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From: Michael D, Jones, Houston , 2541
Subject Enron retention meeting

Altendees:

By Phone: Samek, Swanson, Jeneaux, Jonas, Kutsenda, Stewart
In Houston: Bennett, Goddand, Goolsby, Odom, Lowther, Duncan, Bauer, Jones

The question was raised as whether the BOD gets any com,

transactions with LJM.
process generafly and

A significant discussion was also held regarding Enron's MTM eamin,

gambling™, We discus
pasition monitoring,

We discussed Enron's
transaction party.

peting bids when the company executes
DBD replied that he did not believe $0, but explained thier transaction approval
specifically related to LIM transactions :

gs and the fact that it was “intelligent
sed Enron's risk management activities including authority Emits, valuation and

reliance on its current credit rating to maintain itself as a high credit rated

We discussed Enron's dependence on transaction execution to meet financial objectives, the fact that
Enron often is creating industries ang markets and transactions for which there are no specific rules which

consullation among th

gement and that Enron is aggressive in its tranaction structuring. We discussed
€ engagement team, with Houston management, praclice management and the

PSG 10 ensure that we are not making decisions in isolation.-

Uitimately the conclus

appropriate people and processes in place to serve Enron and ma

ion was reached 1o retain Enron as a dient citing that # appeared that we had the



participants as long as the nature of the services was not an issue,

In addition to the above discussions were held to varying degrees on each Page of the presentation
materials,

Take away To Do's: _
Inquire as to whether Andy Fastow and / or L4M would be viewed as an "affiliate" from an SEC

Perspective which would require looking through the transactions and treating them as within the
consolidated group,
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Date August 21. 2001

Subject

Ciient Accounting Inquinv

Yesterday | reccived an ostensibly social call from Sherron Smith Watkins, a Houston office alum who
works in the CFO’s group at our large audit client. Enron. After some small talk about current ¢vents such
as the job market and last week’s CEO resignation at Enron. she asked me if 1 knew much about some of
Enron’s recent structured transactions. | told her | did not. having never worked on the Enron job. but that
I 'had general knowledge about many of the related issues from my work on other marketing and trading
clients. Although she seemed initially reluctant to get into the details with me, an Arthur Andersen audit
partner, she obviously wanted a “sounding board™ with whom she could discuss certain of her conecrns
rclated to a sct of Enron transactions. and 1 told her 1°d be happy ta histen

Sherron then told me she was coneerned about the propricty of accounting for certain rclated-party
transactions. The transactivns in question were, based on our discussions, with an entity with a name
something like "LIM™, wiich was at the timie of the transactions at least partly owned by Andy Fastow,
Enron’s CFO (and her current boss) She later told me that Fastows interest in LM has since been sold
10 Michael Copper. an Enron alum. 1 also understood by her tone that the potentially sensitive transactions
were done within the fast couple of vears. Sherron seemed even more agitated about the transactions’
accounting because she perecived the related footnote disclosurcs in the company’s consolidated financial
statements werc difficult to understand and did not tell the “whole ston ",

Afier some investigative work sinec her return to Fastow's group. she reportedly had discussed somie of her
concerns with Enron’s gencral counsel office (she did not name the individual) That individual had
assured her that AA and Enron’s external counsel (Vinson &ElIkins) had reviewed the transactions”
accounting and financial statement disclosures and that they were sure there was no impropriety. At that
point. I mentioned to Sherron that many people inside and outside the company assume we have seen even
small transaction and OK d the accounting. which for many reasons, potentialhy including immaterialiy., is
often not truc. Sherron undersiood this. but assured me the dollars involved (approximately $300 million)
were material. even to (a company as large as) Enron. Based both on the type and size of the transactions,
Sherron told me she was concemed enough about these issucs that she was going to discuss them with Ken
Lay, Enron’s Chairman. on Wednesday. August 22. 2001
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Based on our following discussions. her perceptions and concems were:

In summary, Sherron couldn't understand how Enron could. with its own capital stock. repeatediy add
to the collateral underlving an cbligation owed to Enron from 2 related pany without recognizing in its
financial statements either a) the related Enron stock distributions or contributions to that related party
or b) the high-tech im estment losses such related-parts obligation was supposedly protecting against.
LIM. an investment company farmerhy owned at icast parually by Andy Fastow (CFQ of Enron). was
formed to enter into various structured transactions with Enron. I understood from Sherron that one
such transaction involved the hedging of certain of Enron’s iny estments in high-tech companics : {Sitice
these high-tech unvestment values have declined. Enron’s hedge from LIM has mereased in valie thus
putting LIM on the hook for a potentially targe habiity to Enron. Supporting this hedging
arrangement. Sherron deseribed to me that LIM was initially capitalized in large part with Enron stock.
which has also significantly declined in value since yearend 2000, Well after LIM's formation. and in
response 10 this resulting reduction in wotal LM asset value. her investigative inquiries had picced
together a very troubicsome scenario. She perecived that Enron was putting additional Enron stock
into LIM (the exact mechamsm -- sales. contributions. ¢xchanges or otherwise ~wasn 1 clear from our
conversation). primarily 1o bolster LIM s percerved ability to repay obligations that will be owed to
Enron at some future date  However, according to Sherron. these additional Enron stock
contributions/issuances 1o LIN did not appear to be recorded on Enron’s books. I informed Sherron |
could not comment hecause | was obviousty unfamihar with the facts behind both the formation and
ongoing operations of LIM.

She asserted that the Enron financial-statement disclosures related to the Fastow investment-company
relationships and transactions were {putting it kindlv) hard to understand and incomplete. A $500
millien gain from the LIM contract(s) was purportediy identified in interim financial disclosures.
However, according to Sherron. it was not clcar in the disclosures that the $500 million gain on
Enron’s books from the Fastow agreement (through LIM) actually offset other losses on Enron’s
investments in various high-tech mvestments., The potential colI:ltcralizalion,’colIcctibilit}' issucs behind
the LIM obligauion that Sherron pereened are a problem were also not spelied out. 1 did not attempt 10
confirm these disclosure assertions by pulling Enron’s Foom 10-K or HI-Q's (but see documemtation of
engagement 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 have had “veny limited” stockholders” equity and must have been an unsuccessful
investment for its owner(s). | inferred thay she thought Mr. Copper’s purchase price must have been
relatively small. tor one or more of the tollowing rcasons: a) LIM owed so much to Enron. or b) the
company had so fow other assets or ¢ it only had asscts such as Enron stock that had declined so much
in value since LM s inception. However, she also asserted that she had been told that most. if not all,
of LIM’s cquuty had beon distributed 1o its sharcholder(s) [including Fastow and CIBC, an independent,
banking organization unrclated to Enron| concurrently. or shortly aficr. its original formation. )

Based on our discussion. | told her she appuared 10 have somwe pood questions. | emphasized that | was
uninvolved in the issues or chient and therefore unabic to give her any definitive advice or conclusions on
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these matters. especially without knowing all the facts. which she understood However, | encouraged her
to discuss these 1ssues with anvone in the company who could sat:sfy her about the accounting and
disclosures related to these transactions 1 told her that I adnured her “stand-up ™ attitude and that corporate
introspection about these surts of aceounting and reporting issues often wis very healthy and should not be
surpressed.  She neither commitied 10 update me about her discussions with hen Lay nor requested
anything further from me.

Immediately after my discussion with Sherron on August 20, | relaved the essence of her asserted concems
to Bill Swanson (ABA practice director). Dave Duncan {Enron engagement partner) and Deb Cash (4
partner.on scyeral of the tradwig scgrients at Enron). -On Adiiet 2 1w 311 added:-Mike Odotn.” practice
director. to the discussions. and agreed to consult with our firm's Jegal advisor about what actions to take y
in response to Sherron's diséussion of potential accounting and disclosurc issucs with me. "%

Copics To:

Debra A, Cash
David B. Duncan
Michael M. Lowther
Michael C. Odom
Wiliam E. Suwanson

iy
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