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‘Dear Mr. Lay,

Has Enron become a nsky place to work? Forthose of us who didn't gst nch over the (st fou
years, can we afford to stay?

Skilling's abrupt departure will raise suspicions of accounting improprieties and valuation issues.
Enron has been very aggressive in its accounting - most notably the Raptor transactions and the
Condor vehicle. We do have valuation issues with our intemnational assets and possibly some of

our EES MTM positions.

The spotlight will be on us, the market just can't accept that Skilling 1s leaving hus dream job.
think that the valuation issues can be fixed and reported with other goodwill wnte-downs to occur
in 2002. How do we fix the Raptor and Condor deals? They unwind in 2002 and 2003, we will
have to pony up Enron stock and that won’t go unnoticed.

To the layman on the strect. it will look like we recognized funds flow of 3800 mm from merchant
asset sales in 1999 by selling to a vehicle (Condar) that we capitalized with 2 promise of Enron
stock in later years. Is that really funds flow or is it cash irom equity 1ssuance?

We have recognized over $550 million of fair value gains on stocks viz our swaps with Raptor,
much of that stock has declined significantly — Avici by 98%, from $178 mm to $5 mm, The New
Power Co by 70%, from $20/share to $6/share. The value in the swaps won't be there for Raptor,
so once again Enron will issue stock to offset these losses. Raptor is an LIM entity. It sure looks
to the layman on the street that we are hiding josses in a related company and will compensate that
company with Enron stock in the future.

[ am incredibly nervous that we will implode in a wave of accounting scandals. My 8 years of
Enron work history will be worth nothing on my resume, the business world will consider the past
successes as nothing but an elaborate accounting hoax. Skilling is resigning now for ‘personal
reasons’ but I think he wasn't having fun, looked down the road and knew this stuff was unfixabie
and would rather abandon ship now than resign in shame in 2 years.

Is there a way our accounting guru’s can unwind these deals now? I have thought and thought
about how to do this, but | kesp bumping into one big problem - we booked the Condor and
Raptor deals in 1999 and 2000, we enjoyed a wonderfully high stock price, many executives sold
stock, we th=n try and reverse or fix the deals in 2001 and it’s a bit like robbing the bank in one
year and trying to pay back it back 2 years later. Nice try, but investors were hurt, they bought at
$70 and $80/share looking for $120/share and now they're at S38 or werse. We are under 100
much scrutiny and there are probably one or two disgruntled ‘redeployed’ employees who know
enough about the ‘funny’ accounting to get us in troubie.

What do we do? I know this question cannot be addressed in the 2ll employze meeting, butcan
you give some assurances that you and Causey will sit down and take a good hard objective look
at what is going (o happen to Condor and Raptor in 2002 and 2003?



Summary of alleged issues:

Raptor

Entity was capitalized with LJM equity. That equity is at nsk; however, the investmsnt was
completely offset by a cash fee paid to LIM. If the Raptor entities go bankrupt LIJM is not
affected, there 1s no commitment to contribute more equity.

The majonty of the capitalization of the Raptor entities is some form of Enron N/P, restncted
stock and stock rights.

Enron entered into several equity derivative transactions with the Raptor entities locking in our
values for vanous equity invesiments we hold.

As disclosed, in 2000, we recognized $500 million of revenue from the equity denivauves ofiset
by market value changes in the underlying secunties.

This year, with the value of our stock declining, the underlying capitalization of the Raptor entities
is declining and Credit is pushing for reserves against our MTM positions.

To avoid such a wnte-down or reserve in Q1 2001, we ‘enhanced’ the capital structure of the
Raptor vehicles, committing more ENE shares.

My understanding of the Q3 problem 1s that we must ‘enhance’ the vehicles by 3250 milhion.

1 realize that we have had a ot of smart people locking at this and a lot of accountants including
AA&Co. have blessed the accounting treatmenst. None of that will protect Enron if these
transactions are ever disclosed in the bright light of day. (Please review the late 90's problems of
Waste Management — where AA paid $130+ mum in litigation re: questionable accounting
practices).

The overriding basic principle of accounting is that if you explain the ‘accounting treatment’
to a man on the street, would you influence his investing decisions? Would he sell or buy the
stock based on a thorough understanding of the facts? If so, you best present it correctly
and/or change the accounting.

My concern is that the footnotes don’t adequately explain the transactions. If adequately
explained, the investor would know that the “Entities” described in our related party footnote are
thinly capitalized, the equity holders have no skin in the game, and all the value in the entities
comes from the underiying value of the denvatives {(unfortunately in this case, a big loss) AND
Enron stock and N/P.  Looking at the stock we swapped, I also don't believe any other company
would have entered into the equity derivauve transactions with us at the same prices or without
substantial premiums from Enron. In other words, the $500 million in rzvenue 1n 2000 would
have been much lower. How much lower?



Raptor looks to be a big bet, if the underlying stocks did well, then no one would be the wiser. I7
Enron stock did well, the stock issuance to these snntes would decline and the transacuens would
‘be less noticeable. All has gone against us. The stocks, most notably Hanover, The New Power

Co., and Avici are underwater to great or lesser degrees

[ firmly believe that executive management of the company must have a clear and precise
knowledge of these transactions and they must have the transactions revie wed by objective experts
tn the fields of secunties law and accounting. [ believe Ken Lay deserves the nght to judgs for
fimself what he believes the probabilities of discovery to be and the estimated damages to the
company from those discovenes and decide one of two courses of action:

1. The probability of discovery is low enough and the estimated damage too great; therefore
we find a way to quietly and quickly reverse, unwind, wnte down these

positions/transactions.
2. The probability of discovery is too great. the estimated damage to the company too great;

thercfore, we must quantify, develop damage containment plans and disclose.

I firmly beiieve that the probability of discovery significantly increased with Skilling’s shocking
departurc. Too many people are looking for a smoking gun.



Summary of Raptor oddities:

1. The accounting treatment looks queshionsble.

Enron booked a $300 mm gain from equity denvatives from a related party.
That related panty is thinly capitalized, with no party at nsk except Enron.

It appears Enron has supported an income statement gain by a contnbution of
its own shares.

One basic quastion: The related party entity has lost $300 mm in its equity
denvative transactions with Enron. Who bears that loss? [ ean’t find an equity or
deit holder that bears that ioss.  Find out who wiil lose this money. Who will
pay for this loss at the related panty entty”?

If it's Enron, from our shares, then [ think we do not have a fact pattern that
would look good to the SEC or investors.

2. The equity denvative transactions do not appear (0 be at arms length.

a.

Enron hedged New Power, Hanover, and Avici with the related party at what
now appears 10 be the peak of the market. New Power and Avici have falien
away significantly since. The related party was unable to lay off this nsk.
Thus fact pattern is once again very negative for Enron.

[ don’t think any other unrelated company would have entered into these
transactions at these prices. What else is going on here? What was the
compensation to the related party to induce it to enter into such transactions?

3. Therzas a veil of secrecy around LM and Rapter. Employees question our
accounting propricty consistent!y and constantly. This alone is cause for concem.

Jeff McMahon was highly vexed over the inherent conflicts of LIM. He
complained mightily to Jeff Skilling and la:d out 5 steps he thought should
be taken if he was to remain as Treasurer. 3 days later, Skilling offered
him the CEQ spot at Enron Industrial Markets and never addressed the 5
steps with him.

Cliff Baxter complained mighuly to Skilling and ail who would listen
about the inoppropriateness of our transactions with LJM.

[ have heard one manager level employee from the pnnciple investments
group say "I know it would be devastaung to all of us, but [ wish we
would get caught. We're such a crooked company.” The principle
investments group hedged a large number of their investments with
Raptor. These people know and see a ot. Many sifrular comments are
made when you ask about these deals. Employees quote our CFO as
saying that he has a handshake deal with Skilling that LJM will never lose
money.



4. Can the General Counsel of Enron audit the deal trail and the mouney trail between
Enron and LIM/Raptor and its pnacipals? Can he look at LJM? At Raptor? If the CFO
says no, 1sn't that a probtem?



Condor and Raptor work:

1. Postpone decision on filling office of the chair, if the current decision includes
CFO and/ar CAO.
2. Involve Jim Derrick and Rex Rogers to hire a law fimm to investigate the

Condor and Raptor transactions to give Enron attorney client privilege on the
work product. (Can't use V&E due to conflict - they provided some true sale
opinions on same of the deals).

3. Law firm 1o hire one of the big 6, but not Arthur Andersen or
PricewaterhouseCoopers due to their conflicts of interest: AA&Co (Enron);
PWC (LTM).

4. Investigate the transactions, our accounting treatment and our future

commitments to these vehicles in the form of stock, N/P, etc..

For instance: In Q3 we have a $250 mm problem with Raptor 3 (NPW) if we
don’t ‘enhance’ the capital structure of Raptor 3 to commit more ENE shares.
By the way: in Ql we enhanced the Raptor 3 deal, committing more ENE
shares to avoid a write down,.

5. Develop clean up plan:
a. Bestcase: Clean up quietly if possible.

b. Worst case: Quantify, develop PR and IR campaigns, customer assurance
plans (don’t want to go the way of Salomon's trading shop), legal actions,
severance actions, disclosure.

6. Personnel to quiz confidentially to determine if I'm all wet:
a. Jeff McMahon
b. Mark Koenig
¢. Rick Buy
d. Greg Whalley



To put the accounting treatment 1n perspective [ offer the following:

We've contributed contingent Enron equity to the Raptor entities. Since it's
contingent, we have the consideration given and received at zerg. We do, as Causey
points out, include the shares in our fully diluted computations of shares outstanding if
the current economics of the deal imply that Enron will have to issue the shares in the
future. This impacts 2002 - 2004 EPS projections only.

We lost value in several equity investments in 2000. $500 million of lost value. These
were fair value investments, we wrote them down. However, we also booked gains
from our price risk management transactions with Raptor, recording a corresponding
PRM account receivable from the Raptor entities. That's a $500 million related party
transaction - it's 20% of 2000 IBIT, 51% of NI pre tax, 33% of NT after tax.

Credit reviews the underlying capitalization of Raplor, reviews the contingent shares
and determines whether the Raptor entities will have cnough capital to pay Enron its
$500 million when the equity derivatives expire.

The Raptor entities are technically bankrupt; the value of the conungent Enron shares
equals or is just below the PRM account payable that Raptor owes Enron. Raptor's
inception to date income statement is a $500 million loss.

Where are the equity and debt investors that lost out? LM is whole on a cash on cash
basis. Where did the $500 million in value come from? It came from Enron shares.
Why haven't we booked the transaction as $500 million in a promise of shares to the
Raptor entity and $500 million of value in our “Economic Interests” in these entitizs?
Then we would have a write down of our value in the Raptor entitics, We have not
booked the latter, because we do not have 1o yet. Technically, we can wait and face the
music in 2002 - 2004,

The related party footnote tries to explain these transactions. Don’t you think that
several interested companies, be they stock analysts, joumnalists, hedge fund managers,
etc., are busy trying to discover the reason Skilling left? Don't you think their smartest
people are pouring over that footnote disclosure night now? I can just hear the
discussions — “It looks like they booked a $500 million gain from this related party
' company and [ think, from all the undecipherable % page on Enron’s contingent
contnbutions to this related party entity, [ think the related party entity is capitalized
with Enron stock.” ... “No, ne, no, you must have it ali wrong, it can’t be that,
that's just too bad, too fraudulent, surely AA&Co wouldn't let them get away with
that?” ... “Go back to the drawing board. it's got 1o be something else. But find
| “Hey, just in case you might be right, try and find some insiders or
‘redeployed” former employees to validate your theory.”
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Yesterday | reccived an ostensibly secial call from Sherron Smith Watkins, a Houston office alum who
works in the CFO's aroup at our laree avdic client. Enron.  After some small talk aboul current ¢vents such
as the job market and last weck's CEO resignation at Enron. she asked mie if | knew much about some of
Enron’s recent structured transacuons. | told her | did not. having never worked on the Enron job. but that
[ had general knowledge about many of the rekated issves from my work on other marketing and trading
clients. Although she seamed mitzally reluctant to gel into the details with me. an Arthur Andersen audit
partner. she obviously wanted a ““sounding board™ with whom she could discuss certatn of her concerns
rclated to a sct of Enron fransactions. and 1 tald her ['d be happy to hsien

Sherron then teld me she was coneemed about the propricly of accounting for certain related-panty
transacnons. The transuctions i question were, based on vur discussions, with an entity with a name
something like “LIM™, winch was at the time of the transacthions at least partly owned by Andy Fastow,
Enron’s CFO (and her current boss). She later 1old me that Fastow's interest in “LIM™ has since been sold
to Michagl Copper. an Enron alum. 1 also understood by her 1one that the potennally sensitive transachions
were done within the fast couple of vears, Sherron seemed even more agitated about the transactions”
accounting becaunse she perccived the related tootnote disclasures in the companny s ol mlldntcd financal
statements were difficult 1o understand and did not tell the “whaole stony .

After some investigative work since her retum to Fastow's group. she reportedhy had discussed some of her
concerns with Enron’s general counsel oftice ¢she did not name the individual). That indrvidual had
assured her that AA and Enron’s external counsel (Vinson & Elking) had reviewed the transacnions
accounting and financial statement disclosures and that they were sure there was no impropricty. At that
poini. [ mentioned to Sherron that many people inside and outside the company assume we have seen eveny
sinafl transaction and OK"d the accouming. which lor many reasons, potentialhy including materiality, is
often not truc. Sherron understood this, but assurcd me Ihc dollars invoived (apprm imately $304) rmﬂumj
were material. even 10 (a company as large as) Enren. Based both on the 1vpe and size of the transactions,
Sherron told me she was coneenicd cnough abourt these issucs that she was going to discuss them with ken
Lav, Enron’s Chairman, on Wednesday, August 22, 2001
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Based on our following discussions, her perceptions and concemns were:

* Insummary, Sherron couldn’t understand how Encon could. with 1ts own capital stock, repeated!y add
to the collateral underiving an ebhivation owed to Enron from a related pany without recounizing in its
{inancial stataments either a) the related Enron stock distributions or contributions to that related party
or b) the ngh-lech mvestment losses such related-party obhiganon was supposed!y protecting against.

« LIM.an investment company formerh owned at teast pamially v Andy Fastow (CFO of Enran). was
formed 10 cnter into vanous structured transactions with Eanron. 1 understood from Sherron that one
such transacuon involved the hedgme of certain of Entron’s ims cstments in high-tech companics * §8iiiée
these lugh-tech imsestment salues hase declined. Enron’s bredge (rom LIM has increased th valui, thus
putting LJM on the hook tor a petentially targe habihiny to inron. Supporting this hedging
arrangement, Sherron descnbed to me that LIM was initially capitalized in large pant with Enron stock.,
which has alse significantly declined in value since vearcnd 2000, Wett after LIMs formation. and in
response 10 thes resulting reduction in total LIM asset value, hey investigative inguiries had pieced
together a ver troublesonw scenarie She perecived that Enron was putting additional Enron stock
into LIM (the exact mechamsm -- sales. contributions. exchanges or othenvise ~wasn 1 ¢lcar from our
conversation). primarily 10 bolster LIM s percenved ability to repav oblizations that will be owed te
Enron at some future date However. accordine 10 Sherron. these additional Enron stock
contributions/issuaneys 1o [LIM did not appear to be recorded on Enron’s books. 1infermed Sherron |
could not comment because | was obviously unfamihar with the facts behind both the formation and
ongoing operations of LIM.

»  She asserted that the Enron financial-statenient disclosures related 10 the Fastow investment-company
relationships and transactions were (putting it kindly) hard 1o understand and incomplete. A $500
million gan from the LIM contraci(s) was purportediv ideutified in inmerim financial disclosures.
Howgaver, according 1o Sherran, it was not clcar in the disclosures that the $300 millioh gain on
Enron’s books from the Fasiow agreement (threugh LIM) actually offset other losses on Enron’s
investments an various high-tech mvestiments. The potential collateralization/collectibility issucs behind
the LIM obligation that Sherron porceinved ace a problem were also pot spelled out, 1 did not attempt 1o
confinn these disclosure assertions by pulling Enron’s Fonn 10-K or 11-Q s (but sec docnmentation of
cngagement team discussions below )

¢ She also asseried that. at the time of the recent sale to Mr. Copper. she had mentioned to others that
LIM must hase had “very Junited ™ stockholders™ equity' and must have been an unsuceessful
investment for 1ls owner(s). | mferred that she thought Mr. Copper’s purchase price must have been
rclatively small, tor onc or more of the following reasens: a) LIM owed so much to Enron. or b) the
company had so fow other asscts or ¢) it only had asscis such as Enron stock that had declined so much
in value since LJM's inception. However. she also asserted that she had been 1eld that most. if not all. -
of LIM’s equaty had becn distributed to its sharcholder(s) including Fastow and CIBC, an indepeirdent,.
banking organization vnrelated to Enran] concurrently . or shortiy aficr. its onginal formation,

Based on our discussion. | 10ld her she appeared to have some pood questions. | emphasized that | was
uninvolved i the issues or client and therefore unable to give her any definitive advice or conclusions on



Dete August 21, 2000

Sulject Clicat Accounting Inquan
Page Jof 3

these maftters. especathy wirthout Ln-:'m ng all the facts. which she understood  However, | encouraged her
1o discuss these 1ssucs with amvonce in the ¢onipany who could sausfi her about the accounting and
disclosures related 10 these ransactions 1 tald her that | adnwred her “stand-up™ attitude and that corporate
ntrospection about these sorts of avcounung and reporting issues olten was vers healths and should not be

surpressed. She neithes commuinied to vpdate me abour her discussians with ken Loy nar requested
amvthing further from me.

Immediately after my discussion with Sherran on August 20, | relaved the essence of ber assered concerns
1o Blll ‘:manmn (ABA pracuce direcier). Dave Duncan: [Enmn rms._.:u_u.lnmﬂ partriet) and Deb Cash (a;
partncr on sey cral of the waduiv scemonis at Enron). -On Aupust 2§ swall added:-Mike Odaom’ praclice
d:rﬂc[nr to.the discussions. and agrecd o consult with our firm's Jewal adsi Isor about what ncn-c-ns to take_ -

m response 10 Shorfon s diseussion of potential accounting and disclosuri issues with mé

Copices To:

Dchra A. Cash
David B. Duncan
Michael M. Lowther
Michael C. Qdum
William E. Swanson
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October 15, 2001

Mr. James V. Derrick Jr.

Executive Vice President and General Counsel

Enron Corp.

1400 Smith Street

Houston, Texas 77002

Re: Preliminary Investigation of Allegations of an Anonymous Employee
Dear Jim:

You requested that Vinson & Elkins L.L.P (‘V&E”) conduct an investigation
into certain allegations initially made on anonymous basis by an employee of En-
ron Corp. (“Enron”). Those allegations question the propriety of Enron’s account-
ing treatment and public disclosures for certain deconsolidated entities known as
Condor or Whitewing and certain transactions with a related party, LIM, and par-
ticularly transactions with LIM known as Raptor vehicles. The anonymous em-
ployee later identified herself as Sherron Watkins who met with Kenneth L. Lay,
Chairman and Chief Executive Officer of Enron for approximately one hour to
express her concerns and provided him with materials to supplement her initial
anonymous letter. This letter constitutes our report with respect to our investiga-
tion and sets forth the scope of our review, the activities undertaken, the identifi-
cation of primary concerns, and our analysis and conclusions with respect to
those concerns.

1. Scope of Undertaking

In general, the scope of V&E’s undertaking was to review the allegations raised
by Ms. Watkins’ anonymous letter and supplemental materials and to conduct an
investigation to determine whether the facts she has raised warrant further inde-
pendent legal or accounting review. By way of background some of the supple-
mental materials provided by Ms. Watkins proposed a series of steps for ad-
dressing the problems she perceived which included retention of independent le-
gal counsel to conduct a widespread investigation and the engagement of inde-
pendent auditors apparently for the purpose of analyzing transactions in detail
and opining as to the propriety of the accounting treatment employed by Enron
and it auditors Arthur Andersen L.L.P (“AA”). In preliminary discussions with
you, it was decided that our initial approach would not involve the second guess-
ing of the accounting advice and treatment provided by AA, that there would be
no detailed analysis of each and every transaction and that there would be no full-
scale discovery style inquiry. Instead, the inquiry would be confined to a deter-
mination whether the anonymous letter and supplemental materials raised new
factual information that would warrant a broader investigation.

2. Activities Undertaken

Our preliminary investigation included the review of selected documents pro-
vided to us by Enron and from our internal sources, interviews with key Enron
and AA personnel and discussions with V&E attorneys who are familiar with le-
gal issues addressed by Enron in connection with the subject transactions. The fo-
cus, of course, was to identify background information, disclosures and personal
views with respect to the Condor/Whitewing and Raptor vehicles and Enron’s re-
lationship with LIM.
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Documents reviewed in this process included excerpts of meetings of Enron’s
Board of Directors, including minutes of meetings of the Audit and Finance
Committees of the Board, various public filings of Enron (annual reports, 10-K’s,
10-Q’s), documents relating to Enron’s transactions with LJM, including Deal Ap-
proval Sheets and Investment Summaries, and various miscellaneous materials in
the nature of presentations and memoranda. The focus of our document review
was to determine whether the requisite approval of the transactions referenced in
the anonymous letter had been obtained from Enron’s Board and its’ committees,
the nature of the disclosures made with respect to the transactions and relation-
ships questioned by the anonymous letter and supplemental materials and to
provide general background information.

Interviews were also conducted with various Enron personnel based either on
their connection with the transactions involving Condor/Whitewing, LIM and
Raptor, or because they were identified in materials provided by Ms. Watkins as
persons who might share her concerns. Those persons interviewed were; Andrew
S. Fastow, Executive Vice President and Chief Financial Officer; Richard B. Cau-
sey, Executive Vice President and Chief Accounting Officer; Richard B. Buy, Ex-
ecutive Vice President and Chief Risk Officer; Greg Whalley, President and Chief
Operating Officer (formerly Chairman of Enron Wholesale); Jeffrey McMahon,
President and Chief Executive Officer, Enron Industrial Markets (formerly Treas-
urer of Enron); Jordan H. Mintz, Vice President and General Counsel of Enron
Global Finance; Mark E. Koenig, Executive Vice President, Investor Relations;
Paula A. Riekes, Managing Director, Investor Relations; and Sherron Watkins, the
author of the anonymous letter and supplemental materials.

Interviews were also conducted with David B. Duncan and Debra A. Cash, both
partners with AA assigned to the Enron audit engagement.

In addition to foregoing formal interviews, discussions were likewise held with
Rex Rogers, Vice President and Assistant General Counsel of Enron, and Ronald
I. Astin of V&E regarding general background information and the identification
of specific issues relating to the matters raised by the anonymous letter and sup-
plemental materials.

After completing interviews with all of the foregoing individuals, supplemental
interviews were conducted with Andrew S. Fastow and Richard B. Causey of En-
ron and David B. Duncan and Debra A. Cash of AA to confirm certain informa-
tion learned in the overall interview process.

As we initially discussed, we limited our interviews (with the exception of the
AA partners mentioned above) to individuals still employed with Enron. There-
fore, we did not interview individuals no longer with Enron mentioned in the
anonymous letter or supplemental materials or any third party related to LIM.

3. Identification of Primary Concerns

Our preliminary investigation revealed four primary areas of concern expressed
by Ms. Watkins’ anonymous letter and supplemental materials. Accordingly, our
document review and interview process focused on those areas of concern and
whether the facts raised by Ms. Watkins’ anonymous letter and supplemental ma-
terials presented any new information as to those matters that may warrant fur-
ther independent investigation. Those areas of primary concern are as follows:

a. the apparent conflict of interests by Mr. Fastow’s ownership in LIM;
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b. the accounting treatment accorded the Condor and Raptor transactions;
and

c. the adequacy of public disclosures of the Condor and Raptor transactions;
and

d. the potential impact on Enron’s financial statements as a result of the Con-
dor/Whitewing and Raptor vehicles because of the decline in value of the mer-
chant investments placed in those vehicles as well as the decline in the market
price of Enron common stocks.

Our findings and conclusions with respect to each of these areas of concern are
set forth separately below.

4. Conflict of Interest

Mr. Fastow actually organized two separate investment partnerships. The first,
LIM-Cayman L.P. (“LJM1”) was launched in June, 1999. The LIM concept appears
to have been fully discussed with the Office of the Chairman and was presented
to and approved by Enron’s Board of Directors at a special meeting on June 28,
1999. That approval included the Board’s waiver of Enron’s code of ethics to
permit Mr. Fastow to act as the general partner of LIM1. The primary purpose for
the organization of LIM1 was to establish a non-Enron entity with which Enron
could enter into a swap transaction to hedge its’ investment in Rhythms Net-
Communications. It was likewise recognized that LIM might negotiate to pur-
chase additional assets in Enron’s merchant portfolio. LIM raised $16 million in
outside equity, invested in a Raptor vehicle that entered into a swap for Rhythms
NetCommunications and also purchased a sufficient portion of Enron’s equity in
the Cuiaba power plant in Brazil to allow Enron to deconsolidate that project.

The second investment partnership — LIM2 Co-Investment, L.P. (“LIM2”) — was
organized in October, 1999. At an October 11, 1999 meeting of the Finance Com-
mittee of the Board of Directors Enron’s activities with LIM1 were reviewed and
the proposal for transacting business with LIM2 was discussed and approved.
The Board of Directors at its’ meeting on October 12, 1999 waived Enron’s code of
ethics to permit Mr. Fastow to serve as a general partner of LIM2 and establish
guidelines for Enron’s transactions of business with LIM2. Those included: (i) no
obligation to do transactions between Enron and LIMZ2; (ii) the Chief Accounting
and Risk Officers would review, and where appropriate, approve transactions
with LIMZ2; (iii) there would be an annual review by the Board’s Audit Committee
of completed transactions or recommendations as appropriate; and (iv) there
would be an annual review as to the application of the Company’s code of ethics
to assure that such transactions would not adversely affect the best interests of
the Company.

The LIM2 partnership raised $349 million in equity from investors ranging from
commercial and investment banks, insurance companies, public and private pen-
sion funds, and high net worth individuals. LIM2 has engaged in approximately
21 separate transactions with Enron.

Pursuant to the Board’s guidelines, special procedures were adopted and util-
ized for the transaction of business with LIM. Those procedures included the
preparation of a special LIM2 Deal Approval Sheet (“DASH”) that would be pre-
pared for every Enron/LIM2 transaction generally describing the nature of the
commercial transaction and the relevant economics. Approval was also required
by a variety of senior level commercial, technical and commercial support profes-
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sionals. DASH was supplemented by an LIM approval process checklist testing
for compliance with Board directives for transactions with LIM2, including ques-
tions addressing the following:

= Alternative sales options and counter-parties,
= determination that the transaction was conducted at arm’s length,
= disclosure obligations, and

= review of the transaction by Enron’s Office of the Chairman, Chief Accounting

Officer and Risk Officer.

As part of these procedures, it also appeared that several additional controls
were adhered to. These included LJM senior management professionals never
negotiating on behalf of Enron; Enron professionals negotiating with LIM report-
ing to senior Enron professionals other than Mr. Fastow; Enron Global Finance
commercial, legal and accounting monitoring of compliance with procedures and
controls for regular updates for Chief Accounting and Risk Officers, and internal
and outside counsel regularly consulted regarding disclosure obligations and re-
view of any such disclosures.

Based on our review of the LIM Deal Approval Sheets and accompanying
checklist, it appears that the approval procedures were generally adhered to.
Transactions were uniformly approved by legal, technical and commercial profes-
sionals as well as the Chief Accounting and Risk Officers. In most instances, there
was no approval signature for the Office of the Chairman except for several sig-
nificant transactions. It also appeared that the LJIM transactions were reviewed by
the Audit Committee on an annual basis. At the February 7, 2000 meeting of the
Audit Committee all LIM transactions occurring prior to that date were reviewed.
A review of all the LIM transactions during the following year was made at the
February 12, 2001 meetings of both the Audit and Finance Committees.

Based on our interviews with various Enron representatives, and notwithstand-
ing the foregoing guidelines and procedures that were adopted concerns were
expressed about the awkwardness in LIM’s operating within Enron and two po-
tential conflicts of interest. The awkwardness arose from the fact that LIM’s pro-
fessionals, primarily individuals reporting to Mr. Fastow and Michael Koppers
were also Enron employees who occupied Enron space and worked among Enron
employees. Transactions were negotiated between Enron employees acting from
[illegible in document] other Enron employees acting for LIM. Within Enron there
appeared to be an air of secrecy regarding the LIM partnerships and suspicion
that those Enron employees acting for LIM were receiving special or additional
compensation. Although there was a Services Agreement between Enron and LIM
pursuant to which LIM compensated Enron for the services of Enron personnel
and use of Enron’s facilities, this fact did not quell the awkwardness of the Enron
employees “wearing two hats.” Much of this awkwardness should be eliminated
on a going-forward basis, however, by reason of Mr. Fastow’s sale of his owner-
ship interests in LIM effective July 31, 2001 to Mr. Koppers (who resigned from
Enron prior to the transaction) and the complete separation of LIM’s employees
and facilities from Enron.

The first area of potential conflict of interest voiced by several individuals was
the risk that undue pressure may be placed on Enron professionals who were ne-
gotiating with LIM because those individuals would ultimately have their per-
formance evaluated for compensation purposes by Mr. Fastow in his capacity as
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Chief Financial Officer. In particular, Jeffrey McMahon noted that while he was
Treasurer of Enron he discussed this conflict directly with Mr. Fastow and Jeffrey
Skilling and that the conflict was not resolved prior to his acceptance of a new po-
sition within Enron. Mr. McMahon stated, however, that he was aware of no
transaction where Enron suffered economic harm as a result of this potential con-
flict.

The second potential conflict of interest identified by several individuals was
that investors in LIM may have perceived that their investment was required to
establish or maintain other business relationships with Enron. Although no inves-
tors in LIM were interviewed, both Mr. Fastow and Mr. McMahon stated un-
equivocally that they told potential investors that there was no tie-in between
LJM investments and Enron business. Moreover, Mr. Fastow stated that Merrill
Lynch was paid a fee for marketing LIM partnership interests and that a number
of investors, such as private and public pension funds and high net worth indi-
viduals had no business relationship with Enron.

In summary, none of the individuals interviewed could identify any transaction
between Enron and LJM that was not reasonable from Enron’s standpoint or that
was contrary to Enron’s best interests. Conversely, the individuals interviewed
were virtually uniform in stating that LIM provided a convenient alternative eg-
uity partner with flexibility that permitted Enron to close transactions that other-
wise could not have been accomplished. Moreover, both the awkwardness and
potential for conflict of interest should be eliminated on a going-forward basis as
a result of Mr. Fastow’s divestment of his ownership interest in the LIM partner-
ships.

5. Accounting Issues

As stated at the onset, the decision was made early in our preliminary investi-
gation not to engage an independent accounting firm to second guess the a-
counting advice and audit treatment provided by AA. Based on interviews with
representatives of AA and Mr. Causey, all material facts of the Con-
dor/Whitewing and Raptor vehicles, as well as other transactions involving LIM,
appeared to have been disclosed to and reviewed by AA. In this regard, AA re-
viewed the LIM solicitation materials and partnership agreement to assure that
certain safeguards were provided that would permit LIM to be a source of third
party equity in transactions conducted with Enron. AA likewise reviewed specific
transactions between Enron and LIJM to assure that LIM had sufficient equity in
the transaction to justify the accounting and audit principles being applied.

The relationship between Enron and AA was an open one and, according to Mr.
Causey, Enron consults AA early and often on accounting and audit issues as
they arise. AA concurs with this statement, but points out that in certain of its ac-
counting and audit treatments, it must rely on Enron’s statement of the business
purpose for specific transactions and Enron’s valuation of assets placed in the
Condor/Whitewing and Raptor structures.

Enron and AA representatives both acknowledge that the accounting treatment
on the Condor/Whitewing and Raptor transactions is creative and aggressive, but
no one has reason to believe that it is inappropriate from a technical standpoint.
In this regard, AA consulted with its senior technical experts in its Chicago office
regarding the technical accounting treatment on the Condor/Whitewing and Rap-
tor transactions, and the AA partners on the Enron account consulted with AA’s
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senior practice committee in Houston on other aspects of the transactions. Enron
may also take comfort from AA’s audit opinion and report to the Audit Commit-
tee which implicitly approves the transactions involving Condor/Whitewing and
Raptor structures in the context of the approval of Enron’s financial statements.

Following our initial interview with AA representatives you agreed with us that
it was desirable and appropriate to provide them with Ms. Watkins’ anonymous
letter and supplemental materials so that AA could comment directly on specific
allegations contained in those materials. AA identified two allegations in particu-
lar that, if accurate, would affect their accounting and audit treatment. Those al-
legations were, in effect: (i) There was a handshake deal between Mr. Skilling and
Mr. Fastow that LIM would never lose money on any transaction with Enron; and
(i) LIM received a cash fee in the Raptor transactions that completely recouped
its investment and profit.

Mr. Fastow adamantly denies any agreement with Mr. Skilling or anyone else
that LIM would never lose money in transactions with Enron and he recognized
that such an agreement would defeat the accounting treatment that was the very
objective for the formation of LIM. Mr. Causey is unaware of any such agreement
and has seen no evidence of it.

Both Mr. Fastow and Mr. Causey acknowledge that LIM was to receive a cash
fee for its management of the Raptor vehicles in an amount not to exceed
$250,000.00 annually for each company, for a total of $1,000,000.00 for the four en-
tities. AA was aware of Enron’s payment of these fees as well as other organiza-
tional costs of the Raptor entities, but these fees fall far short of recouping LIM’s
investment in the Raptor entities. Both Mr. Fastow and Mr. Causey were quick to
point out, however, that in each Raptor vehicle the first transaction was a “put” of
Enron shares which was settled favorably to LIM prior to maturity, and as a re-
sult thereof, distributions were made to LIM in amounts equal to or greater than
its initial investment in those Raptor vehicles. AA is aware of these transactions
and is comfortable that, by reason of the applicable special purpose entity a-
counting rules, the transactions do not undermine LIM’s equity investment in the
Raptor vehicles.

When questioned about her basis for these two allegations in her anonymous
letter and supplemental materials, Ms. Watkins acknowledged that she had no
personal, first-hand knowledge of either allegation. Both were based solely on
rumors that she heard during the two months she was working in Enron Global
Finance, and she was uncertain about any details of the alleged cash fee allega-
tion. Notwithstanding the lack of any solid basis for the allegations we think it is
likely that AA will seek some kind of assurance from Enron and perhaps from
Messrs. Fastow and Causey that no such agreement or cash fee payment ac-
curred.

6. Adequacy of Disclosures

Notwithstanding the expression of concern in Ms. Watkins’ anonymous letter
and supporting materials regarding the adequacy of Enron’s disclosures as to the
Condor/Whitewing and Raptor vehicles (which, to a large extent, reflect her opin-
ion) AA is comfortable with the disclosure in the footnotes to the financials de-
scribing the Condor/Whitewing and Raptor structures and other relationships
and transactions with LIM. AA points out that the transactions involving Con-
dor/Whitewing are disclosed in aggregate terms in the unconsolidated equity af-
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filiates footnote and that the transactions with LIM, including the Raptor transac-
tions, are disclosed in aggregate terms in the related party transactions footnote
to the financials.

The concern with adequacy of disclosures is that one can always argue in hind-
sight that disclosures contained in proxy solicitations, management’s discussion
and analysis and financial footnotes could be more detailed. In this regard, it is
our understanding that Enron’s practice is to provide its financial statements and
disclosure materials to V&E with a relatively short time frame within which to re-
spond with comments.

7. Potential Bad Cosmetics

Concern was frequently expressed that the transactions involving Con-
dor/Whitewing and Raptor could be portrayed very poorly if subjected to a Wall
Street Journal expose or class action lawsuit. Factors pointed to in support of
these concerns included (i) the use of Enron stock to provide equity necessary to
do transaction with Condor/Whitewing and Raptor; (ii) recognizing earnings
through derivative transactions with Raptor when it could be argued that there
was no true “third party” involved in those transactions; (iii) because both mer-
chant investment value and Enron stock have fallen, the Raptor entities may not
be able to satisfy their obligations to Enron, thus raising the question “Who ulti-
mately bears this loss?”; (iv) the apparent conflict of interest issue raises ques-
tions as to the valuation of assets sold to or that were the subject of transactions
with Raptor and the timing of those transactions, (generally at a point when the
valuation was at a historical high point).

8. Conclusions

Based on the findings and conclusions set forth with respect to each of the four
areas of primary concern discussed above, the facts disclosed through our pre-
liminary investigation do not, in our judgment, warrant a further widespread in-
vestigation by independent counsel and auditors.

Our preliminary investigation, however, leaves us with concern that, because of
the bad cosmetics involving the LIM entities and Raptor transactions, coupled
with the poor performance of the merchant investment assets placed in those ve-
hicles and the decline in the value of Enron stock, there is a serious risk of ad-
verse publicity and litigation. It also appears that because of the inquiries and is-
sues raised by Ms. Watkins, AA will want additional assurances that Enron had
no agreement with LJM, that LIM would not lose money or transactions with En-
ron and that Enron paid no fees to LIM in excess of those previously disclosed to
AA. Finally, we believe that some response should be provided to Ms. Watkins to
assure her that her concerns were thoroughly reviewed, analyzed, and although
found not to raise new or undisclosed information, were given serious considera-
tion.

We have previously reported verbally to Mr. Lay and you regarding our inves-
tigation and conclusions and, at your request, have reported the same informa-
tion to Robert K. Jaedicke in his capacity of Chairman of the Audit Committee of
Enron’s Board of Directors. At Dr. Jaedicke’s request, we gave a verbal summary
of our review and conclusions to the full Audit Committee. Should you desire to
discuss any aspect of this written report or any other details regarding our review
of this matter, please do not hesitate to contact us at your convenience.

Very truly yours,
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Vinson & Elkins L.L.P.
Max Hendricks 111






