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Re:  Preliminary Investigation of Aliegations of an Anonvmous Employee

Dear Jim:

You requested that Vinsoo & Elkins L.L.P. ("V&E") conduct an investigazion into certain
allegations initially made on an aponymous basis by an employee of Enron Corp. ("Enron™). Those
allegations question the propriety of Earon’s accounting trearment and public disclosures for eertan
daconsolidated eatities known as Condor or Whitewing and certain transactions with a relatad party.
LJM, and perucularly transactions with LIM known as Raptor vehicles. The anonymous employee
later identified herself as Sherron Watking, who met with Keaneth L. Lay. Chairman and Chief
Executive Officer of Enron, for approximately one hour to express her concerns and provided him
with materials 10 supplement her initial anonymous letter. This lener consunuies our report with
respect 10 owr investigation and sets forth the scope of our review, the activitics undenaken. the
identification of primary concems. and our analysis and conclusions with respect 1o Lhose Soncems.

L. Scope of Undertaking

In general the scope of V&E's undertaking was 10 review the allegations raised by Ms.
Watkins' anonvmous letter and supplemenzal materials and 1o conduct an investigation to determine
whether the facts she has raised warrant further independent legal or accounting review.

By wav of background. some of the supplemental materials provided by Ms. Watkins
proposad a series of steps for addressiag the problems she perceived, which included retenton nrt:
independent legal counsc] 1o conduct a wide-spread investigation. and the engagement ol
independent auditors. apparently for the purpose of analyzing ransactions in detgil and opining 23
10 the propriety ol the accounting treatment employved by Enron and its suditors Arthur Andersen
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LL.P.(CAA™) Inpreliminary discussions with vou. it w35 decidod that our inital approach would
not invoive the second guessing of the accounting advice and reatment pron ided by AAL that there
would be no detailed analysis of each and exen ransaction and that ihere would be oo full seale
discovery style inquiry. Instead. the inquin would be coarined 10 a Jetermination whether the
anony mous letter and supplemental matenals rzised pew facrual information that would warrant 2

broader investigation.
2. Actvines Uodertaken

Our preliminary investiyation included the review of selected documents provided 10 us by
Enron and from our intemal sources, interviews with key Enron and AA personne) and discussions
with VRE anomeyvs who are familiar with legal issues addressed by Enron in connecnion with the
subject transactions. The focus, of course. was to identify background informadon. disclosures and
personal views with respect to the Condor/Whitewing and Raptor vehicles and Enron's relationship

with LI\

Documents reviewed in this process included excerpts ot meetings of Enron’'s Board of
Directors. inscluding minutes of mestings of the Audit and Finance Comminees of' the Board. vanous
public filings of Enron (annual reports. 10-K's. 10-Q’s). documents relating to Enron's transactions
with L/M. including Deal Apgraval Sheets and Investment Summaries. and various miscellaneous
matenals in the nature of preseatations and memorands. The focus of our document review was (o
determine whether the requisite approval of the iransactions referenced in the anonymous leter had
been obtained from Enron’s Board and its committees. the nanure of the disclosures made with
respect 0 the transacuons and relationships questioned by the anonymous lener and suppiemental
materials and 10 provide general background information.

Interviews were also conducted with various Enron personnel based either on their
connecuon with the mansactions involving Condory Whitewing. LIM and Raptor. or because they
were identified in matenals provided by Ms. Watkins as persons who might share her concems.
Those persons interviewed were: Andrew S. Fastow, Execudve Vice President and Chief Finaacial
Officer; Richard B. Causey, Executive Vice President and Chief Ascounting Officer; Richard B.
Buy. Executive Vice Presidentand Chief Risk OtTice.; Greg Whallcy. President and Chief Opemating
Officer (formerly Chaimman of Enron Wholesale): Jeffrey McMabon, President and Chief Executive
Officer, Earon [ndustrial Markets {formerly Treasurer of Enron) : Jordan H. Mintz. Vice President
and Genceral Counsel of Enron Global Finance: Mark E. Koenig, Execunve Yice President. Investor
Relations: Paula H. Rieker, Managing Director. Investor Relgtions: 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 partaers with
AA assigned 10 the Earon audit engagement,
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In additiun to the foregoing formal inleniews, discussions were likewive held with Rex
Rogers. Vice President and Assistant Genetal Counse: of Enron. ang Romald [, Asun of V&E
regarding geaeral background information and the identitication of specific issuss relating to the
maters raused by the anonymous letter and supplemental matenals,

After completing interviews with all of the foregoing individuals. supplemental inteniews
were conducted with Andrew S. Fastow and Richard B. Causeyv of Enron and David B. Duncan and
Debra A. Cash of AA 10 conlirm certain informaton leamed in the overall interview process.

As we initially discussed. we limited our interviews (with the exception of the AN panners
mentioned above) 1o individuals still emploved with Enron. Therefore, we did not intanicw
individuals no longer with Earon mentioned in the anonymous letter or supplemental materials or
any thurd party relared to LIM,

5. ldentification of Primary Concerns

Cur preliminary investigation revealed four primary areas of concern expressed by Ms.
Watkins' anonymaous lemer and supplemental materials. Accordingly. our document review and
interview process locused on those areas of cancern and whether the (acts raised by Ms. Watkins'
anonymous lerier and supplemental matenial; presented any new informartion 2510 those matters that
may warrant further independent investigation. Those areas of primary concern are as {ollows:

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

b. the accountng weaument accorded the Condor and Raptor structures in Enron's
financial sutements:

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

d. the potential impact on Enron's financial statements as & r=sult of the
Condor/Whitewing and Raptor vehicles because of the decline in value of the
merchant invesanents placed in those vchicles as well as the decline in the market

price of Enron commeon swxk.

Our findings and conclusions with respect 1o each of these areas of concemn are set forth
- sepamuzly below.

3. Conflict of Ioterest

Mr. Fastow acrually organized rwo separate investmentpartnerships. The first, LJM-Cayman
L.P.CLIMI"), was launched in June. 1999. The LIM concept appears to have been fully discussed
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with the Onfice of th.e Chairman and was presented 1o and approved by Enron's Boand of Directors
ata special meenng on June 28. 1999, That approral included the Boand's waiver of knron s code
of ethics to permit Mr. Fastow 10 act as the general pantner of M. T'he primany purpose for the
organization of LIMI was 10 esublish a non-Enron eatity with whick Faron fould enterinic aswap
wransaction to hedge its invesiment in Rhythms NetCommunications. lrwas likew ise sevopnized that
LIM might negotiaze © purchase additional assitx ir Enroa’s merchant pontfolio. 1JM raised S16
million in outside equity. invested in 8 Raptor vehicle that entered inte a swap for Rhythms
NetCommunications and 2150 purchased a sufficient porton of Enron’s equity in the Cuiaba power
plant in Bra:l to allow Enron to deconsclidate that project.

The second investment parmership - LIM2 Co-Invesunent. L.P. (*LJM27) = wias organiend
in October. 1999.° At an October 11, 1999 meeting of the Finance Comminee of the Board of
Directors. Enron's activiies with LIM | were reviewed and the proposal for transacting businesswith
[JM2 was discussed and approved. The Board of Directors. & its meeting on October 12, 1996,
waived Ervon's code of ethics 10 permit Mr. Fastow to serve as general parmer of LIM2 and
established wuidelines foc Enron's transaction of business with IIM2. Thase included: (i) nw
cbligation to do transactions between Enron and LIMZ: (ii) the Chicl Accounting and Risk Ofticers
would review, and where appropriate. approve transactions with LIM2: (iii) there would be an
annual review by the Board's Audit Comminee of completed transactions or recommendations. as
appropriate; and (iv) there would be an annual review as 10 the application of the Company's code
of ethics w assure thar such transactions would not adversely affect the best interests of the

Corupany.

The LIM2 partnership raised $349 million inequity from investors ranging from commercial
and invesument banks, insurance companies. public and private pension funds and high act worth
individuals. ([ JM2 has engaged in approximately 21 separate transactions with Enron.

Pursuant 10 the Board's guidelines. special procedures were adopted and utilized for the
transaction of business with LIM. Those procedures included the preparation of a specis) LIM2
Deal Approval Sheet ("DASH™) that would be prepared for every Enron/LIM?2 transaction generally
descriding the nature of the commercial ransaction and the relevant econcmics. Approval was also
required by a3 variety of senior level commercial, technical and commercial support professionals,
DASH was supplemnenicd by an LIM approval process checklist testing for compliance with Board
directives for wransactions with LIM2., includiag questions addressing the following:

. alternative sales oprions and counter-parties,

el

‘ The ininal LIM partmership was then referred to as "LIML™ LIMI and LIM2Z wall
be referred 1 joinUy as "LIM" unless there is 3 particular reason to distinguish berween the two
investment partnerships. '
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- dets- nination that the vapsaction was cenducted at xm's length.

disclosure obligatons. and

- review of the transaction by Enrun’s Otlice ol the Chairman. Chief” Accounting
Ofticer and Chief Risk Officer.

As part of these procedures. it also appeared that severl additional controls were adhered
to. These includad LIM senior management professionals never negotiating on behalt of Enron:
Enron professionals negotiating with [JM reporting o senior Earon professionals other than Me.
Fastow: Enron Global Finance commercial, legal and accounting monitoring of compliance with
procedures and controls for regular updates for Chiet’ Accounting and Risk Otficers. and iniemal and
outside counsel regularly consuhed regarding disclosure obligations and review of any such
disclosures.

Based on our review of the | JM Deal Approval Sheets and accompanying checklist 1t
appears that the approval procedures were generally adhered to. Transactions were uaiformly
approved by legal. technical and coramercial professionals ay well as the Chief Accounting and Risk
Officers. [n most instances. there was no approval signarure for the Office of the Chairman except
for several significant transactions. It also appearcd that the LIM transactions were reviewed by the
Audit Compittee on an annual basis. At the February 7, 2000 meeting of the Audit Coramiaee. all
LIM mansacrions occurring prior 1o that dae were reviewed. A review of al] the LJM trassactions
during the following year was made at the Fedruary 12, 200! meetiogs of both the Audit and
Finance Commitrees.

Based on our interviews with varnious Enron representatives. and notwithstanding the
foregoing guidelines and procedures that were adopted, concems were expressad about the
awkwardness in LIM's openating within Fnron and two potential conflicts of interest. The
swikwardness arose from the fact thar LIM’s professionals ~ pamarily individuals reporting to Mr.
Fastow and Michael Koppers ~ were also Enren employees who officed in Enron space and worked
among Enron employees. Transactions were negotisted between Enron employees acting from
Enron and other Enron employees acting for LIM. Within Enron. there appeared 10 be an ait of
secrecy regarding the LJM partnerships and suspicion that those Enron employees acting for LJM
were veceiving special or additional compensation.  Although there was 2 Services Agreement
berween Earoa and LJM pursuant to which UM compensaied Enson for the services of Ervon
personnel and use of Ergon’s facilities, this fact did not quell the awkwardoess of the Enron
emplovees ~wearing two bats.” Much of this suwkwardness should be ¢liminated on a going-forward
basis, bowever, by reason of Mr. Fastow's sale of his ownership interest in LIM effective July 31.
2001 to Mr. Koppers (who resigned from Enyon priorto the ransaction) and the complete separation
of LIM's employees and facilities from Enron.



M, James V. Derrick. Jr.
"Ocrober 13. 2001
Page 6 .

The 1irst area ol potenual contlict of interest voiced By several indin iduals was the risk thay
undus pressure may be placed on Enron professionals who were negotiating with LINM becawse those
individuals wouid wtimately have their performance evaluated Jor compensaiion puposes by Mr,
Fastow in his capacity as Chiel Financial Otficer. In parucular. Jeflres McMahoo stated that while
he was Treasurer ol Enron he discussed this conflict directiv with Mr. Fastow and JetTrey Skilling,
and that the conllict was not resolved prior 1o hi> aceepance of a new position within Enron. Mr.
McMahon siated, however. thar he way aware ol no transaction where Enren sutlerad ccoaomic
hare as a result of this potental conflicL

The second potental conflict of interest identified by several individuals was that invesiors
in LIM may have perceived that thew investment was required (0 establish or mainuain other business
relationships with Enron. Although no investors in [ M were interviewed. both Mr, Fastowand Mr,
McMahon suted unequivocally that they told potential investors that there was no tie-in between
LIM investment and Enron business. Moreover, Mr. Fascow stated that Memill Lyach was paid a
{ee for marketing [JM2 partership interests and that & number ot investars. such 33 private amd
public pension funds and high net wonh individuals. had no business relauonship with Enron,

In surnmany. none of the individuals intenvicwed could identi{v any tansection berween
Enron and LM that was not reasonable from Enron’s standpoint or that was contrary 10 Enron's best
interests.  Converselyv, the individuals interviewed were virnually unilorm in stating that {JM
provided a convenient alternative equity partner wath flexibility that permined Enron 10 close
wansactions that otherwise could not have been accomplished. Mercover. both the swiwardness and
potental for conflict of interest should be eliminaiad on a going-forward basis as a result of Mr.
Fastow’s divesument of his ownership interest in the LIM partmerships.

5. Accounting lssues

As stated at the outset. the decision was madce ¢carly in our peeliminary investiganon not 1o
engage an independent accounting firm  second guess the accounting advice and audit reatment
provided by AA. Based on interviews with representatives of AA and Mr, Causey. sll mawenal facts
of the Coador/Whitewing and Raptor vehicles, a5 well as other mansactions invelving LIM. appeared
1o have been disclosed 10 and reviewed by AA. In wis regard. AA reviewed the LIM solicitarion
msterials and pannership agreement to assure that certain safeguards were provided that would
permit LIM 1 be 3 source of third party equity in ransactions conducted with Engon. AA likewase
reviewed specific transactrions between Enron and LIM 1o assure that LIM had sufficient equiry in
the transaction to jusufy the accounting and audit principles being applied.

‘The relationship berween Enron and AA was an open one and. according to Mr. Causey.
Ervon consults AA carly and often on accounting and audit issues as they anse. AA concurs with
(his statement. but points out that in certain of its accounting and audit trearment, it must rely on
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Fnron's statement o the business purpose 1or spociite truasactions and Enron's valuaiion of asselx
placed in the Condor' Whitewing and Raptor structuncs.

Enron and AA representatives both acknowjedue that the accounting tredtment on the
Condor/Whitewing and Rapior transactions i3 creative a m bul ne vne has redson W
believe that it is inappropnate {rom a technical stardpoint. [n TS regard. AA consulted with its
senior technical expens in its Chicago otfice regarding the technical acvounting treutment on the
Condor/Whitewing and Raptor irunsactions. and the AA parmers on the Enron account consulied
with AA’'s senior practice comumittee in Houston on sther aspects af the transactions. Enron may also
take comfort from AA's audit opinion and report 1o the Audit Comminees which implicidy appruoves
the transactions involving Condoe/Whitewing and Raptor structures in the context of the approval
of Earon’s financial statements.

Following ouwr intial interview with AA represenatives vou agreed with us that it was
desirable and appropriate to provide them with Ms. Watkins' anonymous lerter and supplemenial
materials 5o that AA could comment directly on specific allegations conusined in those materals.
AA identified two allegadons in particular that. it accurate. would affect their accounting and audit
weatment. [hose allegations were. in effect: (1) There was a handshake deal betawgen Mr. Skilling
and Mr. Fastow that LJM would never lose money on any wansacuon with Earon: and (i) LIM
received 2 cash fee in the Raptor transactions that completely recouped its investment and prolit

Mr. Fastow adamandy denies any agreement with Mr. Skilling or anyone els¢ that LIM
would never lose money in transactions with Earon, and he recognized that such an agreement would
defeas the accounting Uratment that was the very objective for the formation of LIM. My, Causey
is unavware of any such agreement and has seen no evidence of it.

Both My, Fastiow and Ms. Causey acknowledge that LM was 10 receive a cash fee for its
management of the Raptor vehicles in an amount not 10 exceed $250.000.00 annually tor each
cornpany, for a total of $1,.000.000.00 for the four entitics. AA was aware of Earon’s payment of
these fecs as well s other organizational costs of the Rapior entities, but these fees fall far shortof
recouping LIM's investment in the Raptor entities. Both Mr. Fastow and Mr. Causcy were quick w0
point out, however, that in each Rapror vehicle the first cansaction was a "put” of Enron shares
which was settled favorably to LIM prior 1o maturity, and as » result thereol, distributions werz made
1o LIM in amounts equal to or greater than its intial investment in those Raptor vehicles. AA is
aware of these ransactions and is comfortable that, by reason of the applicable special purpose entity
accounting rules. the transactions do not undermine LIM's equity invesunent in the Raptor vehicles.

When questicned about her basis for these two allegations in her anonymous letter and

supplemental matzrials, Ms. Wakins acknowiedged 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 Globa! Finance. and she was uncerain about any deuils of the alleged cash fex

L]
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atlegation. Noowithstanding the lack ot uny solid hasis for the allegauoas, we Biink it is el thut
AA will seek some kind of assurance from Enron and perhaps from Messrs, Fastow and Causey tha
no such agreement ur cash fec pasment ocowrred

6. Adequacy of Disclosures

Nomithstanding the expression of concermn in Ms, Warkins' anonymous lener aod supporting
materials regarding the adequacy of Enron's disclosures as w the Condor/Whitewing and Rapior
vehicles (whuch. (0 3 large extent. reflect her opinion). AA is comfortable widh the disclosure in the
footnotes 10 the financials descnbing the Condor/Whitewiag and Raptor structures and other
relstionships and wansacuons with LJM. AA points out that the transsctions involving
Condor/Whitewing are disclosed in aggregate terms inthe unconsolidated equity atfiliates foonole
and that the transactions with LM, including the Raptor oransactions. are disclosed in aguregate
terms in the, related party mansactions foownote to the financials

The concern with adequacy of disclosures is that one can always arzue in hindsighr that
disclosures contained in proxy solicitations. management's discussion and analysis and financial
footnotes could be more dewiled. In this regard. it is our understanding that Enron’s practice is to
provide its financial statements and disclosure matenals 1o V&E with a relatively short time frame

within winch to respond with comments.
1. Potential Bad Cosmertics

Concern was frequently expressed that the rmansacrions involving Condor/Whitewing and

Raptor could be portrayed very pooely if subjested o a8 Wall Street Jownal exposé or class agtion
lawsuit. Factors poinzed to in support of these coacerns included (i) the use of Enron stock
provide equity necessary o do transactions with Condor/Whitewing and Raptor: (ii) recognizing
earnings tyough derivadve oransactions with Raptor when it could be argued that there was no true,
"third party” involved in those transactions: (i) because both mearchant investment value and Enron
stock have fallen. the Raplor entities may not be able to satsfy their obligations o Enron. thus
raising the question “Who ultimately bears this lose?: (iv) the apparent coaflict of interest issue
raises questions as w the valuation of assets sold 10 or that were the subject of transactions with
Raptor and the timing of thoss gansactions, (generally st 8 point when the valuation was at a
historical bigh point).

8. Conclusions

Based on the findings and conclusions sex forth with respect to each of the four areas of
primary concern discussed above, the facts disclosed through our preliminary investigation do not.
in our judgment warrant a further widespread investigation by independent counsel and auditors.
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Qur preiiminan investiganon. howercr. leaves us with concern that, bevause of the bad
cosmetics involving the LIM eatities and Raptor iransactions. coupied with the poor performance
of the merchant invesiment assets placad in those yvehicles and the decline in the value of Enron
stock. there is a serious risk of adverse publicity and litigation, It aisv appears that because of the
inquiries and issucs raiscd by Ms. Watkins, AA will want additional assurances that Enron had no
agreemen! with LIM that LM would not lose monev on transactions with Enron and that Enron paid
no fees to LIM in excess of those previously disclosed 10 AA. Finally. we believe that some
response should be provided 10 Ms. Watking to assure ber that her concems were thoroughly
reviewed. analveed, and sithough fouad not 10 raise new or undisclosed information, were given
serious consideration.

We have previously reported verbally to Mr. Lay and vou regarding our investigation and
conclusions and. ar vour raquest. have reporied the same infocmation w Robert K. Jaedicke. in his
capacity of Chaimman of the Audit Committec o Faron's Bosrd of Directors. At Dr. Jaadicke's
request. we gave a verbal summary of owr review and conclusions to the full Audit Committee.
Should vou desire to discuss anv aspect of this writien repon o any other details regarding our
review of this matter, please do not hesitate o conlect us a1 YOUr convenience.

Very truly yours.

Vinson & Evkins LLLLP.

By: N
Max Hendrick. 1]



