your response is confu8in~. It souada a8 U the Parent a b  
directly pays (cuts checks) for many of its own expenscr la addition to c a b  btlted 
from ESI. If this h the case, please explain how thir is accompljthed rad what typm 
of costa are paid Entergy has made the argument that when Parent company and 
other noo-regulated companies allocated percentages are comblad and c ~ r d n e d  
for corporate governance cos@ that approximrtdy 28% wm charged to these 
comprnicr (Le. sbarebolder coat). We accept and support this argument. The 
Examinatton Sw la looking at the f a h a  question, is willing to consider the 
amounts charged to sharebolden versus charged to ratepayen (regulated 
companies). 

Exclushe of corporate governance COB& the spccllic cost item should be evaluated. 
For example, you discuss cosb of senior executive ofilcen and the appropriateness 
of using the ASST method An discussed in the prior Item, the ASST is caknlrted 
incorrectly and therefore the costs rllocated are incomet. The Number of I. 

A 

EGSI TTC Cost Case 3B-216 5068 



Employees Method Ir mother one you present An the dbcussion. Again, sines you 
exclude the Parent company an haviug any cmploya, they would recdve ltttlc ar no 
c w  ailocclted using thlr method. You have committed to a further study  of the 
typm of m r v h  charged to project cdm 01255 (Operations-Office of the CEO), 
CosjoO (Opwations-ETR Presidmt and COO), FSPVPI (Opentlon8-VP Strate& 
Plnaulag) and FlWS (Entergy Conrolfdated Tu Scrvlcu), The E-rtfoP St11191 
would Ulte to see tbs mnlb of thb study before making a h r l  conclusion on tBb 
Item. 

Enterlry Respouse to Finding 12: 
Aa a System, htergy’s a ~ ~ ~ ~ ~ t i n g  processes are such that le@ entity specific costs not 
relatad to services provided by ESI can be chargod direc;tly ta a specific legal entity, i s .  
the costs are not billed through ESI. In tho case of the Parent company, these direct 
charm relate primarily to costs associated with the annual sharuholdcr meeting, 
expcascll related to the Entergy BoardofDircctoriand general and admi&& *w 
gxpemscrsofthe~that~~ralatcdtoanylegalbntitymproj~ in2o00, 
these direct charges to the Parent company totaled approximately SS,l 10,000 (exclusive 
of nwrgcr-mlatad transaction costs). 

and 

In our fanuary 4,2002 rcspoxme, Entergy provided tho Stat€ with a pro firmra analpis of 
corporate governance costs basad on 2000 billings (Exbibit E of that rcspmm). Thirr 
analysis included total corporate govcmance m t s  billed by ESI, both direct and 
allocated, to the Parent campmy and sharchotders. The analysis showedthst 
approximately 28% of total ESI corporate govmanw cost# wcm billed to shardmldms. 
As noted above by the Staffin this F W g ,  the Staff accepts end supports the fha8 of 

regulated companies) by Entcrgy. Entcl.gy‘s January 4,2002 respom also notd that the 
analysis presented in Exhibit E excluded any corporate govcrnan~e type costs charged 
directly to the Parant company and the non-regulated compania, La. not billed through 
ESI. Aai noted above, direct charges to the Parent company totaled appmximatsly 
$5,110,000 in 2000. The types of costs includai in this total meet the SEC‘o &tlnition of 

companies fiuther supporn the fairaass of Entergy’s corparate govmmco costs charged 
to shareholdm. 

( 5  

the mount of corpwats govcsnancc charged to sharehob (Patent con4%illy and non- 

corporate governance Costs. Including these Pannt company diractly charged CoIpOmto 
g o v ~ ~ ~ a n d c o r p o r a t s ~ v ~ c o s t s d i n d l y c s l a r g e d t o ~ n o n - r c g u l a t c d  

In this Finding, the Staff again refers to the calculation of Entcrgy’s ASST method and 
thek beliefthat the costs allocated using thio method arc incorrect. With rqpd to thi8 
issue, please see Entergy’s tcsponsc to Finding 11 above. The Staff bas also nqucstcd 
that Ehtergy conduct a study of the types of services charged to project codea e31255 
(Operations-Office of the CEO), COS500 (QeratiorW-1ETR Resident and COO>, EsPVPl 
(Operations-VP Strategic Planning) and F1044S Wtergy Consolidated Tax Servicos). 
Each of these project coda currently uses the ASST allocation method. The ASST 
allocation method was selected because the costs associatsd with these project codes arc 
driven by the oversight and stewardship of corporate assets. The types of costs 
aseociated with these project codes m e t  the S W s  definition of corporate govenrance 

c 
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costs and these pmjcct codsg arc included in the summary totals presented in Entergy'e 
Exhibit E d d  to above. E!ntergy believes that its use of the ASST method, and as 
cunently calculatad, r d t s  in a firir amount of corporate g o v e m ~  charged to 
sharcholdcrcl (Parent company and non-regulated companies). Furthe, with the use of 
this ASST method and the application of cost cawtion principles, Enterm believes that 
it meets the Staffs definition of fairness. Eatorgy commits that ESI representatives will 
conduct a further study of the 
COSSOO, FSPVPl and FlO4-45. Entsgy will rcport the results of ttriS shdy to the SWby 
August 31,2002. 

of services charged to project codas C31255, 

Finding 13 (Item 42): 
(A) ESI CommItfQd to mcefiplo with appropriate PCHOMCI charging time md 

expenses to project codu FSPVP18rd FiosSS. The EXrmtarlion Staff 
would &e to review the results of tbom meeting before iInrl acceptance 
on tblr Item. 

ED- Rtsponse to Finding 13(A): 
Entwgy commits that ESI represmtativeJ will meet with parsonncl char- time and 
expenses to project d m  FSPVPl and F1055S prior to August 31,2002. Entffgy Will 
report the results ofthaw mocfings to the Staffby August 31,2002. 

(B) We undentmd tht project code (Rl6447) was clorcd January 1,2002. I8 
there a new code establidmd to accumulate thaw type coots4 Or b tbb 
function eMmiPrtedt 

Eatergy Respomse to Finding 13(B): 
Project code R16447, General Market Research, waa closed dectivS January I, 2002. 
This general project code was replacod with codas that bill the regulated campanics a d  
the non-regulated compBnics separately, i.u. thtra arc no market rasearchmud project 
codssthat dtocatetoboththe regulated a n d n o n - m  cornpaaim. 

(C) T h b I t t m b d d  

Finding 14 (Item 44): 
Tke determiadion of tht Item hinges on the proper calculation of the ASST method 
as discoucd in Item 11. The Examisatlon StaffwiU hold judgement on agmhg 
with th& rtaponle antis the ASST allocation metbod lasue b naotved. 

Entersy Response to Fsadlng 14: 
Please nfa to Entergy's response to Finding 11. 

Finding 15 (Item 45): 
The Examlnatlou Staff agrees with your responw on Goldberg, Marcheroo 
Partners, hc. Classic Fouadation, Iae. and Cajun Made Golf Prodncb. "be Media 
Direct and Iaternational Business Publishers, Inc. rapoasc suSer from the problem 
of allocation using at ASST method (which Ir calculattd incorrectly). The proper 
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i allocation of these two vendor C O B ~  remdlll opm pendbg the resolution on the 
ASSTmcthOd . 

Entergy Response to -ding 15: 
Please rekt0 Entcrgy's nsponsG to F i g  1 t. 

Fhdhg 16 (Item 52): 
Eateqy has comdtted that tbc colt of certain ptorpeetlvs invoker, &a& as 
(Aramark Sports rad Entertainumt colb, Wayne Leonard and Robert Luft travel 
costs, Theme Parka, etc. nill be billed usbg a metbod that altoerta~ a fair and 
equitable portlon either directly or indirectly to the Parent company. Entew 
expressed its desire not to reallocate the costa for these iftmr il; omdied h the 
examlartlon due to the date of the invoicer and the effort Q rebU and adJwt p* 
year urnbp. The costs should be reallocated, vdth tbt adjurtmtplt nuda h the 
cnrremt year so that prior year fiaaaciah do not h e  to be restated. The 
Exlminatiee Staff rbo rqaertr farther qaandficatloll on the method Entergy b 
planahqj to ulft WUI thln be a new Illocadom method? Please expand your 
I '#vm 

Entergy Rtrpoaa to Flnding 16: 
"he Staffs Novemba 29,2001 Findings and Action8 Required latter addmwd five 
specific invoices in thio Wing. The five invoices included Wayno Lmmd travel cosbo, 
Robert Luft travel costs, Theme Parka New Orleans, LeMcridien New CMsaas and The 
woodlands. Aramark sports and En tcrtainmentcostewsnSlrotaddmssdintheFiDdlrrg, 
but appeared to be inadvertently included in the Action Required -'B Jmuary4, 
2002 qxmsc  to the Staf€'s Fhdhgs and M o m  R a p h d  separately adhmed tho four 
invoices chargad to projaot codw e31255 and ZZ0150 (Wayne Lewatd trawl mats, 
R* LuA travel costs, Le Meriden New Orleans and The Woodlands), Entergy stated 
that thee invoices wets related to costs driven by the oventight and stew- of 
corporate amts. As Mer stated in that regpanee, ESI believes that the ASS" allocation 
method is appropriate to eff' a fair and equitable allocatim of costa bawd on the 
service6 provided. (Ptaase also refer to Entergy'r response above to Fiading 12). 

En-% January 4,2002 response to ths Staffs IF- and Actions Rcquksd 
separcrtaly addresssd the Theme Parka New Orleans invoice. The wsts asaxiated with 
this invoice wcrc allocated using allocation method 18, which ir b d  on the number of 
fufl and p e e  employees. In our response we ackmwledgcd that the Theme Parks 
New Orleaas cosb should have been allocated more broadly, including an allocated 
portion to the Parent company. Our rtsponso dao stated that, "Given the date of the 
invoice in question and prior year in which it was recorded, u rcrbilling and a4iustmept of 
prior year earnings would not be appropriate. Entergy commits tbat progpective CaQSB of 
this type will be billed using a mcthod that allocates a fait and equitable portion either 
directly or indirectly to the Parent company." Since our January 4,2002 response, 
Entagyhas studied this issue and dctmnwd ' that the Thomc Patks New orleans costs, 
and prospective cats  of this type, should be more appropriately allocated based on our 
a l l d o n  method 40, ESI Labor Costs Billed "his method aUocatea costs based on total < 
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labor dollars billed to each company by ESI, with an allocated portion to tho Parent 
company. En- commits that it will rebill the Theme Parh New Orleans costs, d 
any 2001 ad 2002 costs to date of this type. Tho adjustment(s) wilt be msda in the third 
quarter of 2002 SO that prior year fbncials do not have to be mWd. 

As diiussed in my telephone conversation with you on May 30,20@2, Entngy will 
submit a supplemental rmpom by July 1,2002 relatod to both F- 5 ad the "New 
It-" a d M  in your May 7 letter, The respomca for these items tquire extensive 
infonnationanddocumentation.Ratherthansendinginformationaaapi~emcnlbasir, 
Entergy is committed to providing the Staffwith organhod d compreheasve rcllsponaw~r 
fotthe8eitcmS. ~ ~ ~ ~ ~ s o ~ u b m i t 8 s u p p ~ ~ ~ r c s p o a s a b y ~ ~ 3 1 , ~  
that will address the results of various ehrdics to be conducted in c o d o n  with 
Findings 1,2,10,12 and 13. Should you have my questiom, pteasc contact me at 504- 
576-4326 or Ms. Leo Carrava at 504-576-2289, 

SierclY, 

aalh8-e- 
NpthanLaagston 
Senior Vice Prcsidont, 
Chief AccoUnting Officer 

(. . (AtbChmb) 
c: Mr. D a v i d M d  
Mr. Jack Adam 
Ms. Lee Canova 
Ms. Debbie Dudenhefer 
Mr. Cam1 Gunon 
Ma Jill Israel 
Mr. Jay h i s  

, 
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PARHAM, KATHRYN R 
From: MORELLO, OlNA M .- 

ct: 

Subject: 

,/- Sent: Thursday, February 21.2002 4:28 PM 
! lo: CANOVA LEE A 

LUKE, ELIZABETH; HUBER. C A M  S; GRANTHAM. SUSAN; RICMDSON, PAUL 0 
BARNETT, LEE D; PARHAM, KATHRYN R 
MI: Entergy AudR Scoping Document - Response to Action Iem #8 

FYI - i sent this to Dave wilh the SEC today. 

-0Wml Mswae-- 
From: MORELLO. GlrU M 
&ne 
to: ‘dmanh@SrC.gaJ 
Subject: 

Dave, 

In response to Ihe.SECs Findings and Action Required letter dated November 29.2001 item number 8. alteched is a copy 
of the audit scope for the billing and allocation audit currently being conducted by Enlergy’s Risk Management Services 
department. 

Thursdsy. Febnrwy 21.2002 423  PM 

Entergy Audit Scoping Document - Respanse to Adbn Itam rY 

If you haw any questions, please contact me at 509-576-4134. 

Thanks, 
Gina Morello 
Risk Manager 

, .. . Entergy Services, Inc. 
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PARHAM, KATHRYN R 

From: 
9ent: 

Ct: 

Subjock 

cr: .io: 

MORELLO, GINA M 
Thursday. May 16,2002 12:s PM 
basonr@Dsec.gov'; 'rnarshd@sec.Qotf' 
VINCI. OONALO W; WGSTON. NATHAN E; ISRAEL, JILL I; ADAMS. JOHN M (JACK); 
ANDERSON, J WAYNE; GERNON, CAROL S; CANOVA LEE A; PARHAM, KATHRYN R; 
BARNETT, LEE 0; HUBER CARA S; GRAMHAM, SUSAN; LUKE, ELIZABETH 
Enlergy Audit Report on Intra-System Billing 

Bob and Dave, 

In response to the SEC's Findings and Actions Required letter dated November 29,2001 Hem number 8, &ached is 6 
copy of the final audit report for the Intra-System Billings audit conducted by Entergy's Riek Mansgement Services 
department. We will also send a copy to you in the mail. The audit scoping document was sent to Mr. Marsh on 
February 21,2002. 

If you h8ve any questions, please contact me at 504-576-4 134. 

Thanks, 
Gina Morello 
Director, Financial procesSes 
Entergy Services. Inc. 

B 
ISlb).*mu*lol 

-. Jd 

. I  

(. 
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Intw-Office 
Correspondence 

, 
'Date: May 15.2WZ 

To: Nathan Langston 
Jin ismel 

I 

Subject IntraQyrtem Billing Process 

Risk Management Services (RMS) has completed an audit of the Inm-System 
Billing process. In our opinion, the internal controls over affiliate billings an 

The improvement opportuniiles noted In the report should be included in the 
Internal Controls Information System (CIS) for tracking purposes and marked 86 
dosed OW they are resolved. 

'RMS wwld Ilks to thank the Intra-System Billing$ deparlment for thelr help 
:during the course of this audit If you have any ~uestf0t-1~. please feel free lo call 
: me at extension 41 34. 

c CaroiGemon 

,sdecrusra, 

c : 

Lee C a m  
Metism Lajerune 

i 

I 
I 
i 

! 

i 
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E n t . r W S a A L l l l L  
?os1 Office Box 61000 
MW 0- LA To161 
Tel 5045'184320 
Fax 504 576 21 07 

? 

Nangst@entergv..can 

Nathantlongrtorr (. 
June 28,2002 s n o r v r a p I a p c r & s s l ~ ; ~  

Mr. Robert P. Wason, Chief Financial Analyst 

OfRce~PuWicUtilityRggulatbn 
OMskn of Investment Management 

Securities and Exchange Cornmiion 

Judiciary Plaza 
Washington, D.C. 20549 

450 Frn stre;et. N.W. 

Entergy Response to New Item- Examination of Entergy corporatkn (En- w 
Parent), Entergy SenriceS, Inc. (ESI), Entergy Enterprises, Inc. (EEI), and Entergy 
Power, Inc. (EPI). 

Dear Mr. Wason, 

This letter is in responsetothe'new bm*induded in p u r  letter dated May 7,2002 
h connection with the above referenced companies. The request by the Staffwas as 
follows: 

i 

"we are asking Entergy provide a fuU and complete explanation far each of the 
~ k w i r I $ q u ~  

(a) What internal contmls am in place at Entergy that enables executh 
management b know that all expemm, finandal, acquisition a d  
coporate stn~ctum transactions have been accountad fot, recorded 
andlordisdosed to books and records and are done so at the proper 
corpor8te level within the RHC? 

(b) What internal controls am in place that mitars the use of proceeds of 
any € n t q y  equity investment and the leveraging of or cummitment to 
any other funds in non-utilii business? 

(c) What internal and external controls are in place that ldentilBes and reports 
(i) any off the balance sheet financings or i n v w  and Q) the 
formation of any corporate or business entities fbmed to hold, corrbol or 
won any type of investment, asset or l i i  

As summarked in the Report of Management (Bkrder 1 Exhibit A) Entergy's 
management maintains and enforces a system of internal ac#wnting contrds 
designed to provide reasonable assurance that a i  expense, financial, acqulsiin, 
and COrpMate structure transactions, on a cost effedive basis, have been amounted 

' \  

i 
! 
I 
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I 

f 
for, recorded andlor disdosed in the books and records and approved at the proper 
corporate level within Entergy. Thk system of internal accounting controls indudes, 
among other things, the fdlowing: 

./.,I . ' 

1. Enteqy System P o l i i  & Procedures designed to provide guidanca to 
all Enbgy mpkvees in the propet procedures br  business lundlons 
conducted by Entergy (Binder2). 

2. Entergy System Accounting Policies Manual designed to provide 
guidance to all Entergy employees in the pmper method8 of mcwding, 
approving, and digclosing all accounting transactions (Bind&). 

3. Entetgy Budget Guidelines designed to prwide planning and budget 
contrds for all of the business units of Entergy (6imlerl Exhibit 6). 

4. Entergy Exp~~~se mnt Reporting and Log System 'designed Bo ' .  
provide detailed instructions to all Entergy employees mceming If18 
reporting of employee incurred expenses ( B i  1 H i b i t  C). 

5. Entergy- Ester lnstrudion Manual c i d i e d  to prov#e Instructions b all 
employees concerning the proper pmdures for reporting and alloc2atkn 
of houn worked (Binder 1 Exhibit 0). 

1 
6. EnWgy- Pearl System deslgmd to provide insbuctlans to all employees 

comemi- the processing, reporting, and recording of vendor invokes, 
(8inder 1 Exhibit E). 

7. Entqy- Guide to the Vehide Entry Application designed to provkie 
employees with vehklclea, the proper procedures mgardhg the reportbrg 
and auocatkn dvehlcle expmses (mer 1 Exhibit F). 

8. Management prwkles employees with written approval limits tor dl 
transactha (Binder 1 Exhibe G) to pmaibe the proper level of 
management review of all transdons impacting the accounting mccml5 
of Entergy. 

9. Management provides its employees with a Code of Entegrky - 
Guidelines fw Business Ethics and COmpNanee (Binder 1 Exhibit H) to 
set standards of business canduct for all employees as well as a method 

and document accepbnce ofthe Code of Entegrity on an annual bask 
bo resdve concems and questions. An emplayees am requked bb read 

Entergy is organized such that business units i n i i  and appmve t r a n w  and 
designated employees within ESI test appmval authority far all transactkns, prpduce 
and distribute payments, record and review transacbkns, summab and analyze 
transactiolMI, and report the financial results of such traneradions to management 
Business unb are stridly contrdled by budget analysis and centraked tmnsdom 
processing. (Binder 1 Mii I). 

r\ 
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Management tssts the functioning of the system of intemal OOntFols by a 
comprehensive Internal Audit Function (see 2002 Internal Audit Pian Binder 1 Exhibit 
J) and an annual audit ofb financial statements by its outside auditor, Dekb & 

Management monitom the investment a d o r  commi&nent of capital in the KHHIfjlitY 
business through detailed written policies (Binder 1 Exhibit K) conb.oling the 
doarmtation of the justiflcatbn and required authoriratkn hr the cwmatbn dnew 
non-utility subsidiaries end subsequent budget review of monthly operating results. 

Any material off-balance sheet financing would of necessity involve the Corporab 
Treasury Omup, w h i i  has a long working h i  of invoMng the corporate tax 
gmp and the corporate accounting grwp in a# mtmditbnal Praject financing. 
Entergy's corporate poricies requim the invdvement of the Copcmte legal group in 
thefwmatkmofanynewenOityintheregulatedbusiness(handlin61aftheformridknd - .  
new non4ity subsidbk Is disarssed above). The authorizatkn tables (Blndw 1 
Exhibit G) amr authomatkn of the initial funding of any investment in any new 
Subsidiily. 

Management a b  m k m  financial results through e sed- d monthly meetings to 
update the budget (Sample of present Estimate Binder 1 Exhibit L), a monthly 
update meeting with the Chlef Acawntlng Offker and a sepaate monthly medng to 

Management has mxdy formed a Corporate Risk Committee (cwnpt'#red af senkb 
corpwate offken+ see Binder 1 Exhibit M )which meet8 weeldy to review all large 
unusual transactions and of any newsubgkflarles and is in the pll~cess of 
overseeing the drafting of8 Risk Manual to provide guidance for all ~WWQWS. We 
believe that such actbnr, will stren$thj3n the.weFall CQnbdS of 8xeaJwa 
management 

Although not induded in your request, the Board of Direcbocs and Commltteer,ofthe 
Board provide conbols over certain transactbns. We would be pleased to provide 
suchdoarmtatbnlfneeded. 

I Twche. 

c .  u p d a t e t h e C h i e f F i n H m .  

if ywt have any questions regarding the above inlwmzh or the endosed 
documerrtatbn, we would be happy to discuss these matters further or to provide 
additional infonatkn or documentation. 

d-7sAk-M.3aJy 
Senior Vice president 
ChiefAcoounting Officer 

cc: John M. Adm 
I Lee c a m  

Kathy P a h  
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June 28,2002 

Mr. Robert P. wason 
Chief Financial Analyst 
Division of lnvestmcnt Management 
Securities and Exchange Commission 
450 Fifth Street, N.W. 
Judiciary Plaza 
Washington, D.C. 20549 

RE: Exadnation of Enteqgy Corporatiom (Entergy or Parent), EntcrOy Strvhb 
Inc. @SI), Entergy Enterprises, Inc. (EEI), and Eatcrgy Power, Inc. @PI) - . . 
ENTERGY’S RESPONSE TO AUDIT FINDING #S (TAX ALLOCATION) 

DearMr. Wason, 

Thie letter is in response to your letter dated May 7,2002 regarding Audit Finding 
#5 (Tax Allocation). Entergy would like to talte thia opportunity to correct Certain 

statements in the May 7* letter and provide m explanation of the Company’s 
interpretation of Rule 4S(c). 

In your May letter, you stated that it is “vary clear to the Examination Staff 
that En- cannot just adopt a tax allocation agreement that sllows a h o b g  company 
to earryforwsrd andor retain tax benefits attributable to holding company expcmcs m 
order to offict the loss agaitldt a subsequent year tax liability without having fht filed fbr 
such approval under Section 12@) and Rule 45(a).” You also indicated, ‘The adopting 

release clearly stated that no provision was madc in the rule for amending the tax 
agreement. Because of this provision the only recourse to Entcrgy is to file an 
application-dcclmtion under Section 12jb) and Rule 45(a) to seek authorization from the 

Commission under PUHCA to approve a tax allocation agreement that deviates fiom 
Rule 4S(c).’* 
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Fitst, Entcrgy did not ’just adopt a tax allocation agreement.. .Without having first 
filed fbr such approval under Section 12(b) and Rule 45(a).” Entargy is operating \indtr 

its existing Tax Allocation Agrement (“Agnement”) dated April 28,1988,  si moditid 
by four amendments filed through July 31,1997. It is not operating under the propod 
agreement. It is our understanding that the Staffhas not challenged the procedure by 
which we adopted our existing Tax Allocation Agreement. Further, it ir Entegy‘s 
position that it’s currcnt Tax Aflacation Agreement h in compliauw with Rule 250.4S(c) 

(“Rule 45(c)” or “the Rule”) as would be &a Roposed Tax Allocation Agreement 

(“ProposadAgreunent“),ifandwhenadapteed. A d e t a W d i a c u s g i o n o f ~ r r  
position is included, below. Finally, Entergy’s Proposed Agreement seeks to chi@, not. 

change, it’s exiSting Tax Allocation Agreema. 

Mr. Wason, in 1995 and 1996, in which he sought clarification of tho Agreemat and 

requested that two substantive changes be made. The two changes requested by Mr. 
Wason wcn first, to treat Entergy Savices, Inc. the same as all othcrsubsidiaria in the 

Allocation and, second, to add a provision regarding regulatory impacts of consolidBttd 

ThtEntcrgyPropos#iA~~wasncc~itatadbascdupoadiscuaujionswith 

savinlp, on the public utilitia, In the Fourth Amendment to the Entergy Tax Allocation 
Agreement, dated July 31,1997, Mr. Wason’s request With mgad to Entcrgy Services, 

Inc. was implemented. Therefore, the only substantive change remaining is Mr. Wason’s 
request regding regulatory impac~. All other pruvisjom in the Propod Agcwmant 

merely seek to chi@ the existing Agmment. Consequently, Entasy does not believe 
that it nee& to file under the application&claration proc#ur of Section 12@) ami Rub 
45(a) in order to adopt the proposed allocation agreement . The filing with the U5S is 
suficiaat, Entc%y asserts that thcProposed Amendment has not been filedwith the 

Form U5S bocauw we wera waiting for the SMto  reply to us regarding the hetuning 
of the ptppoebd Amandtnant. 

indicating that the Rule made no provision for amendment of tax allocation agreements. 

The Supplemental Infbmation to the Final Rule, d s  as follows: 
‘Wo provision was made in the p r o m  {emphasis added) for amending the tax 

agreement.. .** 

Second, the Staf€emd in its reading of the adopting rekase far Rule 4S(c) by 

\ 

c. 
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' t ~ x p e c t c d  events, including changes in the tax laws, may require modificatim 
of the agreement during its operation, as may some lciads of adjustments by tho 
taxing authority after the return is filed. But amendments with mtmetive effsct 
cannot be treated as mutine filings. The effect-of the d e ,  as proposed {emphusis 
added), would have bean to requin a docladon under Rule 45(a) for 
amcndmcnts. The adopted rule perdts amendment (mphasis added), subject 

to Commission approval if the Commission directs within 60 days of the filing 
that the amendment be deemed a declaration under Rule 45(a). It thus eliminates 
formal procedures under Rule 23 if the amendment is of a character which does 
not n& furtha cxaminatia"' 

Further, Paragraph 6 of Rule 45(c) clearly states that amendments to tax 

allocation agreements are klowd and provides that the amdmcnt~~ are mads by fWg, 

with the Fonn USS. It is accepted practice to €ile changes to the tax allocation agrement 

in the form of an "atnmdment". Entergy has previously added four amendments to the 

ex- Apcmcnt. Also, other public utility holding companies hqwntly use the 
designation "Amembmt". 

In addition, Staff asscrb that their position, of disallowing the holding company 
from retaining the benefits of its own loss carryforwards and carrybacks, is the "only 
c o r n  legal intcrpratation". Further, it WBB implied that no other PUHCA systcm 

htapreted Rule 4S(c) thc way that Entergy intapretsd it. Entergy rcspcdUy disagraes. 

Entcrgy believes that its long held intupretation is camct and further, that other public 
utility holding company systems have similar intcqmtations of the Rule. 

aumi 
Entcxsy main- that Rule 45(c) allows a holding company to reflect its own net 

operating logb ("NoL") carryf i iard in the calculation of "colporate taxable income" as 
that tarn is defined in Rule 45(c)(1). The comqucncc of this is that the holding 
company may derive a benefit h m  the NOL carryforward if, and only if, it produces 

I 
'SEC17cFRPprt250,~!~No,21968(Msrcb I8,1981)1981SECLsldr1819FiDal~: 
S u p p h t l u y  Mixmath i "- 
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f sufEcient taxable income to absorb the prior yeer NOL during the c-ard perid 
The Staffbelieves that Ruls 45(c) prohibits this. 

Our mearch discloses no evidence whtusoever that Rule 45(c) was intended to 
prevent a holding company iknn absorbing its own NOL camyfbmd. la fact, it is 
apparent that the Rule was promulgated on the prtmmpton that a holding company 
would never be in a position to absorb NOLs. Thus, the SUPPLEMENTARY 
INFORMATION section of the Release h which the SEC published the proposed Rule 
45(c) states: 

"The corporate relationships required by the Act assure that the deductible 
corporate exponsts of the holding company itself will always crcato a 
conaolidated tax saving, since Section 13(a) of the Act precluderr such clltpermcs 
being passed on to the subsidiaries, through service charge or contract, 80 as to 
transfonn them into corporate deductions of the subSidiari~9...~ 

. 

Again, the SUPPLEMENTARY INFORMATION section of the Rcltcure in which Rule 
4S(c) was w y  adoptad rtatss: ' 

"As stated in the releatic on the proposed rule, the holding company will not 
normally have a positive corporate tiaxable h m e ,  since intuwmpiiny &vi&, 
its principal remum, are exc~ucied~' c 
What is clear, then, is that the Rule as written io not tha mult of policy 

deliberations in which a conscious dctexmum ' 'on waa made as to the method of hading 
holding company NOLA Futbr, none of the mnnmw HCA (Public Utility Holding 
Company Act of 1935) reltasts cited and/or ditmmcl by the Staff in its Audit Findings 
address the question of how company NOL canyforward usage. Thew 
pronouncementti address subsidiary, not holding company, NOUP Simplyput, we ae 
constrained to apply a set of principles promuIgated to address one set of circmsttaaccs 
to an entirely difkent set of circumstances. 
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B e c a w  any c&xt to divine the intent of the drafteJrs would be in vain, there 
ought to be only two potential w&ts on Entmgy’s approach to holding company 

NOLS, Fifst, there must be nothing in the literal language of Rule 45(c) that precludes 

htergy’s approach. Assuming there is none, then the approach must not contravene any 

policy or purpose articulated in the Public Utility Holding Company Act of 1935 (the 
”35 Act‘’). Analysis disclosas neither specific regulatory language nor any poky 
consideration that should preclude our approach. To thu contrary, Entergy’s approach is 
entirely consistent with the  provision^ of Rule 45(c), with the policy of the Holding 
Company h t  and, fiutha, i8 both lo@l and equitable, 

The Regulatory Laanarm 

a number of tax allocation techaiqum which, if iucorpotatsd into an agreemeat among tbrr 
The purpose of Rule 45(c) was to mtablisb a tax sharing “ d e  hubor.” It set out 

participanb in a consolidated tax return, could be employed without the necsSaity of a 

Declsration. There is no doubt that the techniques established by the Rule aperate 
independently of any tax allocation techniques descn’bed in the Internal Revexme Code 

and/or the regulations promulgated thereunder. In short, they stand eatitCry on their own. 

Thus, Eutergy agreeg with S W s  conclusion in this regard. However, the fact that this is 
so Simply means that it is the language of the Rule itself that establishes the pamissl”bls 
methods of tax allocatioa In no way h . t h e  Rule’s indcpendanca fmm the tax law 
validate the Staffs hkqmbtion, In hct, it is the languase of the Rule itself that Entcrgy 
relies on to support ita position regding holding complllllr Noh, 

The operative provision of the Rule is contained in subparagraph (2). It provides 
two alternative basts upon which to allmate conaolidatai taxes: "corporate taxable 
income” and “separate mtum tax.” It is this very provision that 8ccomJ11odBte8 Entcrgy’s 
approach to the utilization of holding company N o h .  While the Entergy agmancnt 

employs the “corporaSt taxable income” method of allocation, ita approach would be 
equally acceptable were it to employ the “separate tehun tax’’ allocation method. 

It is clear from subparagraphs (4) and (5) that it is only subsidiaries, never the 

holding company, that can be paid for its N o h .  However, the ability of the holding 

company to avail itself of its own previously genctated NOLs does not constitute a 

(‘ 

(. 
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( .  pmhiited payment. Moreover, this ability is inbGlmt in the de~tiom of “corporate 
taxable iIlcomd’ and “separate return tax.” 

The Starting point fbr this analysis is the delinition of “separate return tax.” 

“%parate return tax” plays two distinct roles in the Rule. As indicated above, it 
~~~~oacoftbetwopamiss ib ls~uponwhichto~canrrot idadedtax .  It 

also serves as a limitation on the munt of tax a subsidiary (but not the holding 
company) may be allocated Rule 45(cx2). Subparagraph (1) debs “iscpapate return 

tax” as: 
“...the tax on corporate taxable income of an asso~iato company campwtod BI 
though such company were not a member of a consolidated group.“ 

By usc of the term “miate,” it is clear that this definition applies to all members of the . 
consolidated group -to h o w  companies as well as to subsidiaria. However, this 
definition fils to clearly articulate whether the tax calculation is to bebanal on corporata 
taxable incotno computed as if the company ww not a member of the COBSOW p u p  

in thatparticular year (i.e.’ 011 a “non-historical” basia) or as if the ampany had never 
been a msailbca of the consoiidated group (Le., on an %sbrhY bash). Thb is a critical 

dktindon W s e  a %on-bi$torical” appraach would not agord recognition to separate 

c 
companyN0Lc~~~iathacomputstionof~tcturatax“whikspn 
“historical” approach would afford such &ognition. 

A carefirl reading of the Rule leub us to conchrde tbat the only appach that fits 
its languags in the “historical” one. This is bccause the allocation methodology permitted 

by subpaagyaph (4), (the ‘bvait and see” methodology) simply cannot co-exiat with 
su-h (2)’s o v d  limitation on taxes allocated to eubsidiariee dew an 
‘%ktodcd” approach is adoptad. More specifically, iftha ‘‘sepspate tctum tax” limitation 
of mbpmgrapb (2) w m  to ?JC computed only with regard to currant year tax reid& it 
would effactiVt1y render the idlacation methodology explicitly pnwided h r  in 
subparagraph (4) a nullity. 

An illustration best de~~~nstmtes this. The subsidiary tax limitation of 
subparagraph (2) reads: 

“-..but the tax apportioned to any subsidiary shall not cxceod the separate rttuan 
tax of such subsidiary.” 
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TaxAllocatudPeaRule . Tax Allocated Per Ruk 
4WX4) 45(CX4) 
$17.50 $52.50 

$0 $0 

$17.50 $52.50 

I I 

This is an ovcr-riding limitation and all other provisions of the Rule arc mtmhmte ' toit. 

Assume a parent Op) has two Opetating subsidiaries (X and Y). Fwtbcr assume that P, X 
and Y produce the foltowing taxable incomes in Years 1 and 2. 

Assuming that consolidatd tax is atlocated on the basis of corporate taxable income, that 
the Rule 4S(c)(4) allocation method is unployed and that a 35% tax rak prsvsilrr, the 

following table depicts the allocated tax: 

i 

Year 1 Year2 I I 

If one interprets the subsidiary limitation contained in Rule 4S(c)(2) to be computed on a 

year-by-year (Fe., a non-historical) basis, the applicabte limitations would be as follows: 
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Member Year 1 

citation 
Per Rule 45(c)(2) 

Limitation 

s3s 
X 
Y 

It is apparent 6vm thaw last two tables that the tax allocated to Y pursuarrtto Rula 
45(c)(4) in Year 2, $52.50, would unquestionably violate the Rule 45(0)(2) wparate 

return tax limitation in that year, $35, iftbat limitation ie computed on a "non-bis&oricai" , . 
b h  Only ifthe limitation is applied by giving recognition to Y's hhxy can the 

allocation methodology dakibcd in Rule 4S(c)(4) be aquared with the subparagraph (2) 

subsidiary limitation. Thus, "separate return tax" must be computed 011 a CU~UMVO~ 
his t~ca l  basis in order to give subparagraph (4) any meaning whatsower. 

This conclusion is Mer supported by an cxamiaatiOn of tho evolution of Rule 
U-45@)(6), Rule 45(c)'s predccasor. The fmt version of Rule U-45@)(6) was adopted 

in 1941: It permitted a holding company to  posse^ a "right to C' Ennn each 

subsidiary for the payment of taxes: 

c 

.h atl alllOUUt nOt C X C d h B  Bs ally ComPNly that P-taBC Of the btd 
with tho individual tax of such company (ifpaid under a separats rctum) would 
bear to the total amount of the individual taxa for all rncmbers of & group, for 
the particular tax period.'' 

so 
s3s 

The prsCiaa computation of the individual (Le., scparate return) tax undsr this fbmulation 
was somewhat ambiguous. 

augment the description of each company's tax liability? lasated into the body of the 

t a t  of the Rule was the fbllowing sentence: 

Howwe, soon thuwfter, Rule U-45@)(6) was mended to, among other things, 

'Tu computing each company's tax on a separate roturn basis, allowance dull be 
made for loss cafiysvar and other djustxnents as ifthe company had always filed 
its tax retum on a separate rrmfil basis." 

\ 

HCA Roleace 2902 (JU~Y 23, ini). ' HCA Rukasa 4167 (March 13,1943). 
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( ’  
Thilr language clarified that the computation was to proceed on an ”historical” basil. 

Finally, in 1955, Rule U45(bX6) was Mer amended, this time to altw the 

structura ofthe reIcvmt agrement fiun a mmiution right to a tax a~ocaticm.’ ~n so 
doing, it imposed the following limitation on the amount of tax that could be allo~atcd to 
asubsidiuy: 

“...the tax allocated to each subsidiary mpaay shall not exceed the amount of 
tax of such company b a d  upon a separata return computed as if such comp~loy 
had always filed its tax returns on a separate return bash? 

At the t h e  Rule 45(c) was adoptud,’ them dsted almost foxty yeasa of history, 

f b m  1943 through 1981, during which period a company’s sqnuata return tax was 

computed on an historical basis. Ifthe adoption of Rule 45(0) was intended to jettison all 
of this precedent, tbem was absolutely no indidon of it. To the contrary, the language 
of the Rule is emtirely consistent with that history. 

Rule 45(cX1) dcfinca “separate rchun tax” 01) a tax ou “corpwata taxable 
income.” Since, indicated above, this tax is au historical COmpUtBfiOll, it stands to 
reason that “ c o ~ ~ ~ r a t e  taxable iacoms” must be an historid comput(Ltion also. In fact, 
there is no justification for treating the tax-based allocation method diffacntly h m  the 

inComabased allocation method in this regard? 

to aosociate campanies - that is, to holding compania as well as to subsjdiaries. Thus, 
the incorporation of its prim year N O L ~  into tha holding conipmy9s COMPUWBJ of its 
“corporate taxable incorn’’ is entirely consistent with the literat language of the Rule. 
While t h i ~  mscbanism provides the holding company a benefit for these prior tax losses, 
them is no k t  payment &om one or mora subsidiaries for the Noh - a direct violation 
of the Rule. bolrtead, there is merely an allocation of the consolidated tax liability in a 

( 

As with “scparat. return tax,” the definition of ‘acaporate taxable h m o “  applies 

’ HCA Release 12776 (January 12,1955). 
‘ByHCARc~21968(Msrch 18,1981). 

themradrr have aot been adqmd by tbe Commission, it is notmwthy thru P company’s “taxable iacomo” 
as reordad on b 3 0  of its F c d d  Corporata IaconmTur. RChua(F0rm 1120) is its taxable hcoaaa for 

&Anition of “corpatott taxable income.- So is thc GAAP trnbnent of- NOL c m y f b m d s  which 
prcroaab#l that thebenefit of an NOL will not be mqaizcd by a c-y having no prospect of producbg 
taxable income mtbc c- pioduatij such time ps the NOLernbaused to offset faxable incoxm. 

’while, as pmriwly meaeioned, the t8x ~ o u r u l a r  of thc htaaal Rwcwc code ad the rcgubtiom 

tht year rcduocd by my N O b  it xmy lmva avrilpblo to it. This ir banaownu withBnwrgy’rv#woftb8 
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