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- 1300 Smith Street
Houston, Texas 77002

P

Re:  Preliminary investigation of Allegations of an Anonymous Emploves

Dear Jim:

You requested that Vinson & Eikins L.L.P. ("V&E") conduct an investigazion into cernain
aliegations initially made on an anonymous basis by an employee of Earon Corp. (“Enron™). Those
allegations question the propriety of Enron’s accounting treatment snd public disclosures for certmn
deconsolidated entities kKnown as Condor or Whitewing and certain transactions with arclated party.
LJM, and particularly wransactions with LTM known as Raptor vehicles. The anonymous employee

|arer identified herself as Sherron Watkins, who met with Kenneth L. Lay. Chairman

and Chief

Executive Officer of Enron. for approximately one hour 10 express her concems and provided him
with materials (o suppiement her initial anonymous letter. This lener constitutes ouf report with

respect Lo our investigation and sets forth the scope of our review. the activitics unde

rnaken the

identification of primary concems. and our analysis and conclusions with respect to those concems.

L. Scope of Undertaking

In general the scope of V&E's undenaking was © review the allegations raised by Ms.
Watkins' anonymous letter and supplemental materials and to conductan investigationto determine

whether the facts she has raised wamrant further independent legal of ACCOURUNG rEView.

By way of background. some of the supplemental materials provided by Ms. Watkins

proposed a series of steps for addressing the problems she perceived. which inchaded

cetention of

independent legal counsel 10 conduct a wide-spread investigation. and the engagement of

10 the propriety of the accounting freatment employed by Earon and its au
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L.L.P.("AA"). Inpreliminary discussions with you. 1L 1823 decided that our inital approach would
not involve the second guessing of the accounting adice and reatment provided by AA that there
would be no detailed analysis of each and eveny (ransaction and that there » ould be no full scale
discovery style inquiry. Instead. the inquiny would be confined 0 a Jetermination whethet the
anony Mmous letter and supplemental matenals roised new factual information that would warrant &
broader iavestigation.

2. Activities Undertakea

Our preiiminary investigation included the review of selected documents provided 10 us by
Enson and from our intemal sources, interviews with key Enron and AA personnc] and discussions
with V&E amomeys who arc familiar with legal issues addressed by Enronin connection with the
subject transactions. The focus. of course, was 10 identify background informaton. disclosures and
personal views with respect 1o the Condor/Whitewing and Raptor vehicles and Enson’s relationship
with LIM.

Documents reviewed in this process included excerpts of meetings of Enron’s Board of
Directors, including minutes of mestings of the Audit and Finance Comminees of the Botrd. various
public rilings of Enron (annual reports. 10-K's. 10-Q's). documents relsting 1o Enron’s transactions
with LIM. including Deal Approval Sheets and lavestment Summarics. and various miscellancous
materials in the nature of preseniations and memoranda. The focus of our document review was o
determine whether the requisite approval of the wransactions referenced in the anonymous letter had
been obtained from Enron’s Board and its commitiees. the nature of the disclosures made with
respect 10 the transactions and relationships questioned by the anonymaous lener and supplemental
materials and to provide general background information.

Interviews were also conducted with vanous Enron personnel based either on their
connection with the ransactions involving Condor/ Whitewing. LJM and Raptor. or because they
were identified in materials provided by Ms. Watkins as persons who might share her concems.
Thosc persons ingerviewed were: Andrew S. Fastow, Executive Vice President and Chief Financial
Officer; Richard B. Causey, Executive Vice president and Chief Accounting Officer: Richard B.
Buy. Executive Vice Presidentand Chief Risk Office.; 8 Whalley. President and Chief Operating
Officer (formerly Chairman of Enron Wholesale); Jeffrey McMahon. Presidentand Chief Executive
Officer, Earon Industrial Markets {formerly Treasuret of Enron) : Jordan H. Mintz. Vice President
and General Counsel of Enron Global Finance: Mark £ Koenig, Executive Vice President. Investor
Relations; Paula H. Ricker, Managing Director. Investar Relations: and Sherren Watkins. the authof
of the anonymous leter and supplemental materials.

Intervicw§ were also conducted with David 8. Duncan and Debra A. Cash. both partaers with
AA assigned to the Enron audit engagement
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in addition to the foregoing formal inter iews. discussions wen likewise held with Rex
Rogers. Vice President and Assistant Generai Coungei ot Enron. and Ronald 1. Astn of V&E
regarding general packground information and the identitication of specific issurs relating to the
marters raised by the anonymous letter and supplemental matenals.

After completing interviews with all of the foregoiny individuals. supplemenial inten lewWs
were conducted with Andrew S. Fastow and Richard B. Causey of Enron and David B. Duncan and
Debra A. Cash of AA 10 confirm certain information leamed in the overall intervies process.

As we initially discussed. we limited our ipterviews {with the exceprion of the AA panners
mentioned above) 10 individuals still employed with Enron. Therefore. we did not inteniew
individuals no longer with Enron mentioned in the anonvmous letter of supplementai matenals or
any third party related to LM,

3. ldu:;ﬂﬁcnion of Primary Concerns

Qur preliminary jnvestigaton revealed four primary arcas of concem expressed by Ms.
Watkins' anonymous lener and supplemental materials. Accordingly. ous document review and
interview process focused on those areas of concerm and whether the 18C1S raised by Ms. Wakins
anonymeous lenter and supplemental materials presented any new information as to those maners that
may warrant furthes independent investigation. Those areas of primary CONCEm are a5 tollows:

a the apparent conflict of interests by Mr. Fastow's ownership in LIM;

b. the accounting treatment accorded the Condor and Raptor structuces in Enron’s
financial statements:

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

d the potential impact on Enron's fnancial statements as a tesult of the
Condoc/Whitewing and Raptor vehicles because of the decline in value of the
merchant investments placed in those vohicles as well as the decline in the market

price of Envon common swik.

Our findings and conclusions with respect 1o each of these aseas of concern a7e set forth
separately below.

4. Conflict of Interest

M, Fastow acrually organized Two separate investment partnerships. The first, LYM-Cayman
L.P.("LIMIT), was launched in june. 1999 The LIM concept appears (0 have been fully discussed
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with the Ontice of tiie Chairman and was presented 10 and approved by Enron’s Board of Directors
at a special meeting on June 2g.1999. That approral included the Boand's wairer of Enron's code
of ethics to permit Mr, Fastow 10 act as the general panner of LIJM1. The primany purpose 1ot the
organization of LJMI was10 establish a non-Enron entity with which Enron could enter intc aswap
mansactiontohedge its investment in Rhythms Net( ommunications. Irwas likewise recounized that
LJM might negotiate to purchase additional assets i Enron's merchant ponifolio. 1JM raised S16
million in outside equity. invested in & Rapuwr vehicie that entered intc 3 swap for Rhythms
NetCommunications and also purchased & sulficient portion of Enron's equity in the Cuiaba power
plant in Brazil to sllow Eruon to deconsolidate tbat project.

The second investment partership - LIM2 Co-Invesument. L.P.("LIM27) - was organizcd
in October. 1999." At an October 11, 1999 meeting of the Finance Commitee of the Board of
Directors. Enron’s activities with LIM 1 were reviewed and the proposal for rransacting business with
LIM?2 was discussed and approved. The Board of Directors. &L its meeting on October 12. 1999,
waived Enron's code of ethics 10 permit Mr. Fastow 10 senve as general parmer of LIM2 and
cstablished guidelines for Epron’s transaction of pusiness with 1.IM2. Those included: (i) no
obligation to do wransactions between Enron and LIMZ: (ii) the Chiet Accounting and Risk Onlicers
would review. and where appropriate. approve rransactions with LIM2: (iii} there would be 2n
annual review by the Board's Audit Committee of completed transactions ot recommendations. as
appropriate: and (iv) there would be an annual review as to the application of the Company's code
of ethics Lo assure that such transactions would not adversely affect the best interests of the

Company.

The LIM2 partnership raised $349 millionin equity from investors ranging from commercial
and investument banks, insurance companies. public and private pension funds and high net worth
individuals. LMZ has engaged in approximately 2| separate ransactions with Enron.

Pursuant 1o the Board's guidelines. special procedures were adopted and utilized for the
transaction of business with LIM. Those procedures included the preparation of a special LIM2
Deal Approval Shect ("DASH") that would be prepared for every Enron/LIM2 transaction generally
describing the nature of the commercial ransaction and the relevant economics. Approval was also
required by a variety of senior level commercial, technical and commercial support professionals.
DASH was supplemented by an LJM approval process checklist testing for compiiance with Board
directives for ransactions with LJM2. includiog questions addressing the following:

. alternarive sales optons and coURLEr-parties.

' The initial LIM partnership wis then referred 10 85 "LIML® LIMI and LIM2 will
be referred to joinuy a8 -_JM" unless there is a particular resson 10 distinguish between the two
investment parterships. '
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. Jdeta: nination that the LraDsAction wus conducted aiamys length.
. disclosure obligations. and
. review of the transaction by Enron’s Office of the Chairman- Chief Accountng

Officer and Chief Risk Officer.

As pan of these procedures. it also appearcd that several additional controls were adhered
0. These inctuded LTM senior management professionals never negotiating on behalf of Enron:
Enron professionals negotiating with {_JM reponing 1© senior Enron professionals other than Mr.
Fastow: Enron Glebal Finance commercial. jegal and accounting monitoring of compliance with
procedures and controls for regular updates for Chief Accounting and Risk OtTicers. and iniemal and
outside counsel regularly consulted regarding disclosure obligations and review of any such
disclosures.

Based on our review of the 1.3M Deal Approval Sheets and accompanying checklist 1t
appears that the approval procedures were generally adhered t0. Transactions wert uniformaly
approved by legal. technical and commercial professionals as well as the Chief Accounting and Risk
Officers. [n most instances. there was no approval signature for the Office of the Chairman except
for several significant transactions. lialso appearcd that the LJM transactions were reviewed by the
Audit Compittee on a0 annual basis. Atthe February 7. 2000 meenng of the Audit Commiuee. all
LJM mansactions occurting prior 1o that date Were reviewed. A review of all the LM transactions
during the following year was made at the February 12 2001 meetings of both the Audit and
Finance Commitees.

Based on our interviews with various Enron representatives. and notwithstanding the
foregoing guidelines and procedures that were adopted. concerms were cxpressed about the
awkwardness in LIM's operating within Fruon and Two potential conflicts of interest. The
awkwardness arose from the fact that LIM’s professiopals — primarily individuals reporting 10 Mr.
Fastow and Michael Koppers ~ were also Enron employees who officed in Enton space and worked
among Enron employees. Transactions were negotiated between Enron employess acting from
Enron and other Enzon employees acting for LIM. Within Encon. there appeared 1o be an air of
secrecy regarding the LJM partnerships and suspicion that those Encon employees acting for LiM
were receiving special oF additional compensation. Although there was 2 Services Agreemen!
berween Earon and LIM pursuant o which LIM compensated Enson for the services of Ervon
personnel and use of Enron’s facilities, tus fact did not quell the awkwardness of the Ervon
employees “wearing two pats.” Muchof this awkwardness should be eliminated on 8 going- forward
basis. however, by season of Mr. Fastow's sal¢ of his ownership interest in LM effective July k1
2001 1o Mr. Koppers (who resigned from Earon priortothe transaction) and the complete separation

of LIM's employees and facilities from Enron.

t c
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The first area of potential contlict of interest ruiced by several indis rduals was the risk that
undug pressure may be placed on Enron pro fessionals whe were pegotiating » jih LIM because those
individuals would ultimately have their performance evaluated Tof COMPENSARION PUTPOR by Mr
Fastow in his capacity as € hief Financial Otticer. in panicular. Jeftres \ieMahon stated that while
he was Treasurer of Earon he discussed this conflict directly with Mr. Fastow und Jettrey Skilting.
and that the contlict was not resolved prior to his acceptance of a new position within knron. Mr.
McMahon stated. however. that he was aware ol 10 ransaction where Enren suflered cconomic
harm as & result of this potential conflict

The second potential conflict of interest identified by several individuals was that invesion
in LJM may have perceived that their investment was required (0 establish or maintain other pusiness
relationships with F.oroa. Although no investors in LJM were interviewed. both Mr. Fastow and Mr.
McMahon stated unequivocally that they told potential investors that there was no li¢-in between
LM investment and Enron business. Moreover. Mr. Fastow stated that Merrill Lynch was paid 2
jee for marketing [JM2 parmership interests and that 8 number of investors. such as private and
public pension tunds and high net worth individuals. had no business relationship with Faron.

In suramary. none of the individuals intervicwed could identify any transaction between
Enron and LIM that was not reasonabie from Enron’s standpoint or that was contrary 10 Enron’s best
interests, Conversely. the individuals interviewed were virually uniform in stating that LJM
provided a convenient alternative equity pariner with flexibility that permited Enron 10 close
transactions that otherwise could not have been accomplished. Morcover.both the awkwardness and
potential for conflict of interest should be eliminated on a going-forward basis as a result of Mr.
Fastow's divesiment of his ownership nterest in the LIM parmnerships.

-

5. Accounting Issues

As stated at the outset, the decision was made early in our peeliminary investigation not 10
engsge an independent accounting firm to second guess {he accounting advice and audit treatment
provided by AA. Based on interviews with represenatives of AA and Mr. Causey. all material facts
of the Condot/Whitewing and Raptor vehicles. as well as other ransactions involving LIM. appeased
10 have been disclosed 1o and reviewed by AA. Tn s regard. AA reviewed the LM solicitation
materials and pannership agreement 10 assure that cenain safeguards were provided that would
permit LiM 10 be 2 source of third party equity in Uransactions conducted with Enron. AA likewise
ceviewed specific transactions between Enron and LIM 1o assure that LJM had sufficient equity

the transaction 10 justify the accounting and audit principles being applied.

‘[he relationship between Enton and AA Wwis an open oné and. according 10 Mr. Causey.
Erron consults AA early and often on accounting and audit issues as they arise. AA concurs with
(his staternent. but points out that in certain of its accounting and audit {reatment. it must rely on
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Enron's statement of the business purpose tor speciiic transactions and Eoronss aluation of assets
placed in the Condor/ Whilewing and Raptor structures.

Enron and AA represeaatives both acknowledge that the accounting (eatment OR the
Condor/Whitewing and RApPIOr tranSacuons i5 creatve and = but no oA¢ has reason &
pelieve that it is inappropriste {rom & technical standpoinl. in Thus fegard. AA consulted with 113
senior technical expens in jts Chicago ottice reyarding the technical acuountiny reatment on the
Condor/Whitewing and Raptor [ransactions, and the AA parmers on the Enron account consulted
with AA's senjor prastice committee in Houston on otheraspecisof the ransactions. Enron mas also
1ake comfort from AA'S audit opinion and report 10 the Audit Comminee which implicitly appror<s
the transactions involving Condor/ Whitewing and Raptor structures in the context of the approval
of Enron's financial statements.

Eollowing our initial interview with AA representatives You agreed with us that it was
desirable and appropnate 10 provide them with Ms. Watkins' anonymous letter and supplemental
materials so that AA could comment directly on specitic ailegations contained in those materials,
AA identified 1wu allcgatons in particutar that. if sccurme. would affect their accounting and audit
weatment. Those allegations were. in effect: (i) There was 8 handshake deal berween Mr. Skilling
and Mr, Fastow that LJM would never lose moncy on any ransacton with Enron: and (i) LM
received a cash fee in the Raptor transactions that completely recouped its investment and profit.

Mr. Fastow adamany denies any agreement with My. Skilling or anyone clse that 1.IM
would never lose money in transactions with Enron. and he recognized that such s agreement would
defeat the accounting treatment that was the very objective for the formation of LIM. Mr. Causey
s unaware of any such agreement and has seen no evidence of it.

Both Mr. Fastow and Mr. Causev acknowledge that LJM was 10 receive a cash fee for its
management of the Raptor vehicles in an gmount N 1O exceed $250.000.00 annually for each
company, for a total of $1,000,000.00 for the four entities. AA was aware of Enron's payment of
these fees as well as other organizational costs of the Raptor entities, but these fees fall far short ol
recouping LIM'S investment in the Raptos entities. Both Mr. Fastow and Mr. Causecy were Quick 10
point out, however, that in cach Raptor vehicle the first ransaction wis 8 ~put” of Enron shares
which was settied favorably to L JM prior to matunity. and as a resuit thereof, distributions wete made
to LIM in amounts equal 1o Of greater than its intial invesument ip those Raplor vehicles. AA 1S
aware of these transactions and is comfortable that, by reason of the applicable special purpose entity

accounting rules, the ransactions do not undermine LIM's equity investment inthe Raptor vehicles.

When questianed about her basis for these wo allegstions in her anonymous letter and

supplemental materials, Ms. Wakins acknowicdged that she nad no personal. first hand knowledge

of either allcgation. Both were based solely on rumors that she heard during the two months she was

working in Enron Global Finance. and she was uncertatn about any deuils ol the alleged cash fee
.
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allegation. Norwithstanding the lack ot any solid basis for the allcgations, we think itis likeh thut
AA wili seek some kind of assurance from Enron and perhaps trom \fessrs. Fastow and Causey that
no such agreement of cash tee payment pecurred

6. Adequacy of Disclosures

Norwithstanding the expression of concer in Ms. Watkins' anonymous Jetier and supporting
materials regarding the adequacy of Enron's disclosures 25 © the Condor/Whitewing and Raptor
vehicles (which, to a large extent. reflact her opinion). AA is comfortable with the disclosure in the
footnotes 10 the financials describing the Condor/Whitewing and Raptot structures and other
reistionships and wonsactions with LIM. AA points out that the ransactons involving
Condor/ Whitewing arc disclosed in aggregate erms inthe unconsolidated cquity atliliates tootnote
and that the Lransactions with LIM. in¢luding the Raptor transactions. are disclosed in agyuregats

terms in the related party ransactions footnote to the financials.

The concern with adequacy of disclosures is thal one can always argue in hindsight that
disclosures contained in proxy solicitations. management's discussion and analysis and financial
footnotes could be more detailed. In this regard. 1t is our understanding that Enron’s practice i3 10
provide its financial statements and disclosure materials o V&E with 3 relatively short time frame
within which to respond with comments.

7. Potential Bad Cosmetics

Concern was frequently cxpressed that the rransactions involving Condor/Whitewing and
Raptor could be portrayed very poorty if subjected to & Wali Street Journal exposé or class action
lawsuit. Factors pointed t0 in support of these concems included (i) the use of Enron stock 1o
provide equity necessary 10 do transactions with C ondor/Whitewing and Raptor: (i} recognizing
earnings through derivative transactions with Raptor when it could be argued that there was no true
“third perty” invelved in those transactions: (iii) because both merchant invesgnent value and Enron
swack have fallen. the Raptor entities may not be able sauisfy theit obligations 10 Enron. thus
raising the question “Who uitimately bears this loss?™ (iv) the apparent conflica of interest issue
raises questions as o the valuation of assets sold 1o or that were the subject of transactions with
Raptor and the uming of those transactions, (generally st a point when the valuation was at 2
historical bigh point).

8. Conclusions

Based on the findings and conclusions set forth with respect 10 each of the four areas of
primary concemn discussed above, the facts disclosed through our preliminary investgation do not.
in our judgment, warraat 2 further widespread investigation by independent counsel and auditors.
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Our preiiminary invesligation. howeicr. leaves us with concerr that, because of the bad
cosmetics involving the LIM entities and Rapior Iransactions. coupied with the poot performanee
of the merchant investment assets placed in those vehicles and the decline in the vatue ol Enron
stock. there is a serious risk of adverse publicity and Jitigation. It aiso appears that because of the
inguiries and issuss raiscd by Ms. Watkins. AA will wamt additional assuranccs that Erron had no
agreement with LJM that LIM would nor lose momey on transactions with Enron and that Enron paid
no fees 10 LIM in excess of those previously disclosed 10 AA. Finatly, we believe 1hat some

response should be provided to Ms. Waikins (o assure her that her concems
reviewed. analyzed. and although Yound noX to raise new or undisclosed inform

seripus consideration.

were thotoughly
ation. were given

We have previously reported verbally 1o Mr. Lay and you regarding our investigation and
conclusions and. at your request. have reponed the same informaton W Robert K. Jaedicke. in his
capacity of Chairman of the Audit Committec of Enron's Board of Directors. At Dr. Jaedicke’s
Tequest. we gave 2 verbal summary of our review and conclusions to the ful! Audit Committee.
Should you desire to discuss any aspect of this writien repor or any other details reyarding our

review of this matter. please do not hesitate 1o CONLACL US al YOUr convenience.
Very truly yours.

vinson & ELxins L.L.P.

ay:m%ﬁmkll
Max H ek ILE

< Joseph C. Dilg
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