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tManagement'’s Discussion and Analysis
of Financial Condition and Results
of Operations

The following review of the resuits of operations and
financial condition of Enron Corp. and Iits subsidiaries and
affiliates (Enron) should be read in conjunction with the
Consolidated Financial Statements.

RESULTS GF GPERATTONS

Consclidatad Net lncomgs

Enron's net income far 2000 was $979 milllon compared to
$893 million In 1899 and $703 million in 1998. Items impacting
comparabllity are discussed In the respective segment results. Net
Income before items Impacting comparabliity was $1,266 miilion,
$957 miltion and $698 million, respectively, in 2000, 1999 and
1998. Enron's business is divided Into five segments and
Exploratfon and Production (Enron Qil & Gas Company) through
August 16, 1999 (see Note 2 to.the Consolidated Financial
Statements). Enron’s operating segments include:

Transportation and Distribution. Transportation and
Distribution consists of Enron Transportation Services and
Portiand General. Transportation Services fncludes Enron's
interstate natural gas pipetines, primarily Northern Natural
Gas Company (Northern), Transwestern Pipeline Company
(Transwestern), Enran’s 50% Interest In Florida Gas Transmission
Company (Florida Gas) and Enron’s interests in Northern Border
Partners, L.P. and EOTT Energy Partners, LP. (EOTT).

Wholesale Services. Wholesale Services Includes Enron’s
wholesale businesses around the world. Wholesale Services oper-
ates in developed markets such as North America and Europe, as
well as developing or newly deregulating markets including
South America, India and Japan.

Retail Energy Services. Enron, through its subsidiary Enron
Energy Services, LLC (Energy Services), Is extending its energy
expertise and capabilities to end-use retail customers in the indus-
trial and commercial business sectors to manage thelr energy
requirements and reduce their total energy costs.

" Broadband Services. Enron’s broadband services business
(Broadband Services) provides customers with a single source for
broadband services, including bandwidth intermediation and the
delivery of premium content.

Corporate and Other. Corporate and Other includes Enron’s
investment in Azurix Corp. (Azurix), which provides water and
wastewater services, results of Enron Renewable Energy Corp.
(EREC}, which develops and constructs wind-generated power

" projects, and the operations of Enron’s methanot and MTBE
plants as well as overatl corporate activities of Enron,
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Net income includes the following:

{ln millions) prnsss 1993 1998
After-tax results before items
impacting comparabiity 1,286 $ 957 $ 698

[tems impacting comparability: (@)
Charge to reflect impairment by Azurix {326} - -
Gain on TNPC, Inc. (The New

Power Company), net 3% - -
Gains on sales of subsidiary stock . 345 45
MTBE-related charges - (278) {40)
Cumutative effect of

accounting changes - {131) -

Net Income $ B $ 893 $ 703

{3} Tax affected at 35%, except where a specific tax rate appled.
Diluted earnings per share of common stock were as follows:

2000 1999 1998

Diluted earnings per share 8):
After-tax results before items
impacting comparabitity $7.47 $1.18 $1.00

Itemns impacting comparabiliity:
Charge to reflect impairment by Azurix {6448} - -
Gain on The New Power Company, net  ¢.85 - -

TGalns on sales of subsidiary stock - 045 0.07
MTBE-related charges . (0.36) (0.06)
Cumulative effect of
accounting changes - {0.17) -
Diluted earnings per share $ 192 $1.10 $1.01

@) Restated to reflect the two-for-one stock spiit effective August 13, 1999.

nome Before Inerest, Minorky Interests and Income Texes

The following table presents income before interest, minor-
ity interests and income taxes (IBIT) for each of Enron's operating
segments (see Note 20 to the Consolidated Financial Statements):

{In millions) 2000 1999 1938
Transportation and Distribution:

Transportation Services $ 31 s 380 § 351

Portland General a4t 305 286
Wholesale Services 7,280 1317 968
Retsil Energy Services 165 (9] (119}
Broadband Services {508 - -
Exploration and Production - 65 128
Corporate and Other {515} {4) {32)

Income before interest,

minority interests and taxes $2,482  $1,995  $1,582

Transperistion and Distrittion
Transportation Services. The following table summarizes

total valumes transported by each of Enron’s Interstate natural
gas pipelines.

2640 1933 1838

Total volumes transported (88tu/d) @)

Northern Natural Gas 3522 3820 4,098
Transwestern Pipeline 15867 1462 1,608
Florida Gas Transmission 1,501 1,495 1.324
Northern Border Pipeline Z443 2405 1,770

{2) Billion British thermal units per day. Amounts reflect 100% of each entity’s
throughput volumes. Florida Gas and Northern Border Pipedine are unconsod-
dated equity affiiates.



Significant components of [BIT are as fol'ows:

{In mitflions) 2000 1999 1998
Net revenues $630 $626 3640
Operating expanses 260 264 276
Depreciation and amortization 67 66 70
Equity earnings 82 38 a2
Othar, net 25 46 25

Income before interest and taxes $391 $380 3351

ket Revenases

Revenues, net of cost of sales, of Transportation Services
increased $24 million (49) during 2000 and declined $14 million
(296) during 1999 as compared to 1998. in 2000, Transportation
Services® interstate pipelines produced strong financial results.
The volurnes transported by Transwestemn increased 13 percentin
2000 as compared to 1939, Northern's 2000 gross margin was
comparable to 1959 despite an 8 percent decline in volumes
transported. Net revenues in 200Q were favorably impacted by
transportation reventes from Transwestern's Gallup, New Mexico
expansion and by sales from Northern’s gas storage Inventory.
The decrease in net vevenue In 1999 compared to 1898 was
primarily due to tne expiration, in October 1998, of ceitain tran-
sttion cost recovery surcharges, partially offset by a Northern sale
of gas storage inventory in 1999. ’

Operating £xpenses

Operating expenses, including depreciation and amartiza-
tion, of Transportation Services increased $17 million (5%) during
2000 primarily as a result of higher overhead costs related to
information technology and employee benefits. Operating
expenses decreased $15 million (5%) during 1999 primarily as a
result of the expiration of certain transition cost recovery sur-
charges which had been recovered through revenues.

Bty Farcngs

Equity in earnings of unconsolidated equity affiliates
Increased $25 mitlion and $6 million In 2000 and 1999, respectivety.
The increase in equity earnings in 2000 as compared to 1999
primarity relates to Enron’s investment In florida Gas. The increase
in eamings In 1999 as compared to 1998 was primarily 2 resuft of
higher earnings from Northem Border Pipeline and EOTT.

Othey, Nax

Cther, net decreased $21 mitlion in 2000 as compared to
1999 after Increasing $21 million in 1999 as compared to 1888.
Inclixied In 2000 were gains related to an energy commodity
contract and the sale of compressor-related equipment. while
the 1999 amount Included Interest Income earned In connection
with the financing of an acqulsition by EOTT. The 1928 amount
included galns from tha sale of an interest In an equity invest-
ment, substantlaity offset by charges refated to iftigation,

Portiand General. Portiand General realized (BIT as follows:

(In: millions) 2000 1999 1998
Ravenues $2,258  $1,379 31196
Purchased power and fuel 1481 639 451
Operating expanses 32t 304 295
Depreciation and amortization baa | 141 183
Other, net ki 50 19

Income bafore intecest and taxes $ 341 $ 305 3 286

Revenues, net of purchased power and fuel costs, Increased
$55 million In 2000 as compared to 1939, The Increase is primarily
the result of a significant increase In the price of power sotd and
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an increase In wholesale sales, partially offset by higher purchased
power and fuel costs. Operating expenses Increased primarity due
to Increased plant maintenance costs related to periodic overhauls.
Depreciation and amartization tncreased in 2000 primarily as a
result of increased reguiatory amortization. Othey, net in 2000
included the impact of an Oregon Public Utility Commission
{OPUC) order allowing certain deregulation costs to be deferred
and recovered through rate cases, the settlement of litigation
related to the Trojen nuclear power generating facility and gains
on the sale of certain generation-related assets.

Revenues, net of purchased power and fuel costs, decreased
$5 million in 1999 as compared to 1998. Revenues increased pri-
marily as a result of an increase in the number of customers
served by Portland General. Higher purchased power and fuel
costs, which increased 42 percent in 1999, offset the increase in
révenues, Other income, net Increased $31 million in 1999 as
compared to 1998 primarily as a resuft of a gain recognized on
the ssle of certain assets.

In 1999, Enron entered Into an agreement to sell Portland
General Electric Company to Sierra Pacific Resources. See Note 2
to the Consolidated Financial Statements,

Statistics for Portland General are as foilows:

2053 1999 1998

Electricity sales (thousand Mwh) (8)

Reskdential T A3 7404 7101
Commercial ’ T 7527 7 1392 6,781
industrial £912 4463 3,562
Total retait 13,872 19,259 17,444
Wholesale 3.548 12612 10,869
Total electricity sales 38420 31871 28,313

Resource mix

Coal 1% 15% 16%
Combustion turbine 12 8 12
Hydro | 8 9
Total generation 28 32 a7
Firm purchases 63 57 56
Secondary purchases £ 1 7
Totel resources | . 0035, 100%. . 100% .

Avecage variable power cost Millsﬂ(Wh)(b)

Generation 14.8 13 8.6
~ Ficm purchases 48 232 17.3
Secondary purchases 1258 19.7 3.6

Total average vaciable power cost 312 0.0 15.6

Retall customers {(end of period, thousands) 725 719 704

@} Thousand megawatr-hours.
) Milts (1710 cent) per kilowat-hour,

Cutiook ‘ ) .

Enron Transportation Services Is expected to provide stable
earnings end cash flovss Guring 2001, The four rigjor natural gas
plpeiines have strong ccmpetitive positions In thelr respective

markets as a result of efficient operating practices, competitive -

rates end favoratle market cenditlons. Enron Transportation
Services expects to continue to pursue demand driven expansion
opportunities. Florida Gas expects to complete an expansion that
will Increase throughput by 198 milfion cublc feet per day
(MMcfld) by mid-2001. Florida Gas has recelved preliminary
appraval from the Fedetal Energy Regulatory Commission for an
expansion of 428 MMcfid, expected to be completed by early
2003, end Is also pursuing an expansion of 150 MMcf/J that is
expected to be completed In mid-2003. Transwestern completed
an expansion of 140 MMcf/d in May 2000 and Is pursuing an
expansion of 50 MMcffd that Is expected to be campleted in 2001



and an additional expansion of up to 150 MMcfid that is expected
t be completed in 2002. Northem Border Partners i evaluating
the development of a 325 mile plpeline with a range of capacity
from 375 MMcf/d to 500 MMcf/d to connect natural gas produc-
tion in Wyoming to the Northern Border Pipeline In Montana.

In 2001, Portland General anticipates purchased power
and fuel costs to remain at historically high levels. Portiand
General has submitted a request with the OPUC to recover the
anticipated cost Increase through a rate adjustment.

Whelesaie Services

Enron builds its wholesale businesses through the creation
of networks involving selective asset ownership, contractual
access to third-party assets and market-making activities. Each
market in which Wholesale Services operates utilizes these
components {n a slightly different manner and is at a different
stage of developinent. This network strategy has enabled

Wholesale Services to establish a leading position in its markets.

Wholesale Services’ activities are categorized into two business
lines: (a} Commodity Sales and Services and (b) Assets and
Investments. Activities may be integrated into a bundled product
offering for Enron's customers.

- Wholesale Services manages its portfolio of contracts and
assets in order to maximize value, minimize the associated risks
and provide overall liquidity. In doing so, Wholesale Services uses
portfolio and risk management disciplines, including offsetting
or hedging transactions, to manage exposures to_market price
movements (commodities, Interest rates, forelgn currencies and
equities). Additionally, Wholesale Services managés Its liquidity
and exposure to third-party credit risk through monetization of
its contract portfolio or third-party insurance contracts.
Wholesale Services also sells interests in certain Investments and
other assets to improve liquidity and overall return, the timing of
which Is dependent on market conditions and management's
expectations of the investment's value.

The following table reflects IBIT for each business line:

{In millions) 000 1959 1998
. .Commaodity sales and services CLFLE30 .. 8. 628 . 4N
Assets and investments BES 850 709
Unallocated expenses {258} (161) (152)

" Incomé before interest, o o
"__minority interests and taxes $r288  $13%7 $968

The following discussion analyzes the contributions to IBIT
for each business line.

Commodity Sales and Services. Wholesale Services provides
reliable commodity delivery and predictable pricing to Its
customers through forwards and other contracts. This market-
making activity Includes the purchase, sale, marketing and
dellvery of natural gas, electricity, liquids and gther commodi-
tles, as well as the management of Wholesale Services” own
portfolio of contracts. Contracts assoclated with this activity are
accounted for using the mark-to-rarket method of acc.unting.
See Note 1 to the Consolidated Financial Statements. Wholesate
Servives’ market-making activity Is facliitated through a network
of capabilities including selective asset ownership. Accordingty,
certain assets involved In the delivery of these services are
inciuded in this business (such as intrastate natural gbs pipelines,
gas storage facilities and certaln electric generation assets),
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Wholesale Services markets, transports and provides energy
comimodities as reflected in the following table (including inter-
company amounts):

2000 1999 1898

Physical volumes (BBtue/d) @) (6]
Gas:

United States 1789 8,962 7.418
Canada 6:35% 4388 3,486
Europe and Other 26837 1572 1,251
77,670 14,952 12,155
Transportation volumes 845 575 559
Total gas volumes 28,318 15527 12,114
Crude oll and Liquids £088 6,160 3,570
Etectricity(®) 17308 10,742 11,024

Total physical volumes {BBtue/d) 51,718 32,429 27,308
Efectricity volumes (thousand MWh)

United States 578,787 380,518 401,843
Europe and Other 84670 11,576 529
Total 833457 392,094 402,372
Financial settloments
{notional, BBtue/d) 155, 148 89,337 75,266

() Bition British thermal units equivalent per day.
{b) Includes third-party transactions by Enron Energy Services.
{c) Represents electricity vofumes, converted to BStue/d.

Earnings from commodity sales and services increased $1.0
billion {160%) In 2000 as compared to 1999, increased profits
from North. American gas and. power marketing operations,
Eurcpean power marketing operations as well as the value of
new busineises, such as pulp and paper, contributed to the
earnings growth of Enron's commodity sales and services busi-
ness. Continued market leadership in tetms of volumes trans-
acted, significant increases In natural gas prices anc price
volatility in both the gas and power markets were the key
contributors to increased profits in the gas and power interme-
diation businesses. n late 1999, Wholesale Services launched an
Internet-based eCommerce system, EnronQOnline, which allcws
wholesale customers to view Enron's real time pricing and to
complete commodity transactions with Enren as principal, with
no direct interaction. In its first full year of operation,

- EnronOnline - positively - impacted wholesale~volumes, - which

Increased §9 percent over 1999 levels.

Earnings from commaodity sales and services increased $217
million (53%) In 1999 as compared to 1998, reflecting strong
results from the intermediation businesses in both North
America and Eurcpe, which include delivery of energy com-
modities and associated risk management products. Wholesale
Services also successfully managed its overall portfolio of con-
tracts, partlcularly in minimizing credit exposures utilizing
third-party contracts. New product offerings In coal and pulp
and paper markets also added favorably to the resufts.

Assets and Investments. Enron's Wholesale businesses make
investments In various energy and certain redated assets as a part
of its network strategy. Wholesale Services either purchases the
asset from a third party or develops and constructs the asset. In
most cases, Wholesale Services operates and manages such
assets. Earnings from these investments principally result from
operations of the assets or sales of gwnership Interests.

Additlonally, Wholesale Services invests in debt and equity
securities of energy and technology-related businesses, which
tnay also utilize Wholesale Services’ products and services. With
these merchant investments, Enron's influence is much more
limited relative to assets Enron develops or constructs. Eamings
from these activities, which are accounted for on a fair value
basis and are Included In revenues, result from changes in the
market value of the securities. Wholesale Services uses risk



management disciplines, including hedging transactions, to
manage the impact of market price movements on its merchant
Investments. See Note 4 to the Consolidated Financial
Statements for a summary of these investments.

Eamings from assets and investments increased $39 million
{5%) in 2000 as compared to 1999 as a result of an increase in the
value of Wholesale Services’ merchant Investments, partially off-
set by lower gains from sales of energy assets. Earnings from
asset operations were comparable to 1599 levels. Earnings from
merchant investiments were positively impacted by power-related
and energy Investments, partially offset by the decline in value
of technology-related and certaln energy-intensive industry
investments. Galns on sales of energy assets in 2000 included the
monetization of certaln European energy operations.

Eamings from assets and Investments Increased $141 million
(2096} in 1999 as compared to 1998. During 1999, earnings from
Wholesale Services” energy-related assets increased, reflecting
the operation of the Dabhol Power Plant in India, ownership In
Elektro Eletricldade e Servigos S.A, (Elektro), a Brazilian elesctric
utility, and assets in various other developing markets. Wholesale
Services' merchant Investments Increased in value during the
year due to the expansion into certaln technology-related inwvest-
mients, partially offset by a decline In the value of certaln energy
Investments. fn addition, Wholesale Services’ 1999 earnings
increased due to development and construction activities, while
gains on sales of energy assets declined.

Unallocated Expenses. Net unaltocated expenses such as
systems expenses and performance-related costs Increased In
2000 due to growth of Wholesale Services' existing businesses
and continued expansion into new markets.

Outiook

In 2000, Wholesale Services reinforced Its leading positions
in the natural gas and power markets in both North America and
Europe. In the coming year, Wholesale Services plans to continue
to expand and refine its existing energy networks and to extend
fts proven business modet to new markets and industries.

In 2001, Wholesale Services plans to continue to fine-tune
its already successful existing energy networks. [n North America,
Enren expects to complete the sale of five of its peaking power
plants located in the Midwest and its intrastate natural gas
pipeline. in each case, market conditions, such as Increased
liquidity, have diminished the need to own physical assets. For
energy networks In other geographical areas where Rquidity may
be an issue, Enron will evatuate whether Its existing network wilt
benefit from additional physfcal assets. The existing networks in
North America and Europe should continue to provide opportu-
nities for sustalned volume growth and increased profits.

The combination of knowledge gained in building networks
in key energy markets and the application of new technology, such
as EnvonOnline, is expected to provide the basls to extend
Wholesale Services* business model to hew markets and Industries.
In key Intemational markets, where deregulation is underway,
Enron plans to build energy networks by using the optimum
combination of acquiring or constructing physical assets and
securing contractuial access to third-party assets. Enron also plans
to replicate Its business model to new industrial markets such as
metals, pulp, paper and lumber, coal and steel. Enron expects to
use Its eCommerce platform, EnronOniline, to acceferate the pene-
tration into these industries.

Eamings from Wholesale Services are dependent on the
origination and completion of transactions, some of which are
Individually significant and which are impacted by market condi-
tions, the regulatory environment and customer relationships.
Wholesale Services” transactions have historically been based on

1108

a diverse product portfalio, providing a solid base of earnings.
Erron’s strengths, Including its ability to identify and respond to
customer needs, access to extensive physical assets and its Inte-
grated product offerings, are important drivers of the expected
continued earnings growth. in addition, significant earnings are
expected from Wholesale Services’ commeodity portfolic and
investments, which are subject to market fluctuations. External-
factors, such as the amount of volatility in market prices, impact
the earnings opportunity assoclated with Wholesale Services’
business. Risk related to these activitles is managed using natu-
rally offsetting transactions and hedge transactions. The effec-
tiveness of Enron's risk management activities can have a materi-
al Impact on future earnings. See "Financlal Risk Management”
for a discusslon of market risk related to Wholesale Services.

#etali Energy Senvices

Energy Services sells or manages the delivery of natural gas,
electricity, liquids and other commodities to industrial and
commercial customers logated in North America and Europe.
Energy Services also provides outsourcing solutions to customers
for full energy management. This integrated product Includes
the management, of commaodity delivery, energy information and
energy assets, and price risk management activities. The com-
maedity portion of the contracts associated with this business are
accounted for under the mark-to-market method of accounting,
See Note 1 to the Consolidated Finangial Statements.

(In millions) iy 1909 1998
Revenues $4.81E $1,807  $1.072
Cost of sales 4,028 1551 955
Operating expenses 443 308 210
Depreciation and amortization 38 28 Ed|
Equity losses &) - (@)
Other, net §3 13 7
[BIT before items Impacting
comparabllity 163 (58) (119)

ftems impacting comparability:
Gain on The New Power Company

stock ssuance 2% - -

Retail Enetgy Services charges {50} - -
Income {loss) before Interest, minority

interests and taxes $ 185 $ (68) $ (119)

Cperating Results

Revenues and gross margin increased $2,808 million and
$331 miltion, respectively, In 2000 compared to 1989, primarity
resuiting from execution of commitments on its existing cus-
tomer base, long-term energy contracts originated in 2000 and
the increase in the value of Energy Services' contract portfolio.
Operating expenses Increased as a result of costs incurred In
buliding the capabilities to deliver services on existing customer
contracts and in bullding Energy Services' outsourcing business in
Europe. Other, net In 2000 consisted primarily of gains associat-
ed with the securitization of non-merchant equity instruments.
Equity lossesreflect Energy Services' portion of losses of The New
Power Company.

ltems impacting comparabllity In 2000 included a pre-tax
gain of $121 million refated to the issuance of common stack by
The New Power Company and a charge of $59 miltion related to
the write-off of certaln information technology and other costs.
The New Power Company, which Is approximately 45 percent
owned by Enron, was formed to provide electricity and natural
gas to residential and small commercial customers in deregulated
energy markets in the United States,



Cudook

During 2001, Energy Services anticipates continued growth
in the demand for retall energy outsourcing solutions. Energy
Services will deliver these services to its existing customers, while
continuing to expand its commercial and industriat customer base
for total energy outsourcing. Energy Services aiso plans to contin-
ue integrating is service delivery capabilities, extend its business
model to related markets and offer new products.

Broadhand Servives

In implementing Enron's network strategy, Broadband
Services Is constructing the Enron Intelligent Network, a nation-
wide fiber-optic network that consists of both fiber deployed by
Enron and acquired capacity on non-Enron networks and is man-
aged by Enron’s Broadband Operating System software. Enron is
extending its market-making and risk management skills from its
energy business to develop the bandwidth intermediation busl-
ness to help customers manage unexpected fluctuation in the
price, supply and demand of bandwidth. Enron’s bandwidth-on-
demand platform allows delivery of high-bandwidth media-rich
content such as video streaming, high capacity data transport
and video conferencing. Broadband Services also makes Invest-
ments in companies with related technologies and with the
potential for capital appreclation. Earnings from these merchant
Investments, which are accounted for on a fair value basls and
are included in revenues, result from changes in the market value
of the securities. Broadband Services uses risk management disci-
plines, Including hedging transactions, to manage the impact of
market price movements on its merchant investments.
Broadband Services also sells Interests In certain investments and
other assets to improve liquidity and overall return, the timing of
which Is dependent on market conditions and management’s
expectations of the Investment’s value.

The components of Broadband Services' businesses include
the development and. construction of the Enron Intelligent
Netwark, sales of excess fiber and software, bandwidth interme-
diation and the delivery of content. Significant components of
Broadband Services’ results are as follows:

{In millicns) 2000
Gross margin 3318
Operating expenses IG5
Depreciation and amortization ki
Other, net s
Loss before interest, minority Interests and taxes $ B3

Broadband Services recognized a loss before Interest, minority
interests and taxes of $60 million in 2000. Gross margin included
earnings from sales of excess fiber capacity, a significant increase in
the market value of Broadband Services’ merchant investments and
the monetization of a portion of Ervon's broadband content deliv-
ery platform. Expenses incurred during the period Include expenses
related to buikiing the business and depreciation and amortization.

Crrdock

Broadband Services Is extending Enron's proven business
model to the communications Industry. In 2001, Enron expects to
further develop the Enron Intelligent Network, a global broad-
band network with broad connectivity potential to both buyers
and selters of bandwidth through Enron’s pooling points. In addi-
tion, Enron expects to further deplay its proprietary Broadband
Operating System across the Enron Intelligent Network, enabling
Enron to manage bandwidth capacity independent of owning the
underlying fiber. Broadband Services expects its intermediation
transaction level to increase significantly in 2007 as more market
participants connect to the pooling points and transact with Enron
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to manage thelr bandwidth needs. The avallability of Enron's

. bandwildth intermediation produicts and prices on EnronOnline are

expected to favorably impact the volume of transactions. [n 2001,
Broadband Services expects to continue to expand the commercial
roli-out of its content service offerings including videc-on-
detmand. Enron expects the volume of content delivered over its
network to increase as more content delivery contracts are sighed
and as more distribution partner locations are connected.

Corporate and Other
Significant components of Corporate and Other's IBIT are as
follows:

{In millions) 2000 1999 1993
IBIT before ltems impacting
comparability ${288) $ (7 $ 7

ftems impacting comparability:
Charge to reflect impairment

by Azurix {526} - N
Galns on exchange and sales of ’
Enron Oll & Gas Company (EOG) stock - 454 2

Charge to reflect impairment of
MTBE assets and losses on

contracted MTBE production - {441) (61)
Loss before Interest, minority
= _Interests and taxes ${E15} 5 @) $(32)

Results for Corporate and Other in 2000 reflect operating
losses from Enron's investment in Azurix (excluding the impair-
ments discussed below) and increased information technology,
employee compensation and corporate-wlide expenses.

Results for Corporate and Other in 1999 were impacted by
higher corporate expenses, partialty offset by increased earnings
from EREC resulting from Increased sales volumes from its
German manufacturing subsidiary and from the completion and
sale of certain domestic wind projects. Enron also recognized
higher earnings related to Azurlx. Results in 1998 were favor-
ably impacted by increases in the market value of certain corpo-
rate-managed financlal instruments, partially offset by higher
corporate expenses.

Items impacting comparability in 2000 included a $326 mil-
lion charge reflecting Enron's portion of impairments recorded
by Azurix refated to assets In Argentina. items impacting compa-
rability in 19589 Included a pre-tax galn of $454 million on the
exchange and sale of Enron’s Interest in EOG (see Note 2 to the
Consolidated Financial Statements) and a $441 million pre-tax
charge for the impalrment of its MTBE assets (see Note 17 to the
Consolidated Financlal Statements).

During 1998, Enron recognized a pre-tax galn of $22 million
on the delivery of 10.5 milllion shares of EQG stock held by Enron
as repayment of mandatorily exchangeable debt. Enron also
recorded a $61 million charge to reflect losses on contracted
MTBE preduction.

interest and Pelated Charges, Net !

Interest and related charges, net of Interest capitalized
which totaled $38 million, $54 million and $66 milion for 2000,
1999 and 1998, respectively, Increased to $838 million in 2000
from $656 million in 1999 and $550 million in 1938, The increase
n 2000 as compared to 1999 was primarily a resuit of increased
long-term debt levels, Increased average short-term borrowings,
short-term debt assumed as a result of the acquisition of MG plc
and higher interest rates In the U.S. The increase was partialty
offset by the replacement of debt related to a Brazilian sub-
sidlary with lower interest rate debt.



The increase In 1999 as compared to 1998 was primarily due
to debt Issuances and debt related to a Brazilian substdiary, par-
tially offset by a decrease In debt related to EQG following the
sale and exchange of Enron's Interests in August 1999. $ee Note
2 to the Consolidated Financial Statements,

Misiosity intarests
Minority interests include the following:

{In millions) 2960 1999 1998
Elektro (&) $33  $39 $ -
Majority-owned limited Fiability )
company and limited partnerships 65 k2l -
Enron Oil & Gas Company - 2 24
Cther 18 23 53
Total 5154 $135 $77

(a) Relates to the respective parents of Elektro, which had minority shareholders
In 2000 and 1999. See Note 8 to the Consolidated Financlal Statements.

Minority interests inciide Elektro beginning January 1, 1999,
a majority-owned limited Hability company and majority-owned
limited partnerships since thelr formation during 1998 through
2000 and EOG untit the exchange and sale of Enron’s interests in
August 1999 (see Note 2 to the Consolidated Financial Statements).

{ncams Tax Expense

Income tax expense Increased in 2000 as compared to 1999
primarily as a resutt of increased earnings, decreased equity earn-
ings and decteased tax benefits related to the foreign tax rate
differential, partially offset by an increase in the differences
between the book and tax basis of certaln assets and stock sales.

Income tax expense decreased in 1999 compared to 1998
primarily as a result of increased equity earnings, tax benefits
related to the foreign tax rate differential and the audit, settle-
ment related to Monthly Income Preferred Shares, partially
offset by increased earnings.

Comuiative Wifect of Actounting Changes

In 1999, Enron recorded an after-tax charge of $131 million
to reflect the initial adoption {as of January 1, 1899) of two new
accounting pronouncements, the AICPA Statement of Position
§8-5 (SOP 98-5), “Reporting on the Costs of Start-Up Activities,”
and the Emerging [ssues Task Force fssue No. 98-10, “Accounting
for Contracts Involved in Energy Trading and Risk Management
Activities.” The 1999 charge was primarily related to the adop-
tion of SOP 98-5.

NEVY ACCOUNTING PRONCUNCEMENTS

In 1998, the Financial Accounting Standards Board (FASE)
issued Statement of financial Accounting Standards (SFAS) No.
133, “Accounting for Derivative Instruments and Hedging
Activitles,” which was subsequently amended by SFAS No. 137 and
SFAS No. 138. SFAS No. 133 must be applied to all derivative instru-
ments and certain derivative Instruments embedded in hybrid
instruments and requires that such instruments be recorded in the
balance sheet efther as an asset or liability measured at its fair
value through earnings, with special accounting allowed for cer-
tain qualifying hedges. Enron witl adopt SFAS No. 133 as of
January 1, 2001. Due to the adoption of SFAS No. 133, Enron will
recognize an after-tax non-cash loss of approximately $5 million in
earnings and an after-tax non-cash gain in "Other Comprehensive
Income,” a component of shareholders” equity, of approximately
$22 miilion from the cumuiative effect of a change in accounting
principle. Enron will also reclassify $532 milllon from "Long-Term
Debt” to “Other Liabilities” due to the adoption.
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The total Impact of Enran’s adoption of SFAS No. 133 on
earnings and oh “Other Comprehensive Income* Is dependent
upon certain pending Interpretations, which are currently under
consideration, including those related to “normal purchases and
normal sales” and inflation escalators included in certain con-
tract payment provisions. The interpretations of these issues, and
others, are currently under constderation by the FASB, While the
ultimate conclusions reached oh interpretations being consid-
ered by the FASB could Impact the effects of Enron's adoption of
SFAS No. 133, Enron does not believe that such conelusions
would have a material effect on its current estimate of the
impact of adoption.

FINANCIAL DONDITION

Cazhs Flows

{In_millions) eina ) 1999 1998
Cash provided by {used in):
Operating activities §4TFE $1,228 $1.8640
Investing activities {4,264 (3,507 (3,965)
Financing activities 5T 2,456 2,266

Net cash provided by operating activities increased $3,551
miltion In 2000, primarily reflecting decreases in working capitat,
positive operating results and a recelpt of cash assoctated with
the assumption of a contractual obligation. Net cash provided
by operating activities decreased $412 million in 1999, primarily
reflecting increases In working capital and net assets from price
risk management activities, partially offset by increased earn-
ings and higher proceeds from sales of merchant assets and
investments. The 1998 amount reflects positive operating cash
ftow from Enron's major business segments, proceeds from sales
of Interests in energy-related merchant assets and cash from
timing and other changes related to £nron’s commodity portfo-
lio, partially offset by new investments In merchant assets
and investments.

Net cash used in investing activities primarily reflects capital
expenditures and equity Investments, which total $3,314 mtllion
in 2000, $3,085 miltion in 1999 and $3,564 million in 1998, and
cash used for business acquisitions, See “Capital Expenditures and
Equity Investments” below and see Note 2 to the Consolidated
Financial Statements for cash used for business acquisitions.
Partially offsetting these uses of cash were proceeds from sales of
non-merchant assets, Including certain equity Instruments by
Energy Services and an international power praject, which totaled
$494 million in 2000. Proceeds from non-merchant asset sales
were $294 million in 199% and $239 milfion in 1998. .

Cash provided by financing activities in 2000 Included pro-
ceeds from the Issuance of subsidiary equity and the issuance of
common stock related to employee benefit plans, partialiy offset
by payments of dividends. Cash provided by financing activities
In 1989 included proceeds from the net issuance of short- and
long-term debt, the Issuance of common stock and the Issuance
of subsidiary equity, partially offset by payments of dividends.
Cash provided by financing activities In 1998 included proceeds
from the netissuance of short- and long-term debt, the issuance
of commcn stock and the sale of a minority interest in a sub-
sidiary, partially offset by payments of dividends.



Capital Bxponditures and Eguity vestments
Capital expenditures by operating segment are as follows:

2001

{In millions) Estimate 2600 1999 1998

‘Transportation and Distribution $ 140 & 27¢  $ 216 $ 310
Wholesale Services 570 1,780 1,216 706

Retali Energy Services 50 % 64 75

Eroadband Secvices 700 435 - -

Exploration and Production - - 226 6230

Corporate and Other ) 40 325 541 124

Totat 31,500 $239T 32,363 $1,905

Capital expenditures increased $18 million tn 2000 and $455
miiion in 1982 as compared to the previous year, Capital expen-
ditures in 2000 primarily relate to construction of power plants
to extend Wholesale Services’ network and fiber optic network
infrastructure for Broadband Services. During 1999, Wholesale
Services expenditures increased due primarlly to construction of
domestic and international power plants. The 1999 increase in
Corporate and Other reflects the purchase of certaln previously
leased MTBE-related assets.

Cash used for Investments In equity affillates by the operat-
ing segments is as follows:

(In_millions} 2008 1999 1998
Transportation and Distribution $ 1 5 - 8 27
Wholesale Services 971 712 703
Corporate and Other &3 10 929

Total $433 $722 31,659

Equity investments in 2000 relate primarily to capital invested
for the ongoing construction, by a joint venture, of a power plant
in India as well as other intemational investments. Equity invest-
ments in 1999 relate primarily to an investment in a joint venture
that holds gas distribution and related businesses In South Korea
and the power plant project in India.

The level of spending for capital expenditures and equity
investments wil! vary depending upon conditions in the energy
and broadband markets, related economic conditions and iden-
tified opportunities. Management expects that the capital
spending program will be funded by a combination of Internally
generated funds, proseeds from dispositions of selected assets
and short- and long-term botrowings.

Norklng Capital

At December 31, 2000, Enron had working capital of $2.0
biilion. [f a working capital defitit should occur, Enron has credit
facilities in place to fund working capital requirements,
At December 31, 2000, those credit lines provided for up to
$4.2 tlillion of committed and uncommitted credit, of which
$290 million was outstanding. Certain of the credit agreemnents
contain prefunding covenants, However, such covenants are
not expected to restrict Enron's access to funds under these
agreements. in addition, Enron sells commercial paper and has
agreements to sell trade accounts receivable, thus providing
financing to meet seasonal working capital needs. Management
believes that the sources of funding described above are suffi-
cient to meet short- and long-term liquidity needs not met by
cash flows from operations.
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CAPHAUZATION

Yotal capitalization at December 31, 2000 was $25.0 billion.
Debt as a percentage of total capitalization increased to 40.9
percent at December 31, 2000 as compared to 38.5 percent at
Becember 31, 1999. The Increase In the ratio primarily reflects
increased debt levels and the Impact an total equity of the
dedline In the value of the British pound sterling. This was par-
tially offset by the issuances, In 2000, of Enron common stack
and the contribution of common shares {see Note 16 tc the
Consolidated Financial Statements). The Isstrances of Enron com-
mmon stock primarlly related to the acquisition of a minarity
shareholder’s interest In Enron Energy Services, LLC and the
exarcise of employee stock options.

Enron is a party to certain financial contracts which contain
provisions for early settlement in the event of a significant
market price decline in which Enron’s common stock falis below
certain levels (prices ranging fram $286.20 to $55.00 per share) or
if the creditratings for Enron’s unsecured, senior long-term dett
obligations fall below investment grade., The impact of this early
settlement could Include the issuance of additional shares of
Enron common stock.

Enron’s senlor unsecured long-term debt s currently rated
BEB+ by Standard & Poor’s Corporation and Fitch {BCA and Baal
by Moody's Investor Service. Enron’s continued Investment grade
status {s critical to the success of its wholesale businesses as we!l
as its ability to maintain adequate liquidity. Enron’s management
betieves it will be able to malntain its credit rating.

Financial Risk Management

Wholesale Services offers price risk management services
primarily related to commodities assoclated with the energy
sector (natural gas, electricity, crude olf and natural gas liquids).
Energy Services and Broadband Services also offer price risk man-
agement services to their customers. These services are provided
through a varlety of financial Instruments Including forward
contracts, whicth may Involve physical delivery, swap agreements,
which may require payments to (or receipt of payments from)
counterparties based on the differentlal between a fixed and
variable price for the commodity, options and other contractual
arrangements, Interest rate risks and foreign currency risks asso-
ciated with the falr value of Whoiesale Services' commodities
portfolio are managed using a varlety of finandial instruments,
including financial futures, swaps and options.

On a much more limited basis, Enren’s other businesses also
enter into financial instruments such as forwards, swaps and
other contracts prirnarily for the purpose of hedging the impact
of market fluctuations on .assets, fiabilities, production or cther
contractual commitments. Changes In the market value of these
hedge transactions are deferred until the gain or loss Is recog-
nized on the hedged Item.

Enron manages market risk on a portfollo basls, subject to
parameters established by its Board of Directors. Market risks
are monitored by an Independent risk control group operating
separately from the units that create or actively manage these
risk exposures to ensure compliance with Enron's stated risk
management policies.



Markat fisk

The use of financlal Instruments by Enron’s businesses may
expose Enron to market and credit risks resuiting from adverse
changes in commodity and equity prices, interest rates and foreign
exchange rates. For Enron's businesses, the major market risks are
discussed below:

Commodity Price Risk, Commodity price risk is a consequence
of providing price risk management services to customers. As dis-
cussed above, Enron actively manages this risk on a portfolio basis
1o ensure compliance with Enron's stated risk management policies.

Interest Rate Risk. Interest rate risk is also a consequence of
providing price risk management services to custormers and having
variable rate debt obligations, as changing interest rates Impact
the discounted value of future cash flows. Enron utilizes forwards,
futures, swaps and options to manage its interest rate risk,

Foreign Currency Exchange Rate Risk. Foreign currency
exchange rate risk is the resuit of Enron’s international operations
and price risk management services provided to its worldwide
customer base. The primary purpose of Enron's forelgn currency
hedging activities is to protect agalnst the volatility associated
with foreign currency purchase and sale transactions. Enron pri-
marily utilizes forward exchange contracts, futures and purchased
options to manage Enron's risk profile,

Equity Risk, Equity risk arises from Enron's participation in
Investments. Enron generally manages this risk by hedging spe-
cific Investments using futures, forwards, swaps and options.

Enron evaluates, measures and manages the market risk in
its [nvestments on a daily basis utifizing value at risk and other
methodologles. The quantification of markat risk using value at
risk provides a consistent measure of risk across diverse markets
and products. The use of these methodologies requires a num-
ber of key assumptions Including the selection of a confidence
tevel for expected losses, the holding period for liquidation and
the treatment of risks outside the value at risk methodelogies,
including fiquidity risk and event risk. Value at risk represents an
estimate of reasonably possible net losses In earnings that
would be recognized on its Investments assuming hypothetical
movements In future market rates and no change in positions.
Value at risk Is not necessarily indicative of actual results which
may occur.

Vaiue at Risk

Enron has perfarmed an entity-wide value at risk analysis of
virtually all of Enron’s financiaf instruments, including price risk
management actlvities and merchant Investments. Value at risk
Incorporates numerous variables that could impact the fair value
of Enron's investments, Including commadity prices, interest
rates, foreign exchange rates, equity prices and assoclated
volatilities, as well as correlation within and across these
variables. Enron estimates value at risk for commodity, Interest
rate and forelgn exchange exposures using a model based on
Moante Carlo simufation of defta/gamma positions which captures
a significant partion of the exposure related to optlon positions.
The value at risk for equity exposure discussed above is based on
4.P. Morgan’s RiskMetrics™ approach. Both vaiue at risk methods
utilize a one-day holding period and a 95% confidence level.
Cross-commodity correlations are used as appropriate.

The use of value at risk models allows managetment to
aggregate risks across the company, compare risk on a consistent
basis and identify the drivers of risk. Because of the inherent
limitations to value at risk, including the use of defta/lgamma
approximations to value options, subjectivity in the choice of
liquidation period and reliance on historical data to calibrate the
models, Enron relies on value at risk as only one component in its
risk control process. In addition to using value at risk measures,
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Enron performs regular stress and scenatio analyses to estimate
the economic kmpact of sudden market moves on the value of its
portfolios. The results of the stress testing, along with the pro-
fessional Judgmert of experienced business and risk managers,
are used to supplement the vatue at risk methodolagy and cap-
ture additional market-related risks, including vatatility, lguidity
and event, concentration and correlation risks.

The following table illustrates the value at risk for each
component of market risk:

December 31,  Year ended December 31, 2000

High Low
{in mitiions) 0% 1999 Average®® vaustionl®) vaiustion()
Trading Market Risk:
Commodity price®! ¢85 $21  ss50 $61 523
Interest rate - - - - -
Foreign currency
exchange rate - - - - -
Equity(©) 59 26 45 59 36
Nan-Trading Market Risk(d):
Comumnodity price 2 1 2 L 2
Interest rate . 2 1 2
Focreign curency
exchange rate 5 4 8 10 4
Equity 7 3 6 7 S

(8} The avgrage value presents a twelve month average of the month-end walues.
The high and low valuations for each market risk component represent the
highest and lowest month-end value during 2000.

&} in 2000, kncreased natural gas prices combined with Increased price volatiRy in
power and gas markets caused Ervon's valug at risk to increase significantly.

{c} Enron’s equity trading market risk priarity refates to merchant investments
{5ee Note 4 to the Consolidated Financial Statements). In 2000, the vakse at risk
model utlized for equity trading market risk was refined to move clasely cor-
relate with the valuation methodologles used for merchsnt activities.

(@) inchudes anly the risk related to the financial instruments that serve &5 hedges
and does not include the related underlying hedged iter.

Accounting Policles

Accounting policles for price risk management and hedging
activitles are described In Note 1 to the Consalidated Finandal
Statements.



Information Regarding Forward-Looking
Statements

This Report includes forward-looking statements within the
meaning of Section 27A of the Securities Act of 1933 and Section
21E of the Securities Exchange Act of 1934. All statements other
than statements of historical facts contained In this document
are forward-looking statements. Forward-looking statements
include, but are not limited to, statements relating to expansion
opportunities for the Transportation Services, extension of
Enron’s business model to new markets and Industries, demand
in the market for broadband services and high bandwidth
applications, transaction velumes in the U.S. power market, com-
mencement of commercial operations of new power plants and
pipeline profects, completion of the sale of certain assets and
growth in the demand for retall energy outsourcing solutions.
When used In this document, the words “anticipa*e,” “believe,”
“estimate,” “expects,” “intend,” “may,” “project,” “plan,”
“should” and similar expressions are intended to be among the
statements that identify forward-looking statements. Aithough
Enron believes that its expectations reflected In these forward-
looking statements are based on reasonable assumptions, such
statements involve risks and uncertainties and no assurance can
be given that actual results will be consistent with these forward-
locking statements. Important factors that couid cause actual
results to differ materially from those In the forward-looking
statements herein include success in marketing natural gas and
power to wholesale customers; the ability of Enron to penetrate
new retall natural gas and electricity markets (inctuding energy
outsourcing markets) In the United States and foreign Jurlsdic-
tions; development of Enron's broadband network and customer
demand for intermediation and content services; the timing,
extent and market effects of deregulation of energy markets in
the United States, including the current energy market condi-
tions In California, and In forelgn jurisdictions; other regulatory
developments In the United States and in foreign countries,
including tax legisiation and regulations; political developments
in foreign countries; the extent of efforts by governments to
privatize natural gas and electric utilities and other industries;
the timing and extent of changes in commodity prices for crude
oll, natural gas, electricity, foreign currency and interest rates;
the extent of success in acquiring oll and gas properties and in
discovering, developing, producing and marketing reserves; the
timing and success of Enron’s efforts to develop international
power, pipeline and other infrastructure projects; the effective-
ness of Enron's risk management activities: the ability of coun-
terparties to finandal risk management instruments and other
contracts with Enron to meet their financial commitments to
Enron; and Enron’s abllity to access the capital markets and equi-
ty markets during the periods covered by the forward-looking
statements, which will depend on general market conditions and
Enron’s ability to maintain the credit ratings for its unsecured
sentor long-term debt obligations.
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Managerment’s Responsibility for Financiat
Reporting

The following financlal statements of Enron Corp. and sub-
sidiarles (collectively, Enron) were prepared by management,
which Is responstble for thelr integrity and objectivity, The state-
ments have been prepared in conformity with generalty accepted
accounting principles and necessarily include some amounts that
are based on the best estimates and Judgments of management.

The system of intemnal controls of Enron Is desighied to
provide reasonable assurance as to the reliability of financial
statements and the protection of assets from unauthorized
acquiisition, use or disposttion. This system Is augmented by
written polities and guidelines and the careful selection and
training of qualified personnel. It should be recognized, however,
that there are inherent limitations in the effectiveness of any
system of Intemal control. Accordingly, even an effective intemnat
control system ¢an provide only reasonable assurance with
respect to the preparation of reliable financial statements and
safeguarding of assets. Further, because of changes In conditions,
internal control system effectiveness may vary over time.

Enron assessed its internal control system as of December 31,
2000, 1999 and 1998, relative to current standards of control
criteria. Based upon this assessment, managemerst believes that
its system of internal controls was adequate during the periods to
provide reasonable assurance as to the reliabllity of financial
statements and the protection of assets against unauthorized
acquisition, use or disposition,

Arthur Andersen LLP was engaged to audit the financlal
statements of Enron and issue reports thereon. Their audits
included developing an overall understanding of Enron's
accounting systems, procedures and Internal controls and con-
ducting tests and other auditing procedures sufficlent to support
their opinion on the financial statements. Arthur Andersen LLP
was also engaged to examine snd repost on management’s
assertion about the effectiveness of Enron's system of internal
controls. The Reports of Independent Public Accountants appear
in this Annual Report.,

The adequacy of Enron’s financial controls and the account-
Ing princlples employed In financlal reporting are under the
general oversight of the Audit Committee of Enron Corp.’s Board
of Directors. No member of this committee s an officer or
employee of Enron. The Independent public accountants have
direct access to the Audit Committee, and they meet with the
committee from time to time, with and without financial man-
agement present, to discuss accounting, auditing and financial
reporting matters. '



Reports OF independent Public Accountarits
To the Shareholders and Board of Directors of Enron Corp.:

We have examined management’s assertion that the system
of internal control of Enron Corp. (an Oregon corporation) and
subsidlaries as of December 31, 2000, 1989 and 1998 was
adequate to provide reasonable assurance as to the reliability of
financial statements and the protection of assets from unautho-
rized acquisition, use or disposition, included in the accompany-
ing report on Management's Responsibility for Financial
Reporting. Management is responsible for maintaining effective
internal control over the reliability of financial statements and
the protection of assets against unauthorized acquisition, use or
disposition. Our responsibility is to express an opinlon on
management’s assertion based on our examination.

Our examinations were made In accordance with attesta.
tion standards established by the American institute of Certified
Public Accountants and, accordingly, included obtalning an
understanding of the system of internal control, testing and eval-
uating the design and operating effectiveness of the system of
internal control and such other procedures as we consldered
necessary in the clrcumstances. We belleve that our examinations
provide a reasonable basis for our opinion.

Because of inherent limitations in any system of internal
control, errors or Irregularities may occur and not be detected.
Also, projections of any evaluation of the system of internaf
control to future periods are subject to the risk that the system
of internai control may become inadequate because of changes
in conditions, or that the degree of compliance with the policles
ar procedures may deteriorate.

In our opinton, management’s assertion that the system of
internal control of Envon Corp. and its subsidiaries as of
December 31, 2000, 1999 and 1998 was adequate to provide rea-
sonable assurance as to the reliability of financial statements and
the protection of assets from unauthorized acquisition, use or
disposition Is fairly stated, in all material respects, based upon
current standards of control criteria.

Arthur Andersen LLP

Houston, Texas
February 23, 201
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To the Sharehalders and Board of Directors of Enron Corp.:

We have audited the accompanying consolidated balance
sheet of Enron Corp. (an Oregon corporation} and subsidiaries as
of December 31, 2000 and 1999, and the related consolidated
statements of income, comprehensive income, cash flows and
changes in sharehalders’ equity for each of the three years in the
period ended December 31, 2000. These financial statements are
the responsibility of Enron Corp.’s management. Qur responsibil-
ity is to express an opinton onh these financial statements based
on ouwr audits. .

We conducted our audits in accordance with audtting stan-
dards generally accepted in the United States. Those standards
require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of
material misstatement. An audit includes examining, on a test
basls, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the
accounting principles used and significant estimates made
by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a
reasonable basls for our opinlon.

In our opinion, the financial statements referred to above
present faify, In all material respects, the financial position of
Enron Corp. and subsidiaries as of December 31, 2000 and 1999,
and the results of thelr operations, cash flows and changes in
shareholders’ equity for each of the three years in the petiod
ended December 31, 2000, In conformity with accounting princi-
ples generafly accepted In the United States.

As distussed In Note 18 to the consolidated financial state-
ments, Enfon Corp, and subsldiaries changed its method of
accounting for costs of start-up activities and its method of
accounting for certaln contracts involved In energy trading and
risk management activities in the first quarter of 1999,

Arthur Andersen LLP

Houston, Texas
February 23, 2000



Enron Corp. and Subsidiaries Consofidated lncome
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Year ended Decetnber 31,

(in millions, except per share amounts) Z000 1998 1998
Revenues
Natural gas and other products $ 50.508 $19.536 313,276
Electricity 33,823 15,238 13,939
Metats &,234 - -
Other 7,232 5,338 4,045
Total revenues 156,783 40,112 31,260
Costs and Expensas
Cost of gas, efectricity, metals and other products 24,517 34,761 26,381
Operating expenses 3,384 3,045 2,473
Depreciation, depletion and amortization ass 870 827
Taxes, other than Income taxes 280 193 201
Impairment of long-ived assets = 441 -
Total costs and expenses 88,838 39,310 29,882
Operating ncome 1,963 802 1,378
Other Income and Deductions
Equity in earnings of unconsolidated equity affiliates 87 309 97
Gains on sales of non-merchant assets 148 541 56
Gains on the issuance of stock by TNPC, Inc. 2% - -
Interest income 23z 162 88
Other incorae, net 373 181 (37}
Income Befoce Interest, Minority Interests and Income Taxes 2,482 1,995 1,582
fnterest and rolated charges, net B3 656 583
Dividends on company-obligated preferred securities of subsidiaries 7 76 77
Minority interests 54 135 H
Income tax expense A34 104 175
Net income before cumulative effect of accounting changes g8 1,024 703
Cumulative effect of accounting changes, net of tax - 131} - _
Net Income 873 893 703
Preferred stock dividends a3 66 17 N
Eamnings on Cormmon Stock ] %8 $ B27 $ 686
Earnings Per Shate of Common Stock
Basic
Before cumulative effect of accounting changes LR 7 3 136 5 107
Cumulative effect of accounting changes .- (0.19) -
Basic earnings per share $ LIz 3 117 5107
Diluted
Before cumulative effect of accounting changes L I B 14 $ 127 s 10
Cumuiative effect of sccounting changes - (0.17) -
Diluted earnings per share R AL $ 110 5 10 .
Average Number of Common Shares Used in Computation
Basic 7 705 642
Diluted 14 769 695
Ervon Corp. and Subsidiaries Consolidated Staterment of Cormprehensive Incorne
Year ended December 31,
(In miltions) 2000 1999 1998 __
Net Income % 879 $ 893 5 703
Other comprehensive income:
Foreign cumrency transiation adjustrment and other 307} (579) (14)
Total Comprehensiva Income s 672 3$314 $ 689~

The accomparnying nates are an integral part of these consolidated financial statements.
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Enron Corp. and Subsidiaries Consolidated Ralance Shest

December 31,
(fn millions, except shares) 2000 1998
ASSETS
Current Assets
Cash and cash equivalents $ 1,373 $ 288
Trade receivables {net of allowance for doubtful
accounts of $133 and $40, respectivety} 0,298 3,030
Qther receivables 1,874 518
Assets from price risk management activities 2,018 2,205
Inventories 59 598
Deposits ZA3Y 81
Other 3333 535
Total current assets 25,381 7,255
Investments and Other Assets
tnvestments in and advances to unconsofidated equity affitiates 5284 5,036
Assets from price risk management activities 3988 2,929
Goodwitl 3828 2,798
Other 5,458 4,681
Total investments and other assets £3,378 15,445
Property, Plant and Equipiment, at cost
Natural gas transmission 311 6,948
Electric generation and distribution 4,766 3.552
Fiber-optic network and equipment 83¢ 378
Construction in progress 682 1,120
Other 2358 1,913
15,456 13,912
Less accumulated depreciation, depletion and amortization el 3,231
Property, plant and equlprhent, net 11,743 10,681
Total Assets $55,803 $33,381

The accompanying notes are an Integral part of these consoiidated financial statements.
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Decernber 31,
2006 1999
LIABILITIES AND SHAREHOLDERS' EQUITY
Current Liabilities
Accounts payable $ 8V $ 2,154
Liabilities from price risk management activities T4,485 1,836
Short-term debt 1.67% 1,001
Customers” deposits 2,277 44
Other 2,178 1,724
Total current liabilities W 408 6,759
Long-Term Debt 580 7.151
Deferred Credits and Other Liabilities
Deferted income taxes 1,644 1,894
Liabilities from price risk management activities ) B.423 2,990
Other . 2,582 1,587
Total deferred credits and other liabitities 13,782 6,471
Commitments and Contingencles (Notes 13, 14 and 15)
Minority interests : 2414 2,430
Company-Obligated Preferred Securities of Subsidiaries 204 1,000
Shareholders’ Equity -
Second preferred stock, cumulative, no par value, 1,370,000 shares authorized, .

1,240,833 shares and 1,296,184 shares issued, respectively ' 14 130
Mandatorily Convertible Junior Preferred Stock, Series B,

no par value, 250,000 shares Tssued 1000 1,000
Common stock, no par value, 1,200,000,000 shares authorized,

752,205,112 shares and 716,865,081 shares issued, respectively 8348 . 6,637
Retained earnings 3,228 2,688
Accumutated other comprehensive incoma {0485 (741)
Common stack held in treasury, 577,066 shares and 1,337,714 shares, respactively [kx3] (49)
Restricted stock and other {148) {105)

Total shareholders” equity \ $1LEIG 9,570

Total Liabilities and Shareholders’ Equity $65,503 $33,381
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Erron Corp. and Subsidlaries Consolidated Statermnent of Cash Flows

Year ended December 31,

{In mitlions)

0 1999 1998
Cash Flows From Operating Activities
Recaniliation of net income to net cash provided by operating activities
Net [ncome 5 879 $ 893 $ 703
Cumulative effect of accounting changes - 131 -
Depreciation, depletion and amortization 835 870 827
Impairment of long-lived assets (including equity investments) 226 441 -
Deferred income taxes pierd 21 87
Gains on sales of non-merchant assets [ L1 {5471) {82)
Changes in components of working capital 1,768 (1.000) {233)
Net assets from price risk management activities (763 {395) 350
Merchant assets and investments:
Realized gains on sales 308 (756) {628)
Proceeds from sales 1538 2,217 1,434
Additions and unrealized gains §5,235; {827) (721)
Other operating activities 5113 174 {97)
Net Cash Provided by Operating Actlvities 4779 1,228 1,640
Cash Flows From Investing Activities
Capital expenditures 2380 (2.363) (1,905)
Equity investments . [ E=y (722) (1.659)
Proceeds from sales of hon-merchant assats £34 294 239
Acquisition of subsidiaty stock {46k - (180)
Business acquisitions, net of cash acquired (see Note 2) GIn (311) {i04)
Other investing activities (153 (405) {356)
Net Cash Used in Investing Activities 12,264 (3.507 {3,965}
Cash Flows From Financing Activities
Isstance of long-term debt 3594 1,776 1,903
Repaytnent of jong-term debt {2,337 {1.837) (870)
Net Increase (decrease) In short-term borrowings {1,505 1,565 (159)
Net issuance (redemption) of company-obiigated
preferred securities of subsidiaries 5% - 8
Issuance of common stock 307 852 867
Issuance of subsidiary equity. 560 568 828
Dividends paid [Erxt (467 (414)
Net disposition of treasury stock 327 139 13
Other financing activities 3] {140) 89
Net Cash Provided by Financing Activities 51 2,456 2,266
Increase (Decrease) in Cash and Cash Equivalents 186 177 {59)
Cash and Cash Equivalents, Beginning of Year 2648 111 170
Cash and Cash Equivalents, End of Year 3 1,374 $ 288 $ 1M
Changes in Components of Working Capital
Recelvables 5{8.203) $ (662) $(1,055)
lnventories £.13¢ (133) 372)
Payables 7167 (246) 433
Other 1,468 41 761
Total & 1,769 ${1.000) $ (233

The accompanying notes aro an integral part of these consolidated financial statements,
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Enron Corp. and Subsidiaries Consolidated Staternent of Changes in Sharehotders’ Fquity

{In millions, except per share

ot 1999 1298
amounts; shares in thousands) Sharez  Ammeat Shares Amount Shares  Amount
Cumulative Second Preferred Convertible $tock
Balance, beginning of year 23 & 1MW 1320 $ 132 1338 $ 134
Exchange of convertible preferred stock for common stock {558 {6} (24) {2) (18) (2)
Balance, end of year 24 3 124 1,296 $ 130 1,320 $ 132
Mandatorily Convertible Junior Preferred Stock, Series B
Balance, beginning of year B¢ 3 1000 - 5 - - L I
Issuances ~ - 250 1,000 - .
Balance, end of year 250§ 16w 250 $1,000 - 5 -
Common Stock
Balance, beginning of year TIBEEE  F 6,537 671,094 $5117 636,594 $4,224
Exchange of convertible preferred stock for commoan stock 1.509 3] 465 n - U]
Issuances related to benefit
and dividend reinvestment plans 6,100 e 10,054 258 - 45
Sales of comman stock - - 27,600 B39 34,500 836
Issuances of common stock In business acquisitions
(see Note 2} 5,731 489 7.652 250 - -
Qther - 3383 - 174 - 19
Balance, end of year TEER0E % 8548 716,865 $6,637 671,004 55,117
Retalned Earnings
Balance, beginning of year & 2408 $2,226 $1,852
Net income 279 893 703
Cash dividends
Common stock ($0.5000, $0.5000 and $0.4812
per share In 2000, 1999 and 1998, respectively) - (358} (355) (312)
Cumulative Second Preferred Convertible Stock
($13.652, $13.652 and $13.1402 per share in 2000,
1999 and 1998, respectively) 197} (17 (17}
Serias A and B Preferred Stock [E5] (49) -
Balance, end of year ¥ 3,228 $2,693 $2,226
Accumulated Other Comprehensive Income
Balance, beginning of year $ {4 $ (162} $ (148)
Translation adjustments and other 30N {579) (14)
Balance, end of year & {1,048 $ 74 $ (162)
Treasury Stock :
Balance, beglnning of year {5,388 3% 48 (9,334) $ (195 (14,102) $ (269)
Shares acquired (M3l {234} {1.845) 1) (2.236) {61)
Exchange of convertible preferred stock for comman stock . - 181 4 486 9
lssuances related to benefit and dividend reinvestment plans 34875 51 9,660 213 6.426 124
lssuiances of treasury stock in business acquisitions . -~ - - 92 2
Balance, end of year EF 5 (35 (1,338) $ (49) (9.334) $ {195
Restricted Stock and Other
Balance, beginning of year % {05 $ (70) $ (175)
Issuances related to benefit and dividend reinvestment plans {433 (35) 105
Balance, end of year b Al $ (105) s (70)
Total Shareholders’ Equity $15,470 $9,570 $7,048

The accompanying notes are an Irtegral part of these consolidated financial statements.



Enron Corp. and Subsidiaries Notes to the
Consolidated Financial Statements

T SUMMARY OF S

RANT ACCOUNTING BOLICIES

Consolidation Policy and Use of fstimates

The accounting and financial reporting policies of Enron
Corp. and its subsidiaries conform to generally accepted account-
ing principles and prevailing industry practices. The consolidated
financial statements include the accounts of all subslidiaries
controlled by Enron Corp. after the elimination of significant
intercompany accounts and transactions.

The preparation of financial statements in conformity with
generally accepted accounting principles requires management to
make estimates and assumptions that affect the reported
amounts of assets and fiabilities 2 1d disclosure of contingent
assets and liabilities at the date of the financlal statements and
the reported amounts of revenues and expenses during the
reporting period. Actual resuits could differ from those estimates.

“Enron” Is used from time to time herein as a collective
reference to Enron Corp. and its subsidiaries and affiliates. The
businesses of Enron are conducted by its substdiaries and affili-
ates whose operations are managed by their respective officers.

Cash Feulvaients ‘
Enron records as cash equivalents all highly liquid short-term
investments with original maturities of three manths or less,

lmartories
Inventories consist primarily of commeodities, priced at market
as such inventories are used in trading activities.

Eepreciation, Dopletion: and AreorGaation

The provision for depreciation and amortization with
Fespect to operations other than oll and gas producing activities
Is computed using the straight-line or regulatorily mandated
method, based on estimated economic lives, Composite depreci-
ation rates are applied to functional groups of property having
simitar economic characteristics. The cost of utility property units
retired, other than land, is charged to accumuiated depreciation,

Provisions far depreciation, depletion and amortization of
proved oit and gas properties are calculated using the units-of-
production method.

income s

Enron accounts for Income taxes using an asset and liability
approach under which deferred assets and liabilities are recog-
nized based on anticipated future tax consequences attributable
to differences between financial statement carrying amounts of
assets and liabilities and their respective tax bases (see Note §).

Larnings Per Share

Basic earnings per share is computed based upon the
weighted-average number of common shares outstanding
during the periods. Diluted earnings per share Is computed based
upon the weighted-average number of common shares out-
standing plus the assumed Issuance of common shares for all
potentlally dilutive securities. Alt share and per share amounts
have been adjusted to reflect the August 13, 1999 two-for-one
stock split. See Note 11 for a reconciliation of the basic and ditut-
ed earnings per share computations,
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Accounting for Price Risk Management

Enron engages in price risk management activities for both
trading and non-trading purposes. Instruments utilized in con-
nection with trading activities are accounted for using the mark-
to-market method. Under the mark-to-market method of
accounting, forwards, swaps, options, energy transportation con-
tracts utilized for trading activities and other instruments with
third parties are reflected at fair value and are shown as “Assets
and Llabliities from Price Risk Management Activities” in the
Consoiidated Balance Sheet These actlvities also include the
comtnodity risk management component embedded in energy
outsourcing contracts, Unrealized gains and fosses from newly
originated contracts, contract restructurings and the impact of
price movements are recognized as "Other Revenues.~ Changes
in the assets and labilities from price risk management activities
result, primarily from changes in the valuation of the portfolic of
contracts, newly originated transactions and the timing of settle-
ment relative to the receipt of cash for certain contracts. The
market prices used to value these transactions reflect manage-
ment’s best estimate considering varigus factors including closing
exchange and overthe-counter quotations, time value and
volatility factors underlying the commitments.

Financial instruments are also utilized for non-trading
purposes to hedge the impact of market fluctuations on assets,
liabilities, productlon and other contractual commitments.
Hedge agcounting is utitized in non-trading activities when there
Is a high degree of correlation between price movements in the
derivative and the ltem designated as belng hedged. In instances
where the anticipated correlation of price movements does not
occur, hedge accounting Is terminated and future changes in
the value of the financial instruments are recognized as galns or
losses. If the hedged Item Is sold, the value of the financial
Instrument is recognized In income. Gains and losses on financial
instruments used for hedging purposes are recognized in the
Consolidated Income Statement in the same manner as the
hedged item.

The cash flow Impact of financtal instruments is reflected as
cash fiows from operating activities In the Consolidated
Statement of Cash Flows. See Note 3 for further discussion of
Enron’s price risk management activities,

Accounting for Development Activigy

Development costs related to projects, including tosts of
feasibility studies, bid preparation, permitting, licensing and con-
tract negotiation, are expensed as incurred until the project is
estimated to be probable. At that time, such costs are capitalized
or expensed as Incurred, based on the nature of the costs
incurred. Capltalized development costs may be recovered
through reimbursements from jolnt venture partners or cother
third parties, or classified as part of the Investment and recov-
ered through the cash flows from that profect. Accumulated
capitalized project development costs are otherwise expensed in
the period that management determines it Is probable that the

costs will not be recovered.
1

Emvironmentel Expenctitugos

Expenditures that relate ta an existing condition caused by
past operations, and do not contriblte to current or future
revenue generation, are expensed. Environmental expenditures
relating to current or future revenues are expensed or capitalized
as appropriate based on the nature of the costs incurred. Uabilities

- are recorded when environmental assessments and/or dean-ups

are probable and the costs can be reasonably estimated,



Caumpisier Sofiwere

Direct costs of materials and services consumed in developing
or obtaining software, Including payroll and payroll-related costs
for employees who are directly associated with and who devote
time to the software project are capitalized. Costs may begin to be
capitalized once the application development stage has begun. All
other costs are expensed as Incurred. Enron amortizes the costs on
a straightdine basls over the useful life of the software.
Impairment Is evaluated based on changes In the expected useful-
ness of the software. At Decernber 31, 2000 and 1999, Enron has
capitalized, net of amortization, $381 million and $240 million,
respectively, of software costs covering numerous systems, includ-

+ Ing trading and settlement, accounting, bifling, and upgrades.

Bwestments I Unconsolidated Aifilstes

Investments in unconsolidated affiliates are accounted for
by the equity method, except for certain investments resulting
from Enron's merchant investment activities which are included
at market value In "Other {nvestments” in the Consolidated
Balance Sheet. See Notes 4 and 9. Where acquired assets are
accounted for under the equity method based on temporary con-
trol, earnings or losses are recognized only for the portion of the
investment to be retained,

Sl of Subsidiary Stack

Enron accounts for the issuance of stock by its subsidiaries In
accordance with the Securities and Exchange Commission's Staff
Accounting Bulletin (SAB} 51. SAB 51 allows for Enron to recog-
nize a gain in the amount that the offering price per share of a
subsidiary’s stock exceeds Enron's carrying amount per share.

Forgdgn Currgney Transiation

For international substdiaries, asset and liability accounts
are translated at year-end rates of exchange and revenue and
expenses are transtated st average exchange rates prevailing
during the year. For subsldiaries whose functional currency is
deemed to be other than the U.S. dollar, translation adjustments

are included as a separate compenent of other comprehensive -

income and shareholders’ equity. Currency transaction gains and
losses are recorded in income.

During 1999, the exchange rate for the Brazilian real to the
U.S. dollar declined, resulting in a non-cash foreign currency
transtation adjustment reducing the value of Enron’s assets and
shareholders’ equity by approximately $600 million.

Reviassifications

Certain reclassifications have been made to the consotidated
financtal statements for pricr years to conform with the current
presentation.

2 BLSINESS ACORISITIONS AND DISPOMTIONS

in 2000, Enron, through a wholly-owned subsidiary,
acquired all of the outstanding comman shares of MG plc, a
leading independent international metals market-making
business that provides financial and marketing services to the
global metals industry, for $413 million In cash and assumed
debt of approximatety $1.6 billion.

In addition, Enron made other acquisitions including a
technology-related company, a facility maintenance company
and all minority shareholders’ interests in Enron Energy Services,
LL.C and Enron Renewable Energy Corp. Enron issued 5.7 miltion
shares of Etron common stock, contributed common stock and
warrants of an unconsolidated equity affiliate and pald cash in
these transactions.
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On August 16, 1999, Enron exchanged approximately §2.3
million shares (approximately 75%) of the Enron Oil & Gas
Company (EOG) common stock It held for all of the stock of
EOGI-India, Inc., a subsidiary of EQG. Also in August 1999, Enron
received net proceeds of approximately $190 miliion for the sale
of 8.5 million shares of EOG common stock in a public offering
and Tssued approximately $255 million of public debt that is
exchangeable in July 2002 Into approximately 11.5 miltion shares

-of EOG common stock. As a result of the share exchange and

share sale, Enran recorded a pre-tax gain of $454 miltion ($345
million after tax, or $0.45 per diluted share) in 1999, As of August
16, 1999, EOG is no longer included in Enron’s consolidated
financial statements. EOGI-India, Inc. is included in the consoli-
dated financial statements within the Wholesale Services
segment following the exchange and sale. Enron accounts for its
ocil and gas exploration and production activities under the suc-
cessful efforts method of accounting.

In August 1998, Enron, through a wholly-owned subsiciary,
completed the acquisition of a controlting Interest in Elektro
Eletricldade e Servigos S.A. (Elektro) for approximately $1.3 bil-
lion. Elektro was Initlally accounted for using the equity method
based on temporaty control. In 1999, after the acquisition of
additlonal interests, Elektro was consolidated by Enron.

Additionally, during 1999 and 1998, Enron acquired genera-
tion, natural gas distribution, renewable energy, tetecommunica-
tions and energy management businesses for cash, Enron and
stbsidiary stock and notes.

Enron has accounted for these acquisitions using the pur-
chase method of accounting as of the effective date of each
transaction, Accordingly, the purchase price of each transaction
has been allocated based upon the estimated fair value of the
assets and liabilities acquired as of the acquisition date, with the
excess reflected as goodwill in the Consolidated Balance Sheet.
This and all other goodwill is being amortized on a straight-line
basis over § to 40 years,

Assets acquired, liabilities assumed and conslderation paid
as a result of businesses acquired were as follows:

{in_ mitlions) 7006 1999 1998(a)
Fair vafue of assets acquired,

other than cash 526481 $376 $ 269
Goodwill 933 (71) 94
Fair value of liabitities assumed {2,416} 6 {259)
Common stock of Enron issued and

equity of an unconsolidated

equity affiliate contributed {208} - -
Net cash pald $ T $311 s104

(8] Excludes ameunts refated to the 1998 acquisition of Elektro.

On November 8, 1999, Enron announced that it had entered
into an agreement to sell Enron’s wholly-owned electric utilicy
substdiary, Portland General Electric Company {PGE), to Slerra
Pacific Resources for $2.1 billion. Sierra Pacific Resources will also
assume approximately $1 bitlion in PGE debt and preferred stock.
The transaction has been delayed by the effect of recent events
in California and Nevada on the buyer. Enron’s carrying amount
of PGE as of December 31, 2000 was approximately $1.6 billion.
Income befare interest, minority interest and Income taxes for
PGE was $338 million, $298 miltion and $284 miflion for 2000,
1999 and 1998, respectively.



3 PRICE RISK MANAGEMENT ACTIVITIES ARD FINANCIAL
INSTRUMENTS

Trading Activities

Enron offers price risk management services to wholesale,
commerelal and industrial custamers through a variety of finan-
clal and other Instruments including forward contracts Involving
physicat delivery, swap agreements, which require payments to
(or recelpt of payments from} counterparties based on the dif-
ferential between a fixed and varlable price for the commodity,
options and other contractual arrangements, Interest rate risks
and foreign currency risks assoclated with the fair value of the
commodity portfolio are managed using a variety of financial
instruments, including financial futures,

Notlonal Amounts and Terms. The notional amounts and
terms of these instruments at December 31, 2000 are shown
below (dolfars in millions);

Fixed Brloe  Fivnd Pries  Maimum
Payor Regntver  Teyms It Years
Commodities(®)
Natural gas 7A81 899G 23
Crude oll and liquids 3,513 1,940 §
Electricity 2428 2388 o
Metals, coal and
putp and paper 388 £13 g
Bandwidth klix) 325 11
Finandial products
Interest rate () $4.732 $3,977 28
Forelgn eurrency £ i3 % 46% 2z
Equity investmants () $2,858 33,763 13

{a} Natural gas, crude olf and fiquids and electricity volumes are in TBtue; metals,
¢oal and pulp and paper volumes are In mifions of metric tonnes: and bandwidth
Volumes are in thousards of terabytes.

{b} The Interest rate fixed price recelver includes the net notional doliar value of
the interest rate sensitive component of the combined commodity portfoiio.
The remalning interest rate fixed price recaiver and the entire fnterest rate fixed
price payor tepresent the notional contract smount of a portfolio of various
finsncial Instruments used to hedge the net present valire of the commodity
portfolia. For a given unit of price protection, different Financial instrsments
require different notional amounts.

{c) Excludes derivatives on Enron common stock. See Notes 10 and 11,

Enran also has sales and purchase commitments associated
with commodity contracts based on market prices totaling 8,169
TBtue, with terms extending up to 16 years, and 7.2 million
metric tonnes, with terms extending up to 5 years.

Notional amounts reflect the volume of transactions but do
not represent the amounts exchanged by the parties to the
financlal instruments, Accordingly, notional amounts do not
accurately measure Enron's exposure to market or credit risks.
The maximum terms in years detalled above are not indicative of
likely future cash flows as these positions may be offset in the
markets at any time In response to the company’s price risk
management needs to the extent available In the market,

 The volumetric weighted average maturity of Enron’s fixed
price . prtfolio as of December 31, 2000 was approximately 1.5 years.
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Fair Value. The fair value as of December 31, 2000 and the
average fair value of Instruments related to price risk manage-
ment activitles held during the year are set forth below:

Aversue Fals Value
Fale Value for the Yoor £nded

5 of 1310 Z3ircaled
(In millions) Avsats Ustilities Assets fladiikias
Natural gas 319,270 S 9,342 £ 5825 % 5314
Crude ol and liquids 14649 1574 1,432 ras
Electricity 73313 8,308 3453 1,812
Other commodities TE04 1,311 fzgit:3 FEY
Equity Investments FoE 285 452 280
Total 3458 $I38I8  S11.850 210500

{a) Computed using the ending batance at each month-end.

The income before Interest, taxes and certain unallocated
expenses arising from price risk management activities for 2000
was $1,899 million.

Securitizatlons. From time to time, Enron sells interests in
certain of Its financlal assets. Some of these sales are completed

- in securitizations, in which Enron concurrently enters into swaps

associated with the underlying assets which limits the risks
assumed by the purchaser. Such swaps are adjusted to fair value
using quoted market prices, if available, or estimated fair vatue
based on management's best estimate of the present value of
future cash flow. These swaps are included in Price Risk
Management activities above as equity investments. During
2000, gains from sales representing securitizations were $381
miflion and proceeds were $2,379 million ($545 miflion of the
proceeds related to sales to Whitewing Associates, L.P.
(Whitewing)). See Notes 4 and 9. Purchases of securitized mer-
chant financlal assets totaled $1,184 million during 2000.
Amounts primarily related to equity Interests.

Credit Risk. In conjunction with the valuation of its financial
instruments, Enron provides reserves for credit risks assoclated
with such activity. Credit risk refates to the risk of loss that Enron
would incur as a result of nonperformance by counterparties
pursuant to the terms of thelr contractual obligations. Enron
matntains credit policles with regard to its courterparties that
management belleves significantly minimize overall credit risk.
These policles include an evaluation of potentlal counterparties’
financial condition (including credit rating), collateral require-
menits under certain circumstances and the use of standardized
agreements which allow for the netting of positive and negative
exposures assoclated with a single counterparty. Enron also min-
imizes this credit exposure using monetization of its contract
portfolio or third-party insurance contracts,



The counterparties associated with assets from price risk
management activities as of December 31, 2000 and 7999 are
summarized as follows;

2000 1899
fvestmest Investment

{In millions) Grade®  Yotm Grade(® Total
Gas and electric utilities $ 5580 ¥ 5327 31461 $1510
Energy marketers 4,677 5,124 544 768
Financial Institutions 4,145 4,817 1016 1,273
Independent power

producers 872 731 47 641
Oil and gas producers 1366 2,804 379 688
Industrials 8087 138 336 524
Other $54 kixd 59 67

Total BT 2468 $4265 5471
Credit and other reserves {450 {337)
Assets from price risk

managament activities (&) s21,0058 $5,134

{8} “investment Grade” &5 primartly determined using publicly avallable credit rat-
Ings along with consideration of cash, standby letters of credit, parent compa-
ny guarantess and property interests, including oif and gas reserves. Included
in “Investment Grace” are counterparties with a minimum Standard & Poor's
or Moody’s rating of BBB- or Baa3, respectively. )

(b} One and two customers” exposures, respectively, at December 31, 2000 and
1999 comprise greater than 5% of Assets from Price Risk Management
Activities and are included above as Investment Grade,

) At December 31, 2000, Enron held coliateral of approximately $5.5 bilion,
which consists substantially of cash deposits shown as *Customers’ Deposits*
on the balance sheet,

This concentration of counterparties may Impact Enron's
overall exposure to credit risk, either positively or negatively, in
that the counterparties may be similarly affected by changes
in economic, regulatory or other conditions. Based on Enron's
poticles, s exposures and Its credit reserves, Enron does not
anticipate a materlally adverse effect on finandial position or
results of operations as a result of counterparty nonperformance.

During 2000, the California power market was significantly
impacted by the Increase In wholesale power prices. California
customer rates are currently frozen, requiring the utilities to
finance the majority of thelr power purchases. If wholesale prices
remain at the current levels and no regulatory relief or legislative
assistance Is obtained, certain California utilitles may need to
seek bankruptcy protection. During 2000, Enron entered into
wholesale power transactions with California utilities, including
thelr nonregulated power marketing affiliates. Enron has pro-
vided credit reserves related to stch activitles based on Enron's
net position with each California uttlity. Due to the uncertainties
surrounding the Californta power situation, management cannot
predict the ultimate outcome but believes these matters will not
have a material adverse impact on Enron's financial condition.

Mon Tading Acthvities
Enron -also enters into financial instruments such as Swaps
and other contracts primarlly for the purpose of hedging the

Impact of market fluctuations on assets, fabllitles, production or
other contractual commitments.

Energy Commodity Price Swaps. At December 31, 2000,
Enronwas a party to energy commodity price swaps covering 18.6
TBtu, 29.9 TBtu and 0.5 TBtu of natural gas for the years 2001,
2002 and 2003, respectively, and 0.3 million barrels of crude oil for
the year 2001.

interest Rate Swaps. At December 31, 2000, Enron had
entered into interest rate swap agreements with an aggregate
notional principal amount of $1.0 billion to manage interest
rate exposure. These swap agreements are scheduled to termi-
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nate $0.4 billion in 2001 and $0.6 billion in the period 2002
through 2010. .

Forelgn Currency Contracts. At December 31, 2000, foreign
currency contracts with a notional principal armount of $1.4
biilion were outstanding. These contracts will expire $1.0 billian
in 2001 and $0.4 billion in the period 2002 through 2006.

Equity Contracts, At December 31, 2000, Enron had entered
into Enron common stack swaps, with an aggregate notlonal
amount of $121 million, to hedge certain incentive-based
compensation plans. Such contracts will expire in 2001.

Credit Risk. While notional amounts are used to express the
volume of various financlal instruments, the amounts patentiatly
subject to credit risk, in the event of nonperformance by the
third parties, are substantially smaller. Forwards, futures and
other contracts are entered into with counterparties who are
equivalent to investment grade. Accordingly, Enron does not
anticipate any matertal impact to its finandial position or results
of operations as a result of nhonperformance by the third parties
on financial instruments related to non-trading activities.

Finendal Insgrumernts
The carrying amounts and estimated fair values of Enron's

financial instruments, excluding trading activities, at December 31,

2000 and 1999 were as follows:

700 1999
Cariying Estimated Carrying Estimated

(In miilions) Asount Falr Vslue Amount Falr Value
Short- and long-term

debt (Note 7) $I9,288  $14,27T 38,152 $8,108
Company-obligated

preferted securlties of

subsidiaries {(Note 10) 804 820 1.000 937
Energy commodity

price swaps - 2] - 3]
Interest rate swaps - T - {55}
Foreign currency contracts - &4 - -
Equity contracts k37 18 4 4

Enron uses the following methods and assumptions in esti-
mating fair values: (a) short- and long-term debt - the carrying
amount of variable-rate debt approximates falr value, the fair
value of marketable debt Is based on quoted market prices and
the fair value of other debt is based on the discounted present
value of cash flows using Enron's current borrowing rates;
(b) company-obligated preferred securities of subsidiaries - the
falr value is based on quoted market prices, where avatlable, or
based on the discounted present value of cash flows tsing
Enron’s current borowing rates If not publicly traded; and
(c) energy commodity price swaps, interest rate swaps, fareign
currency contracts and equity contracts - estimated fair values
have been determined using avallable market data and valuation
methodologles. Judgment, Is nevessarily required in Interpreting
market data and the use of different market assumptions
or estimation methodologies may affect the estimated fair
value amounts.

The fair market value of cash and cash equivalents, trade
and other recelvables, accounts payable and Investments
accounted for at fair value are not materially different from their
carrying amounts.

Guarantees of llabilities of unconsolidated entities and
residual value guarantees have no cairying value and falr values
which are not readily determinable (see Note 15).
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HARNT ACTIVITIES

An analysis of the compaosition of Enron’s merchant Investments
and energy assets at December 31, 2000 and 1859 Is as follows

December 31,

{In millions) 2000 1999
Merchant investments{2)

Enecgy $137 $ 516

Energy-intensive industries 62 218

Technotogy-related 45 11

Other anz LA

T 1086

Merchant assets (b)

Independent pawer plants §3 152

Natural gas transportation 36 35

B3 187

Tota! $880 $1,273

fa) Investments are recorded at fair value in “Other Assets™ with changes in fair
value reflecied in "Other Revenues.”

{b) Amounts represent Envon's investment in urconsolidated equity affiliates with oper-
ating earmings reflectad in “Equity in Eamings of Unconsolidated Equity Aff&ates.

Enron provides capital primarily to energy and technology-
related businesses seeking debt or equity financing. The merchant
investments made by Enron and certain of its unconsolidated
affiliates (see Note 9) are carried at fair value and include public
and private equity; government securities with maturities of more
than 90 days, debt and interests in limited partnerships. The vatu-
ation methodologies utilize market values of publicly-traded
securities, independent appraisals and cash flow analyses.

Also included in Enron’s wholesale business are Investments
in merchant assets such as power plants and natural gas
pipelines, primarily held through equity method investments.
Some of these assets were developed, constructed and operated
by Enron. The merchant assets are not expected to be long-term,
integrated components of Enron’s energy networks.

For the years ended December 31, 2000, 1999 and 1998,
respectively, pre-tax gains from sales of merchant assets and
investments totaling $104 million, $756 million and $628 million
“aré’ includéd in “Ofher Revenues,® and’ proceeds were $1,838
million, $2,217 million and $1,434 million.

S IRCONE TAXES

The components of incame before income taxes are as follows:

(in millions) 2860 1999 1998
United States $ BAD $ 357 $197
Foreign 773 771 661
$1.413 st,128 3878
Total income tax expense Is summarized as follows:
{In millions) 2030 1999 19398
Payabte currently
Federal R $29 $ 30
State 2 6 8
Foceign 83 48 50
227 83 88
Payment deferred
Federal 13 {159) (14}
State " 23 1
Foreign 138 157 90
207 21 87
Total income tax expense(3) S434 $104 $175

faj See Note 11 for tax benefits related to stock options exercised by employees
reflected in shareholders” equity.
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The differences between taxes computed at the U.S. federal
statutory tax rate and Enron's effective incomhe tax rate are
as follows: '

20050 1999 1994
Staturtory federal income
tax provision 380%  350% 35.0%
Net state income taxes 238 1.8 12
Foreign tax rate differential 2.4 (7.0} 08
Equity earnings 52 {10.1) (4.3)
Basis and stock sale differences {$1.9} {10.8) (142)
Goodwill amortization 16 16 20
Audit settlement related to Monthly
income Preferred Shares - (1.8) -
Other - 85 05 1.0
-- L W% 92% 200%

.l

The principal components of Enron’s net deferred income
tax liability are as follows:

December 31,
{In miilions) 2000 1999
Deferred income tax assets .
Attemative minimum tax eredit carryforward $ 754 % 220
Net operating loss carryforward s 1302
Other 183 188
"8tz 1710
Deferred income tax liabilities
Deprectation, depletion and amortization 1813 - 1,807
Price risk management activities {183 1,133
other 962 782
2584 3.722
Net deferred income tax liabifities{) $1.782 32,012

{a) Includes $ 138 mition and $118 million in other current liabilities for 2000 and
1999, respectively,

Enron has an alternative minimum tax (AMT) credit CAITyY-
forward of approximately $254 million which can be used to
offset regular income taxes payable In future years. The AMT
credit has an indefinite carryforward period.

Enron has a net operating loss carryforward applicable to
U.S. subslidiaries of approximately $65 million, which wiil begin
to expire in 2011. Enron has a net operating loss carryforward
applicable to non-U.S. subsidiaries of approximataly $1.2 billion,
of which $1.0 billion can be carried forward indefinitely. The
remaining $200 million expires between the years 2001 and
2010. Deferred tax assets have been recognized on the $65
million domestic loss and $1.0 billion of the foreign losses.

U.5. and foreign income taxes have been provided for earn-
ings of foreign subsidiary companles that are expected to be
remitted to the U.S. Foreign subsidiaries’ cumulative undistrib-
uted earnings of approximately $1.8 billion are considered to be
permanently relnvested outside the U.S. and, accordingly, no U.S.
incorme taxes have been provided thereon. [n the event of a
distribution of those earnings In the form of dividends, Enron
may be subject to both foreign withholding taxes and U.S.
incorme taxes net of allowable forelgn tax credits.



8 SUPPLEMENTAL CASH FLOW INFORMATION

Cash paid for income taxes and interest expense, including
fees Incurred on sales of accounts recelvable, Is as follows:

{tn miflions) riu] 1999 1998
Income taxes (net of refunds) 5 &2 $ 51 $73
Interest (net of amounts capitalized) #34 678 585

Non-Casn Acthaty

In 2000, Enron acquired all minarity shareholders’ interests
in Enron Energy Services, LLC and other businesses with Enron
common stock. See Note 2,

In 2000 and 1989, Enron entered into various transactions
with related parties, which resulted In an exchange of assets and
an increase in comman stock of $171 miilion in 2000. See Note 16.

in 2000, a partnership In which Enron was a Himited partner
made a liquidating distribution to Enron resuiting In a non-cash
increase in curent assets of $220 million, a decrease of $20
million in non-current assets and an Increase in current Habilities
of $160 million.

During 2000 and 1939, Enron received the rights to specific
third-party fiber-optic cable In exchange for the rights on spe-
cific fiber-optic cable held for sale by Enron. These exchanges
resulted in non-cash increases In assets of $69 million and $111
million, respectively.

During 1998, Enron issued approximately 7.6 miltion shares
of common stock in connection with the acquisition, by an
unconsolidated equity affiliate, of interests in three power plants
in New Jersey. nr

In December 1998, Enron extinguished its 6.25% Exchange-
able Notes with 10.5 million shares of EOG comimon stock.

7 CREDIT FACRITIES AN DERT

Enron has credit facilities with domestic and foreign banks
which provide for an aggregate of $1.4 billion in longterm
committed credit, of which $150 million relates to Portland
General, and $2.4 billion In short-term committed credit. Expiration
dates of the committed facilities range from February 2001 to May
2005. Interest rates on bomrowings are based upon the London
interbank Offered Rate, certificate of deposit rates or other short-
term interest rates. Certain credit facilities contaln covenants which
must be met to borrow funds, Such debt covenants are not antici-
pated to materially restrict Enron’s abillity to borrow funds under
such facilities. Compensating bafances are not required, but Enron
is required to pay a commitment or facllity fee. At December 31,
2000, $290 miltion was ottstanding under these facifities.

Enron has also entered Into agreements which provide for
uncommitted lines of credit totaling $420 million at December 31,
2000. The uncommitted lines have no stated expiration dates.
Nelther compensating balances nor commitment fees are required,
as borrowings under the uncommitted credit lines are available
subject to agreement by the participating banks. At December 31,
2000, no amount’ were outstanding under the uncommitted lines.

in addition to borrowing from banks on a short-term basls,
Enron and certain of its subsidiaries sell commerclal paper to pro-
vide financing for various corporate purposes. As of December 31,
2000 and 1989, short-term borrowings of $15 mlllion and $330 mil-
lion, respectively, and long-term debt due within one year of
$1,303 million and $670 million, respectively, have been reclassl-
fied as long-term debt based upon the avaitability of committed
credit facilities with expiration dates exceeding one year and man-
agement’s Intent to maintain such amounts In excess of one year.
Weighted average Interest rates on short-term debt outstanding
at December 31, 2000 and 1999 were 6.9% and 6.4%, respectively.
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Detalled information on fong-term debt is as follows:

December 31,
{In millions) 2600 1999
Enron Corp.
Senlor debentures
6.75% to 8.25% due 2005 to 2012 $ 22 3 318
Notes payableld)
7.00% exchangeable notes due 2002 32 239
6.40% to 9.88% due 2001 to 2028 £416 4114
Floating rate notes due 2000 to 2005 |74 79
Other 242 34
Northern Natural Gas Company
Notes payable
6.75% to 7.00% due 2005 to 2011 Einy 500
Transwestern Pipeline Company
Notes payable
9.20% due 2004 11 15
Portland General
First mortgage bonds
6.47% to 9.46% due 2000 to 2023 328 a3
Poliution control bonds
Various rates due 2010 to 2033 2080 200
Other 232 128
Other £14 204
Amount reclassified from short-term debt 1318 1,000
Unamortized debt discount and pretnium [L3)) (54)
Total lang-term debt 33830 $7,151

(@) Inchdes debt denominated in foreign currencles of approximately $955 milkon
and $525 milion, respectively, at December 31, 2000 and 1939. Enron has
entered into derivative transactions to hedge Interest fate and foreign currency
exchange fluctuations associated with such debt. See Note 3.

The indenture securing Portland General’s First Mortgage
Bonds constitutes a direct first mortgage lien on substantially all
electric utility property and franchises, other than expressty
excepted property.

The aggregate annual maturities of fong-term debt out-
standing at December 31, 2000 were $2,112 million, $750 million,
$852 million, $646 million and $1,592 million for 2001 through
2005, respectively.

In February 2601, Enron issued $1.25 billion zero coupon
convertible senior notes that mature in 2021, The notes carry a 2.125
percent yleld to maturity with an aggregate face value of $1.9 billion
and may be tonverted, upon certaln contingencies belng met, into
Enron common stock at an indtial conversion premium of 45 percent.

# MINORTY INTERESTS

Enron’s minority Iinterests at December 31, 2000 and 1999
include the following:

(In millions) . 2500 1999

Majority-owned limited liability company
and fimited partnerships $1.758  $1L,773
Elektro(®) & 475
Other ' 193 182
572414  $2,430

£a} Relates to the respective parents of Elektro, which had ménority shareholders in
2000 and 1999,

Enron has formed separate limited partnerships and a limited
liabllity company with third-party investors for various purposes.
These entities are included in Enron's consolidated financiat
statements, with the third-party investors' interests reflected in
“Minority Interests” in the Consolidated Balance Sheet.

In October 2000, Enron contributed approximately $1.0 bil-
tion of net assets to a wholly-owned limited liability company. A
zhird party contributed $500 million for a prefetred membership



Interest In the limited Kabliity company. The contribution by
the third party was Invested in highly liquld investment grade
securities (including Enron notes) and short-term receivables.
At December 31, 2000, the majority-owned limited fiabllity com-
pany held net assets of $1.0 billion.

Puring 1999, third-party investors contributed cash and
merchant investments totaling $1.0 biltion to Enron-sponsored
entities to invest In highly liquid investment grade securities
(including Enron notes) and short-term receivables. The mer-
chant investments, totaling $500 million, were sold prior to
December 31, 1999. During 2000, Enron acquired a portion of the
minority shareholder’s interest for $485 million.

In 1998, Enron formed a wholly-owned limited partnership
for the purpose of holding $1.6 billion of assets contributed by
Enron. That partnership contributed $850 mitlion of assets and a
third party contributed $750 million to a second newly-formed
limited partnership. The assets held by the wholly-owned limited
partnership represent collateral for a $750 million note receivable
held by the second fimited partnership. In 2000 and 1999, the
whally-owned and second limited partnerships sold assets valued
at approximately $152 million and $460 million, respectively, and
invested the proceeds in Enron notes.

Absent certain defaults or other specified events, Enron has
the option to acquire the minority holders” interests In these
partnerships. Enron has the option to acquire the minority hold-
-er's interest in the limited lability company after November
2002. if Enron does not acquire the minority holders® interests
before December 2004 through May 2009, or earlier upon certatn
specified events, the minority Interest holders may cause the
entities to liquidate their assets and dissolve.

In 2000, as part of a restructuring, Jacaré Electrical
Distribution Trust (Jacaré) sold a 47 percent interest in Enron
Brazil Power Holdings V Ltd, a substdiary that holds its invest-
ment in Elektro, to Whitewing for approximately $460 million.:
See Note 8. The proceeds were used to acquire the original
minority shareholder's interest in Jacaré,

in 2000, Enron acquired all minority shareholders’ interests
in Enron Energy Services, LLC and Enron Renewable Energy Corp.
See Note 2.

€ UNCORSCLIDATED EQUITY AFFIUATES

Enron’s investment in and advances to unconsolidated affil-
iates which are accounted for by the equity method s as follows:

Net

Voting Decemnber 31,
{In milligns) interest®  zgoe 1999
Azurix Corp. 34%  $ 325§ 762
Bridgeline Holdings 40% 228 -
Citrus Corp. 50% F30 480
Dabhol Power Company 50% 653 466

Joint Energy Development
tnvestments LP. QEBD () 50% 268 21

" Joint Energy Development
Investments Il LP. QED 11y ®) 50% 228 162
SK ~ Enron Co, Ltd. 50% 258 269
Transportadora de Gas del Sur §.A, 35% 473 452
Whitewling Associates, Lp. &) 50% 558 662

Other faatic)

ises T 1572

35,2041 $5,03610)

{3} Certain Investments have income sharing ratios which differ from Ervon’s
voting intenests.

{b) DI and JEDI K accourtt for their investments at fair value. Whitewing acoounts for

certain of its investments ot fair value. These affilistes held fok value investrments total-
Ing $1,823 milion and $1,128 milion, respectively, at December 31, 2000 and 1999,

{c) At December 31, 2000 and 1999, the unamortized excess of Enfon’s investment
in unconsolidated affiiates was $182 million and $173 mitlion, respectively,
which & being amartized over the expected Fves of the hvestments.
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Enron’s equity In earnings {losses) of unconsolidated equity
affiliates is as follows:

{In_ milllons) 2008 1999 1998
Azurix Corpe) s{@zs; s 23 $ 6
Citrus Corp. 2] 25 23
Dabhol Power Company 51 30 -
Joint Energy Development
frvestments LP. 57 11 (asy
Joint Energy Development
Investmeants I{, LP, £% 92 (4)
TNPC, inc. (The New Power Company) 803 - -
Transportadora de Gas del Sur S.A. 28 32 36
Whitewing Associates, LP. 58 9 -
Other 1R3 87 81
§ 87 $309 $97

{a) During the fourth quarter of 2000, Azurix Corp. {Azurix} impaked the camying
value of its Argentine assets, resulting In a charge of approximately $470 milion,
Envon’s portion of the charge was $326 miflion.

Summarized combined financial information of Enron's
unconsclidated affiliates is presented below:

e Docember 31,
{in millions) 1999
Balance sheet
Current assets (3) $ 5884 $ 3,168
Property, plant and equipment, net 4,788 14,356
Other noncurrent assets 13,4485 9.459
current liabilities @) 4733 4,401
Lang-term debt{a) 8317 8486
Other noncurrent Habilities §,148 2402
Owners’ equity 13551 11,694

{8} Includes $410 million and $327 million recelvable from Encon and $302 milion
and $84 milion payable to Enron at December 37, 2000 and 1999, respectively

{in mllions) 2000 1949 1998
Income statement{a)
Operating revenues $15,9¢3 $11,568  $8,508
Operating expenses 14,710 9,449 7.244
Net income bBs 1857 142
Distributions paid to Enron 37 482 87

{3) Enron recognized reventes from transactions with unconsolidated eqity affil-
fates of $510 million in 2000, $6274 million In 1999 and $563 mittion in 1995,

In 2000 and 1999, Enron sold approximately $632 million
and $192 million, respectively, of merchant investments and
other assets to Whitewing. Enron recognized no gatns or Josses
In connection with these transactions. Additionatly, in 2000, ECT
Merchant Investments Corp., a wholly-owned Enron subsidiary,
contributed two pools of merchant investments to a lmited
partnership that Is a subsidiary of Enron. Subsequent to the
contributions, the partnership Issued partnership interests
representing 100% of the beneficlal, economic interests in the
two asset pools, and such interests were sold for a total of $545
miltion to a limited lability company that is a subsidiary of
Whitewing. See Note 3. These entities are separate legal entities
from Enron and have separate assets and labilities. In 2000 and
1999, the Related Party, as described in Note 16, contributed $33
million and $15 mitlion, respectively, of equity to ‘Mhitewing. In
2000, Whitewing contributed $7.1 millich to a partnership
formed by Enron, Whitewing and a third party. Subsequently,
Enron sold a portion of Its interest in the partnership through a
securitization. See Note 3. :

In 2000, The New Power Company sold warrants convertible
into common stock of The New Power Company for $50 miltion
to the Related Party {described in Note 16).

From time to time, Enron has entered into various adminis-
trative service, management, construction, supply and operating



agreements with its unconsolidated equity affiliates. Enron's
management believes that its existing agreements and transac-
tions are reasonable compared to those which could have been
obtained from third partles.

10 PREFERRED STOCK

Prefomed Swock

Enron has authorized 16,500,000 shares of preferred stock,
no par value. At December 31, 2000, Enron had outstanding
1,240,833 shares of Cumulative Second Preferred Convertible Stack
(the Convertible Preferred Stock), no par value, The Convertible
Preferred Stock pays dividends at an amount equal to the higher
of $10.50 per share or the equivalent dividend that would be paid
if shares of the Convertible Preferred Stock were converted to
commich stock. Each share of the Convertible Preferred Stock is
convertible at any time at the option of the holder thereof into
27.304 shares of Enron's comymon stock, subjest to certain adjust-
ments. The Convertible Preferred Stock is currently subject to
redemption at Enron’s option at a price of $100 per share plus
accrued dividends. During 2000, 1999 and 1998, 55,251 shares,
23,864 shares and 17,797 shares, respectively, of the Convertible
Preferred Stock were converted into common stock.

In 1439, alf outstanding shares of Series A Preferred Stock
held by Whitewing were exchanged for 250,000 shares of Enron
Mandatorily Convertible Junior Preferred Stock, Series B (Serles B
Preferred Stock). Also in 1999, Enron entered into a Share
Settlement Agreement under which Enron could be obligated,
under certain circumstances, to deliver additional shares of
commoen stock or Series B Preferred Stock to Whitewing for the
amount that the market price of the converted Enron common
shares is less than $28 per share. In 2000, Enron increased the
strike price In the Share Settlement Agreement to $48.55 per
share in exchange for an additional capital contribution in
Whitewing by third-party Investors. The number of shares of
Serfes B Preferred Stock authorized equals the number of shares
necessary to satisfy Enron’s obligation under the Share Settlement
Agreement. Absent certain defaults or other specified events,
Enron has the option to acquire the third-party investors’ inter-
ests. If Enron does not acquire the third-party Investors’ interests
before January 2003, or earfier upon certaln specified events,
Whitewing may liquidate its assets and dissolve. At December 31,
2000, Enron had outstanding 250,000 shares of Serles B Preferred
Stock with a liquidation value of $1.0 billfon. The Series B
Preferred Stock pays semi-annual cash dividends at an annual rate
of 6.50%. Each share of Series B Preferred Stock Is mandatority
convertible into 200 shares of Enron common stock on January 15,
2003 or eartler upon the occurrence of certain events.

In connection with the 1998 financial restructuring (yielding
proceeds of approxitnately $1.2 billion) of Enron’s Investment In
Azurix, Enron committed to cause the sale of Enron convertible
preferred stock, if certain debt obligations of the related entity
which acquired an interest In Azurix, are defauited upon, or in
certaln events, Including, among other things, Enron’s credit
ratings fall below specified levels. If the sale of the convertible
preferred stock Is not sufficient to retire such obligations, Enron
would be fiable for the shortfail. Such obligations will mature In
December 2001. The number of common shares issuable upon
conversion is based on future common stock prices.
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Compeny-Ohiigated Preferred Securitlas of Subsidiaries
Summarized Information for Enron’s cormpany-obligated
preferred securtties of subsidiaries is as follows:

Liquidation
Value
Per Share

(In millions, except per
share amounts and shares)
Enron Capital LLC
8% Cumulative Guaranteed
Monthly Income Preferred
Shares (8,550,000 shares) (8}

December 31,
2000 1993

$214  § 214 $ 25
Enren Capital Trust |
8.3% Trust Originated Prefemred
Securities 23.000,000 preferred
securities) (8) 200 200 25
Enron Capital Trust Il
8 1/8% Trust Originated Preferred
Securities (6,000,000 preferred .
securities) (2) 150 150 25
Enron Capital Trust [l
Adjustable-Rate Capital Trust Securities
(200,000 preferred securities) - 200 1,000
LNG Power I L.L.C.
6:74% Preference Units
{105,000 shares) (®) 105 - 1000
Enron Equity Corp.
8.57% Preferred Stock (880 shares){®  gg 88
7.39% Proforred Stock (150 shares)(@l®) 15 15

100,000
100,000

Enron Capital Resources, L.
9% Cumulative Preferred Securities,
Series A (3,000,000 preferred
securities) (@) 5 75 25

Other 57 58
-$504  $1.000

{a] Redesmable under certain ckcumstarices after specified dates.
(&} Initial rate Is 6.74% increasing to 7.79%.
(e} Mandatodly redeemable in 2006.



11 COMMON STOCK

farings Per Shang
The computation of basic and diluted earnings per share Is
as follows:

Year Ended December 31,
{in millions, except per share amounts) 2G4 1999 1998
Numerator:
Basic
Income before cumulative effect
of accounting changes $87¢  $1,024 $703
Preferred stock dividends:
Second Preferred Stock {18 (4ir}] {17}
Series A Preferred Stock - {30) -
Series B Preferred Stock {543 (19) -
Income avallable to common share-
holders before cumuiative effect
of accounting changes 26 858 686
Cumulative effect of accounting
changes - (131} -
Income available to common
shareholders $868 § 827 $ 686
Diluted
Income available to common share-
holders before cumulative effect
of accounting changes 93¢ § 958 $686
Effact of assumed conversion of
dilutive securitiesa);
Second Preferred Stock 17 17 17
Income before cumulative effect
of accounting changes 213 975 703
Cumulative effect of accounting
changes - (131} -
Income avaltable to comimon share-
holders after assumed conversions %213 $ 84 $ 703
Denominator:
Denominator for basic earnings per
share - welghted-average shares s 705 642
Effect of dilutive securities:
Preferred stock %51 36 36
Stock options 43 28 17
Diiutive potential common shares 78 64 53
Denaminator for diluted earnings per
share - adjusted weighted-average
shares and assumed conversions £1¢ 769 635
Basle earnings per share:
Before cumulative effect of
accounting changes 3122 $ 136 $1.07
Cumulative effect of accounting
changes - (0.19) -
Baslc earnings pet share S$LE 0§ 1.7 $1.07
Diluted eamings per share:
Before cumulative effect of
accounting changes 3tz $1.27 $1.01
Cumulative effect of accounting
changes - {0.17) -
Diluted earnings per share 132 3 1.19 $1.01

(a) The Serles A Prefarred Stock and the Series B Freforred Stock were not included
in the caloulation of dikted earnings per share because conversion of these
shares would be antidiiutive.
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Diarivativa Instruments

At December 31, 2000, Enron had derivative Instruments
(excluding amounts disclosed In Note 10) on 54.8 million shares
of Enron common stock, of which approximately 12 million
shares are with JEDI and 22.5 miltlon are with related parties
(see Note 18), st an average price of $67.92 per share on which
Enron was a fixed price payor. Shares potentially deliverable to
counterparties under the contracts are assumed to be outstand-
ing In calculating diluted earnings per share unless they are
antidilutive. At December 31, 2000, there were outstanding
nan-employee options to purchase 6.4 million shares of Enron
common stock at an exercise price of $19.59 per share.

Swock Option Plsns

Enron applies Accounting Principles Board (APB) Opinion 25
and related interpretations in accounting for its stock option
plans. In agcordance with APB Opinion 25, no compensation
expense has been recognized for the fixed stock option plans.
Compensation expense charged against income for the restricted
stock plan for 2000, 1999 and 1998 was $220 million, $131 million
and $58 million, respectively. Had compensation cost for Enron's

" stock option compensation plans beeh determined based on the

falr value at the grant dates for awards under those plans,
Enron’s net income and earnings per share would have been
$886 million {$1.09 per share basic, $1.01 per share diluted) in
2000, $827 million ($1.08 per share basic, $1.01 per share dituted)
in 1999 and $674 million ($1.02 per share basic, $0.97 per share
diluted} in 1998.

The fair valite of each option grant is estimated on the date
of grant using the Black-Scholes option-pricing model with
welghted-average assumptions for grants In 2000, 1999 and
1998, respectively: () dividend yield of 2.4%, 2.4% and 2.5%; (if)
expected volatllity of 22.3%, 20.0% and 18.3%; (i) risk-free
Interest rates of 5.8%, 5.6% and 5.0%; and (Iv) expested lives of
3.2 years, 3.7 years and 3.8 years.

Enron has four fixed option plans {the Plans) under which
options for shares of Enron’s cornimon stock have been or may be
granted to officers, employees and non-employee members of
the Board of Directors. Options granted may be either tncentive
stock options or nohqualified stock options and are granted at
not less than the fair market value of the stock at the time of
grant. Under the Plans, Enron may grant options with a maxi-
mum term of 10 years. Options vest under varying schedules.



Summarized information for Enron’s Plans Is as follows:
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200 1999 1998
Wadgghad Woelghted Weighted
Aversge Average Average
Exppeise Exercise Exercise
{Shares in thousands) Shstes Brioes Sharas Price Shares Price
Outstanding,
beginning of year $3,841 $76.74 79,604 $13.60 78,858 $17.89
Granted 39,167 moe 35,118 37.49 15,702 2499
Exercised (3) {32,235} 28.43 {18,705) 18.08 (13,072) 15.70
Forfeited {4,358} 35.58 (1,465} 2451 (1,498) 19.17
Expired {42 23.75 21} 18.79 (386) 1976
Outstanding, end of year sagey $44.24 3R $26.74 Tige0E $19.60
Exercisable, end of year _ 46,155 $o6.65 52,803 $22.56 45,942 $18.16
Available for grant, end of year {5} 22,086 24,864 10,498
Welghted average fair value of options granted $13.3% § 7.24 $ 420

(3] In 2000, Ervon recorded tax benefils related to stock options exercised by employees of approximately $390 million reflected in shareholders® equity.
{b) Includes up to 20,707,969 shares, 22,140,962 shares and 10,497,670 shares as of December 31, 2000, 1999 anc’ 1998, respectively, which may be issued either as

restricted stock or purstant to stock options.

The following table summarizes information about stock options outstanding at December 31, 2000 (shares in thousands):

Optiony Cuistaruting Options Exmrisabie
Binlghtad

Avprege Weighted Weigined

HMannber Reristing Avsrage Rharsbsess Agstage

Cutstanding Contraanus! Expeisg Exerslsabie Exeeiia
Range of Exercise Prices at 12/331/00 tife Prica ot $2/UY88 Price
$ 6.88 o $20.00 4,358 4.7 $16.72 06 $16.64
2006 to  34.81 244681 &8 R4.TH 18,305 2453
35.03 o 47.31 218 8§38 40.62 8,733 Aa.23
5048 to  69.00 14,465 &5 84,19 4,082 8181
71.06 to 86.63 21,11% 5.8 7%.88 1547 7238
85,0463 5.2 F44.24 48,788 $28.68

Restricied Stock Plan

Under Enron’s Restricted Stock Plan, participants may be
granted stock without cost to the participant. The shares granted
under this plan vest to the participants at various times ranging
frotn immediate vesting to vesting at the end of a five-year period,
Upon vesting, the shares are released to the participants. The
following sumimarizes shares of restricted stock under this plan:

{Shares in thousands) 2050 1999 1998
Qutstanding, beginning of year 8,781 6,034 5,074
Granted 2,243 2,672 2922
Released to participants 2231 (1,702) (1,064)
Forfeited {1,444) (223) (98}
QOutstanding, end of year 6378 6,781 6,034
Avallable for grant, end of year 26,708 22,141 10498
Weighted average fair value of
restricted stock granted 5758  $37.38  $23.70

12 PENSHON AND (THER BENEFITS

Enron maintains a retirement plan (the Enron Plan) which Is
a noncontributory defined benefit plan covering substantially al!
employees in the United States and certain employees tn foreign
countries. The benefit accrual is in the form of a cash balanea of
§% of annual base pay.

Portland General has a noncontributory defined benefit
pension plan (the Portland General Plan) covering substantially
all of its employees. Benefits under the Portland General Plan
are based on years of service, final average pay and covered
compensation.

Enron Facility Services has a noncontributory defined bene-
fit pension plan (the EfS Plan) covering substantally all of its

employees. Benefits under the EFS Plan are based on years of
service, final average pay and covered compensation.

Enron also maintains a noncontributory employee stack
ownership plan (ESOP} which covers all eligible employees.
Allocations to individual employees’ retirement accounts within
the ESOP offset a portion of benefits earned under the Enron
Plan. All shares included in the ESOP have been allocated to the
employee accounts. At December 31, 2000 and 1999, 12,600,271
shares and 17,241,731 shares, respectively, of Enron common
stock were held by the ESOP, a portion of which may be used to
offset benefits under the Enron Plan.

Assets of the Enron Plan, the Portland General Plan and the
EFS Plan are comprised primatily of equity securities, fixed
income securities and temporary cash investments. it is Enron’s
policy to fund all pensfon costs accrued to the extent required by
federal tax regulations. ‘

Enron provides certain postretirement medical, life insur-
ance and dental benefits to eligible employees and their eligible
dependents. Benefits are provided under the provisions of con-
tributory defined dollar benefit plans, Enron Is currently funding
that portion of Its obligations under these postretirement bere-
fit plans which are expected to be recoverable thraugh rates by
its regulated pipelines and electric utility operations.

Enron accrues these postretirement benefit costs over the
service lives of the employees expected to be eligible to receive
such benefits. Enron is amortizing the transition obligation which
existed at January 1, 1993 over a period of approximately 19 years.

The following table sets forth information related to
changes in the benefit obligations, changes in plan assets, a
reconciliation of the funded status of the plans and components
of the expense recognized related to Enron’s pension and other
postretirement plans:



Pension Betiefits Other Benefits

{In millions) 26300 1999 2640 1999
Change in benefit obligation
Benefit obligation, beginning
of year 708 $687 3126 $134
Setvice cost 33 32 2 2
Interest cost 53 49 k1] 9
Plan participants’ contributions . - 4 3
Plan amendments - 6 - -
Actuarial loss (gain) g {51) T (12)
Acquisitions and divestitures - 36 - -
Effect of curtailment and
settiements (2} {2} (8) p -
Benefits paid 58} {43) 23 (16)
Benofit obligation, end of year §748 3708 94 $120
Change in plan assets
Fair value of plan assots,
beginting of year (&) $E53 8774 S 68 $ 60
Actual return on plan assets 4% 80 {4} 7
Acquisitions and divestitures - 37 - -
. Employer contribution 18§ 5 7 6
Plan participants” contributions . - 4 3
Benefits pald {£5)  (43) {11} {8}
Fair value of plan assets,
end of year(d) SU58 3853 S 64 $ 68
Reconciliation of funded status,
end of year
Funded status, end of year 312 $145 S8 $(52)
Unrecognized transition
abligation (asset) & (13) 44 48
Unvrecognized prior service cost %8 32 12 14
Unrecognized net actuarial
loss (gain} 55 11 {17 (29)
Prepaid {accrued) benefit cost $I8G  $175 {29 ${19)

Weighted-average assumptions at

December 31
Discount rate F.78% 7.75% 7.75% 7.75%
Expected return on plan
assets {pre-tax) {&} {© “ (d)
Rate of compensation increase {7} {e) & (e

Components of net periodic benefit cost
Service cost £33 $32 8§ 28 2
Interest cost &3 49 0 L]
Expected retumn on plan assets €28 (70) # @
Amortization of transition

obligation (asset) {8} {6) 4 4
Amortization of prior service cost § 5 k] 1
Recognized net actuarial Joss {gain) - 3 {5} -
Effect of curtailment and

settlements (@) - (6) - 6
Net periodic benefit cost 53 $ 7 %$£142 $18

(8} Represents one-time nonrecurring events including the exchange and sale of
EOG (see Note 2) and certain emplayees ceasing participation in the Porttand
General Plan as a result of union negotlations,

(b) Includes plan assets of the ESOP of $116 mitfion and $121 million at December
31, 2000 and 1999, respectively

fc} Long-temn rate of retun on assets Is assumed to be 10.5% for the Enron Plan,
9.0% for the Portland General Plan and 9.5% for the EFS Plan.

{d} Long-term rate of retuim on assets & assumed to be 7.5% for the Enron assets
and 9.5% for the Porthand General assets.

{e} Rate of compensation increase Is assumed to be 4.0% for the Enron Plan,
4.0% to 9.5% for the Portland Genera! Plan and 5.0% for the EFS Plan.

Inctuded in the above amounts are the unfunded obligations
for the supplemental executive retirement plans. At both
December 31, 2000 and 1899, the projected benefit obligation for
these unfunded plans was $56 miltion and the fair value of assets
was $1 million.
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- The measurement date of the Enron Plan and the ESOP is
September 30, and the measurement date of the Portland General
'Plan, the EFS Plan and the postretirement benefit plans is December
31. The funded status as of the valuation date of the Erwon Plan, the
Portland General Plan, the ESOP and the postretirement benefit
plans reconciles with the amount detalled above which Is Included
In "Other Assets” on the Consolidated Balance Sheet.

For measurement purposes, 6% and 10% annual rates of
increase in the per capita cost of covered health care benefits
were assumed for the period 2000 to 2001 for the Enron and
Portland General postretirement plans, respectively. The rates
were assumed to decrease to 5% by 2002 and 2010 for the Enror:
and Portland General postretirement plans, respectively. Assumed
health care cost trend rates have a significant effect on the
amounts reported for the health care plans. A one-percentage
point change in assumed health care cost trend rates would have
the following effects:

1-Percentage  1-Percentage
{In milticns) Point Increase  Point Decrease
Effect on total of service and
interest ¢ost components $0.4 ${0.3)
Effect on postretirement benefit
obligation $4.4 $(3.8)

Additionally, certaln Enron subsidiaries maintain various
incentive based compensation plans for which participants may
receive a combination of cash or stock options, based upon the
athievement of certain performance goals.

13 RAYES AND REGUEATORY ISSUER

Rates and regulatory Issues related to certain of Enron's
natural gas pipelines and its electric utility operations are subject
to final determination by various regulatory agencies. The
domestic interstate pipeline operations are regulated by the
Federal Energy Regulatory Commission {FERC) and the electric
utility operations are regulated by the FERC and the QOregon
Public Utility Commission {OPFUC). As a result, these operations
are subfect to the provisions of Statement of Financial
Accounting Standards (SFAS) No. 71, "Accounting for the Effects
of Certain Types of Regulation,” which recognizes the economic
effects of regulation and, accordingly, Enron has recorded regu-
latory assets and liabllities related to such operations.

The regulated pipelines operations’ net regulatory assets
were $290 million and $250 million at December 31, 2000 and
1999, respectively, and are expected to bs recovered over varying
time petiods. '

The electric utility operations’ net regulatory assets were
$450 million and $494 million at December 31, 2000 and 1999,
respectively. Based on rates in place at December 31, 2000, Enron
estimates that it will collect substantially all of its reguiatory
assets within the next 11 years,

Pineting Operations ,

On April 16, 1899, Northern Matural Gas Company
{Northern) filed an uncontested Stipulation and Agreement of
Settlement (Settlement} with the FERC and an order approving
the Settlement was Issued by the FERC on June 18, 1999. The
rates effectuated by Northern on November 1, 1999 remain in
effect. On May 1, 2000, Northern filed to Implement an option-

al volumetric firm throughput service. An order approving such

service was Issued November 8, 2000 with effectiveness
November 1, 2000; a rehearing request is pending. On
November 1, 2000, Northern filed to increase its rates for the
recovery of return and taxes on its System Levelized Account.



On November 22, 2000, the FERC issued an order approving the
rates, subject to refund. :

On November 1, 2000, Transwestern Pipeline Company
implemented a rate escalation of settled transportation rates In
accordance with its May 1995 global setttement, as amended in
May 1996. On August 23, 1999, Transwestern filed for a new
service, Enhanced Firm Backhaul. An order by the FERC was Issued
February 23, 2000, approving the service,

£lentric Uiy Uporations

On October 2, 2000 PGE filed a restructuring plan with the
OPUC that implements the provisions of the State Senate Bill
5871149, signed into law in July 1999. The new law provides Indus-
trial and commercial customers of Investor-owned utllities In the
state direct access to competing energy suppliers by October 1,
2001. As filed, PGE's plan also proposes an increase In base rates,
with new tariffs effective on October 1, 2001. PGE Is a 67.5%
owner of the Trojan Nuclear Plant (Trgjan). In September 2000,
PGE entered into an agreement with the OPUC retated to Trojan.
See Note 14. At December 31, 2000, PGE's regulatory asset relat-
ed to recovery of Trajan decommissioning costs from customers
was $190 million.

Enron believes, based upon its experience to date and after
considering appropriate reserves that have been established,
that the uitimate resolution of pending regulatory matters wilt
not have a material impact on Enrons financial position or
results of operations.

14 LIAGATON AND OTHER CONTINGENCES

Enron is a party to varfous claims and litigation, the signifi-
cant items of which are discussed below. Although no assurances
can be given, Enron believes, based on its experience to date and
after considering appropriate reserves that have been estab-
lished, that the ultimate resolution of such items, individually or
in the aggregate, will not have a material adverse impact on
Enron’s financial position or resuits of operations.

Lidgadon

In 1995, several parties (the Plaintiffs) filed suit in Harrls
County District Court in Houston, Texas, against Intratex Gas
Company (ntratex), Houston Pipe Line Company and Panhandle
Gas Company (collectively, the Ehron Defendants), each of which
Is a wholly-owned subsidiary of Enron. The Plaintiffs were elther
sellers or royalty owners under numerous gas purchase contracts
with Intratex, many of which have termlnated. Early In 1996, the
case was severed by the Court Into two matters to be tried (or
otherwise resolved) separately. In the first matter, the Plalntiffs
alleged that the Enron Defendants committed fraud and negli-
gent misrepresentation in connection with the “Panhandie pro-
gram,” a specltal marketing program established In the early
1980s. This case was tried in October 1996 and resulted In a ver-
dict for the Enron Defendants, In the second matter, the Plalntiffs
allege that the Enron Defendants violated state reg-‘nlatory
requirements and certaln gas purchase contracts by failing to take
the Plaintiffs’ gas ratably with other producers’ gas at certain
times between 1978 and 1988. The trial court cettified a class
action with respect to ratability claims. On March 9, 2000, the
Texas Supretne Court ruled that the trlal court’s class certification
was improper and remanded the case to the trial court. The Enron
Defendants deny the Plaintiffs’ claims and have asserted various
affirmative defenses, including the statute of limitations. The
Enron Defendants belleve that they have strong legal and factual
defenses, and intend to vigorousty contest the claims. Although
no assurances can be given, Enron believes that the ultimate
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resolution of these matters will not have a material adverse effect
on Its financlal position or results of operations.

On November 21, 1996, an explosicn cecurred in or around
the Humberto Vidal Bullding in San Juan, Puerto Rico, The explo-
sion resulted in fatalities, bodily Injuries and damage to the
Building and surrounding praperty. San Juan Gas Company, Inc.
(San Juan Gas), an Enron affiliate, operated a propanefair
distribution system In the vicinity, but did not provide service to
the building. Enron, San Juan Gas, four affiliates and thelr insur-
ance carriers were named as defendants, along with severai third
parties, including The Puerto Rico Aqueduct and Sewer
Authority, Puerto Rico Telephone Company, Heath Consultants
incorporated, Humberto Vidal, Inc. and their insurance carriers,
in numerous lawsuits filed in U.S. District Court for the District of
Puerto Rico and the Superior Court of Puerto Rico, These suits

- seek damages for wrongful death, personal injury, business inter-

ruption and property damage allegedly caused by the explosion.
After nearly four years without determining the cause of the
explosion, all partles have agreed not to litigate further that
issue, but to move these suits toward settlements or trials to
determine whether each plaintiff was injured as a result of the
explosion and, If so, the lawful damages attributable to such
injury. The defendants have agreed on a fund for settlements or
final awards. Numerous claims have been settled. Atthough no
assurances can be given, Enron believes that the ultimate resolu-
tion of these matters will not have a material adverse effect on
#ts financlal position or results of operations.

Trojan Investrnent Recovery

In early 1993, PGE ceased comnmercial operation of the
Trojan nuclear power generating facility. The OPUC granted PGE,
through a general rate order, recovery of, and a return on, 87
percent of its remaining Investment in Trgjan. )

The OPUC's general rate order related to Trojan has been sub-
Ject to litigation In various state courts, including rulings by the
Oregon Court of Appeals and petitions to the Oregon Supreme
Court. filed by parties oppesed to the OPUC’s order, including the
Utility Reform Prgfect (URP) and the Citizens titility Board {CUB).

In August 2000, PGE entered into agreements with CUB and
the staff of the OPUC to settle the litigation related to PGE's
recovery of its investment in the TroJan plant. Under the agree-
ments, CUB agreed to withdraw from the fitigation and to sup-
port the settiement as the means to resolve the Trojan litigation.
The QPUC appraved the accounting and ratemaking elements of
the settlement on September 29, 2000. As a result of these
approvals, PGE's investment in Trojan is no fonger included in
rates charged to customers, either through a return on or a return
of that investment. Collection of ongoing decommissioning costs
at Trgjan is not affected by the settlement agreements or the
September 28, 2000 OPUC order. With CUB’s withdrawal, URP is
the one remaining significant adverse party in the litigation. URP
has indicated that it plans to continue to challenge the OPUC
arder allowing PGE recovery of its investment in Trojan.

Enron cannot predict the outcome of these actions.
Although no assurances can be given, Enron believes that the
uitimate resofution of these matters wili not have a material
adverse effect on Its financlal position or results of operations.

Environments Matiers

Enron s subject to extensive federal, state and local envi-
ronmental laws and regulfations. These laws and regulations
require expenditures In connection with the construction of new
facilities, the operation of existing facilities and for remediation
at various operating sites. The implementation of the Clean Air
Act Amendments Is expected to resuit in increased operating



expenses. These Increased operating expenses are not expected
to have a material Impact on Enron’s financial position or results
of operations.

Enron’s natural gas pipeline companles conduct soil and
groundwater remediation on a number of thelr facilities. Enron
does not expect to incur material expenditures In connection
with soil and groundwater remediation.

13 COMMITMENTS

Finn Transportation Gbligetions

Enron has firm transportation agreements with various joint
venture and other pipelines. Under these agreements, Enron
must make specified minimum payments each month. At
December 31, 2000, the estimated aggregate amounts of such
required future payments were $91 million, $88 million, $89 mil-
lion, $85 miltion and $77 million for 2001 through 2005, respec-
tively, and $447 million for later years.

The costs recognized under firm transportation agreements,
Including commodity tharges on actual quantities shipped,
totaled $68 million, $55 miltion and $30 million in 2000, 1999 and
1998, respectively,

Othar Commbkmarnis

Enron leases property, operating facilities and equipment
under various operating leases, certain of which contain renewal
and purchase options and residual value guarantees. Future
commitments related to these items at December 31, 2000 were
$123 million, $98 million, $69 million, $66 million and $49 million
for 2001 through 2005, respectively, and $359 million for later
years. Guarantees under the leases total $556 million at December
31, 2000.

Total rent expense Incurred during 2000, 1999 and 1998 was
$143 miltion, $143 million and $147 million, respectively.

Enron has entered into two development agreements
whereby Enron is required to manage construction of a certain
number of power projects on behalf of third-party owners.
Under one development agreement, where construction is
expected to be completed on or before March 3%, 2004, Enron
has agreed to enter into power offtake agreements for varying
portions of the offtake from each facility. Under both devetop-
ment agreements, Enron maintains purchase options, which

may be assigned to a third party. In addition to the purchase .

option under the other development agreement, Enron main-
tains lease options on the power projects. If upoh completion,
which is expected to occur on or before August 31, 2002, Enron
has falled to exercise one of its options, Enron may participate
In the remarketing of the power prajects which Enron has guar-
anteed the recovery of 89.9 percent of certaln project costs, of
which approximately $140 million has been incurred through
December 31, 2000. .

Enron guarantees the performance of certain of its uncon-
solidated equity affifiates In connection with letters of credit
issued on behalf of those entities. At December 31, 2000, a total
of $264 million of'such guarantees were outstanding, including
$103 milfion an behalf of EOTT Energy Partners, LP. (EOTT).
In addition, Enron is a guarantor on certaln liabilities of uncon-
solidated equity affiliates and other compantes totaling approxi-
mately $1,863 million at December 31, 2000, Including $538
million related to EOTT trade obligations, The EQTT letters of
tredit and guarantees of trade obligations are secured by the
assets of EOTT. Enron has also guaranteed $386 milifon In lease
obligations for which it has been indemnified by an “Investment
Grade” company. Management does not consider it likely that
Enron would be required to perform or otherwise Incur any loss-
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es associated with the above guarantees. In addition, certaln
commitments have been made related to capital expenditures

" and equity investments planned in 2001.

On December 15, 2000, Enron announced that it had
entered into an agreement with Azurix under which the holders
of Azurix's approximately 3% million publicly traded shares would
receive cash of $8.375 in exchange for each share. The agree-
ment, which is subject to the approval of Azurlx shareholders, is
expected to close in early 2001.

16 RELATED PARTY TRANSACHIONS

in 2000 and 1989, Enron entered into transactions with lim-
ited partnerships (the Related Party} whose general partners
managing member is a senior officer of Enron. The limited part-
ners af the Related Party are unrelated to Enron. Management
bedleves that the terms of the transactions with the Related Party
were reasonable compared to those which could have been
negotiated with unrefated third parties.

In 2000, Enron entered into transactions with the Related
Party to hedge certain metchant investments and other assets. As

. part of the transactions, Enron () contributed to newly-formed

entities (the Entities} assets valued at approximately $1.2 bitllion,
including $150 million in Enron notes payable, 3.7 million
restricted shares of outstanding Enron common stock and the
right to receive up to 18.0 million shares of outstanding Enron
common stock in March 2003 (subject to certain conditions) and
{ii) transferred to the Entties assets valued at approximately
$309 million, Including a $50 million note payable and an Invest-
ment in an entity that indirectly holds warrants convertible into
common stock of an Enron equity method investee. In return,
Enron received economic Interests in the Entities, $309 miltion in
notes receivable, of which $259 million is recorded at Enron's
carryover basls of zero, and a special distribution from the -
Entities In the form of $1.2 billion in notes receivable, subject to
changes in the principal for amounts payable by Enron in con-
nection with the execution of additional derivative Instruments.
Cash in these Entities of $172.6 million 15 invested In Enron
demand notes. in addition, Enron pald $123 miilion to purchase
share-settled options from the Entities on 21.7 million shares of
Enron common stock. The Entities pald Enron $10.7 million to
terminate the share-settled options on 14.6 million shares of
Enron common stock outstanding. In late 2000, Enron entered
Into share-settled collar arrangements with the Entities on 15.4
milfion shares of Enron common stock. Such arrangements will
be accounted for as equity transactions when settled.

in 2000, Enron entered into derivative transactions with the
Entities with a combined notional amount of approximatety $2.1
biltion to hedge certain merchant Investments and other assets.
Enron’s notes receivable balance was reduced by $36 million as a
result of premiums owed on derivative transactions. Enron
recognized revenues of approximately $500 million related to
the subsequent change in the market value of these derivatives,
which offset market vatue changes of certain merchant nvest-
ments and price risk management activities, In addition, Enron
recognized $44.5 milllon and $14.1 million of interest Income
and intetest expense, respectively, on the notes recelvable from
and payable to the Entities.

In 1999, Enron entered Into a series of transactions Involving
a third party and the Related Party. The effect of the transactions
was (i) Enron and the third party amended certain forward
conitracts to purchase shares of Enron common stock, resulting in
Enron having forward contracts to purchase Enron common
shares at the market price on that day, (i) the Related Party
received 6.8 million shares of Enron common stock subject to cer-
tain restrictions and (i) Enron received a note recetvable, which



was repaid in December 1998, and certain finandal instruments
hedging an investment held by Enron. Enron recorded the assets
received and equity Issued at estimated fair value, In connection
with the transactions, the Refated Party agreed that the senfor
officer of Enron would have no pecuniary Interest in such Enron
common shares and would be restricted from voting on matters
refated to such shares. In 2000, Enron and the Related Party
entered Into an agreement to terminate certain financia! instru-
ments that had been entered into during 1999. In connection
with this agresment, Enron received approximately 3.1 miltion
shares of Enron common stock held by the Related Party. A put
option, which was originally entered into In the first quarter of
2000 and gave the Related Party the right to sell shares of Enron
common stock to Enron at a strike price of $71.31 per share, was
terminated under this agreement, In return, Enron pald approxi-
mately $26.8 million to the Related Party.

In 2000, Enron sold a portion of Its dark fiber Inventory
to the Related Party In exchange for $30 million cash and a $70
million note receivable that was subsequently repald. Enron
recognized gross margin of $67 million on the sale.

in 2000, the Related Party acquired, through securitizations,
approximately $35 miilion of merchant investments from Enron.
In addition, Enron and the Related Party formed partnerships in
which Enron contributed cash and assets and the Related Party
contributed $17.5 million in cash. Subsequently, Enron sold a par-
tion of its interest in the partnership through securitizations. See
Note 3. Also, Enron contributed a put option to a trust in which
the Refated Party and Whitewing hald equity and debt Interests.
At December 31, 2000, the fair value of the put option was a $36
million loss to Enron.

In 1998, the Related Party acquired approximately $371 mil-
lion of merchant assets and Investments and other assets from
Enron. Enron recognized pre-tax gains of approximately $16 mil-
Hon related to these transactions. The Refated Party also entered
into an agreement to acquire Enron’s interests in an unconsoli-
dated equity affiliate for approximately $34 milfion,

17 ASSEY BVPAIRMENT

in 1989, continued significant changes In state and federal
rutes regarding the use of MTBE as a gasofine additive have
significantly impacted Enron’s view of the future prospects for
this business. As a result, Enron completed a reevaluation of its
position and strategy with respect to its operated MTBE assets
which resufted in (i} the purchase of certain previously-leased
MTBE related assets, under provisions within the lease, in order
to facilitate future actions, Including the potential disposal of
such assets and (if) a review of all MTBE-related assets for Impalr-
ment considering the recent adverse changes and thelr impact on
recoverability. Based on this review and disposal discussions with
market participants, in 1999, Enron recorded a $441 million
pre-tax charge for the impalrment of its MTBE-related assets.
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16 ACCOUNTING PRONOUNCEMENTS

Curnudative Effect of Accourding Changes

fn 1899, Enron recorded an after-tax charge of $131 million
to reflect the initlal adoption (as of January 1, 1999) of two new
accounting pronouncements, the AICPA Statement of Position
98-5 (SOP 98-5), “Reporting on the Costs of Start-Up Activities™
and the Emerging Issues Task Force Issue No, 98-10, “Accounting
for Contracts involved in Energy Trading and Risk Management
Activities.” The 1999 charge was primarily related to the adop-
tion of SOP 98-5.

Recently Issued Accounting Pronsuncements

in 1988, the Financial Accounting Standards Board (FASE)
Issued SFAS No. 133, “Accounting for Detivative Instruments
and Hedging Activities,” which was subsequently amended by
SFAS No. 137 and SFAS No. 138. SFAS No. 133 must be applied
to all derivative instruments and certaln derivative instruments
embedded In hybrid Instruments and requires that such Instru-
ments be recorded In the balance sheet elther as an asset or
liability measured at Its falr value through earnings, with speciat
accounting allowed for certain qualifying hedges. Enron will
adopt SFAS No. 133 as of January 1, 2001, Due to the adoption
of SFAS No. 133, Enron will recognize an after-tax non-cash loss
of approximately $§ million In earnings and an after-tax non-
cashi gain in “Other Comprehensive Income,” a component of
shareholders’ equity, of approximately $22 million from the
cumulative effect of a change In accounting principte, Enron
will also reclassify $532 million from “Long-Term Debt” to
*QOther Liabllities” due to the adoption.

The total impact of Enron’s adoption of SFAS No. 133 on
earnings and on "Other Comprehensive Income* is dependent
upon certain pending interpretations, which are currently
under consideration, including those related to “hormal pur-
chases and normal sales” and inflation escalators included in
certain contract payment provisions. The interpretations of
these Issues, and others, are currently under conslderation by
the FASB, While the ultimate conciusions reached on interpre-
tations belng considered by the FASB could impact the effects
of Enron’s adoption of SFAS No. 133, Enron does not believe
that such conclusions would have a material effect on its cur-
rent estimate of the impact of adoption.



19 QUARTERLY AINANCIAL DAIA {URAUDIED)

Summarized quarterly financlal data is as follows:
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(tes millions, except First Second Third Fourth Total
per share amounts) Quarter Quarter Quarter Quarter Year (8)
2000
Revenues 513,145 16,885 $30,067 $40,751 $100. 789
Income before interest, minority

interests and income taxes g24 £09 233 583 2,482
Net [ncome 338 82 222 &6 879
Earnings per share;

Basic § 844 § 037 § 0.37 $ Q.08 $ L2

Dituted G.40 $.34 034 Qe 112
1999
Revenues $ 7,632 $ 9672 $11,835 $10,973 $ 40,112
Income before interest. minority

interests and incomne taxes 533 469 520 473 1,995
Net income 122 222 280 259 893
Earnings per share:

Basic $ 0.7 $ 029 $ 038 $ 0.33 $ 17

Diluted 0.16 0.27 0.35 0.31 1.10

{a) The sum of eamings per share for the four quarters may not equal earnings per share for the total year due to changes In the average number of common

shares outstanding.
20 GEOGRAPHIC AND SUSINESS SEGMVENT INFORMATION

Enron’s business is divided into operating segments, defined
as components of an enterprise about which financial informa-
tion 1s available and evaluated regularly by the chief operating
decision maker, or decision-making group, In deciding how to
allocate resources to an individual segment and in assessing
performance of the segment. Enron’s chief operating deciston-
making group Is the Office of the Chalrman.

Enron’s chief operating decision-making group evaluates
performance and aflocates resources based on Income before
interest, minority interests and income taxes (I8IT) as well as on
het income. Certain costs related to company-wide functions are
allocated to each segment. However, interest on corporate debt
Is primarily maintained at Corporate and is not allocated to the
segments. Therefore, management believes that IBIT is the dom-
inant measurement of segment profits consistent with Enron’s
consolidated financial statements. The accounting policies of the
segments are substantially the same as those described In the
summary of significant accounting policies in Note 1.

Beginning In 2000, Enron’s communications business is
being managed as a separate operating segment named
Broadband Services and therefore, based on criteria set by SFAS
No. 131, “Disclosures about Segments of an Enterprise and
Related Information, " is reported separately.

Enron has divided its operations into the following
reportable segments, based on similarities in economic charac-
teristics, products and services, types of customers, methods of
distributions and regtiatory environment.

Transportation and Distribution — Regulated Industries.
Interstate transmission of natural gas. Management and opera-
tion of pipelines. Electric utility opetations.

Wholesale Services — Energy commodity sales and services,
risk management products and finandial services to wholesate
customers, Development, acquisition and operation of power
plants, natural gas pipelines and other energy-related assets.

Retall Energy Services - Sales of natural gas and electricity
directly to end-use customers, particularly in the commercial
and industrial sectors, including the outsourcing of energy-
related activities.

Broadband Services ~ Construction and management of a
nationwtde fiber optic network, the marketing and management
of bandwidth and the delivery of high-bandwidth content,

Exploration and Production — Natural gas and crude oil
exploration and production primarily in the United States,
Canada, Trinldad and India until August 16, 1999, See Nate 2.

Corporate and Other - Includes operation of water and
renewable energy businesses as well as clean fuels plants.

Financial information by geographic and business segment
follows for each of the three years in the perlod ended
December 31, 2000,

Geographic Segments
Year Ended December 31,
{In wmillions) - 2058 1999 1998
Operating revenues from
unaffiliated customers
United States $ TEBSYT 330,176 $25.247
Foreign 22888 9,936 6,013
$100, 740 $40,712  $31,260
income before interest, minority
interests and income taxes .
Linited States £ 213t % 1,273 $ 1,008
Foreign i 35% 722 574
$ 482 %1995 § 1,582
Long-lived assets
United States . $ 8% 38286 $ 9382
Forelgn B44 2395 1,275
$ 11,743 . 310,681 310,657
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Business Segments
Transportation Retail Corporate
and Wholesale Energy Broadband and
{In millions) Distribution Servicas Services Services Other(d) Total
OO0
Unaffiliated revenues{a) 42,742 893,278 $3.824 $ 08 $ 537 £106,725
Intersagment revenues O 213 1,528 87 “ {2,632 -
Total revenues 2,858 B4 2048 8518 438 £7,065) 303,788
Depreciation, depletion and amortization 278 343 38 k¢ 119 B35
Operating income (loss) [133 1,668 &g {64} @21y 1583
Equity in earnings of unconsolidated equity affifiates &% 448 {2 1 {435} &Y
Gains on sales of assets and [nvestments 28 4] 74 - 38 145
Gain on the isstiance of stock by TNPC, Inc. - - 121 - - 121
Interest income ] Tt [ 3 K 212
Other income, net Tt {74} 33 - &1} 30
Income (Ioss) before interest, minority
interasts and income taxes 132 iy 155 {6} {515} 2482
Capital expenditures FAi 1,280 Kii A%G I2E 2,383
Identifiable assets 7,568 A3,824G #£,265 1,313 3.2 €., 2038
Investments in and advances to
unconsolidated equity affiliates TI& XL 164 24 378 5234
Total assets 38,283 $46F 534 $4,270 $1,337 £387% $ 85,503
Transpostation Retail Exploration Corporate
and Wholesale Energy and and
(In miltions) Distribution Services Services Production®  Other(d) Total
1999 -
Unaffiliated revenues ) $2,013 $35,501 $1,518 $ 429 s 551 $ 40,112
intersegiment revenues () 19 786 289 97 (1,191) -
Total revenues 2,032 316,287 1,807 526 (540) 40,112
Depreciation, depletion and amortization 247 294 23 213 87 870
Operating income (loss) 551 89 {81} 66 {623) 802
Equity in earnlngs of unconsolidated equity affiliates 50 237 - - 22 309
Gains on sales of assets and investments 19 1 - - 511 541
Interest income 20 126 5 - 1 162
Other income, net 45 54 B8 {1) 75 181
Income (loss) before Interest, minority
interests and income taxes 685 1,317 (69) 65 {4) 1.995
Capital expenditures 316 1,216 64 226 541 2,363
Identifiable assets 7,148 18,501 956 - 1,740 28,345
Investments in and advances to
unconsolidated equity affiliates 811 2,684 - - 1,541 5,036
Total assets 37,959 $21,185 $ 956 3 - $ 3,281 $ 33,381
1998
Unaffiliated revenues (8} $1.833 $27,220 $1,072 $ 750 $ 385 $ 31,260
Intersegment revenuestb) 16 505 - 134 (655) -
Tota! ravenues 1,849 27,725 1,072 884 (270) 31,260
Depreciation, depletion and amortization 253 195 31 315 33 827
Operating income (loss) 562 880 (124) 133 (73} 1,378
Equity in eamnings of uncorsolidated equity affiliates 33 42 (2) - 24 T 97
Gains on sales of assets and investments 3 4 - - 21 56
Interest Income 9 &7 . 1 1 88
Cther income, net 2 (25) 7 (6) {15) (37)
Income (loss) bafore Interest, minority
interests and Income taxes 637 268 (119) 128 (32} 1,562
Capital expenditures 310 706 15 690 124 1.905
Identifiable assets 6,955 12,205 747 3.001 2,009 24917
Investments In and advances to
unconsotidated equity affiliat s 661 2,632 - - 1,140 4,433
Total assets $7.616 $14,837 $ 747 $3,001 $ 3,149 $ 29,350

(8] UnafMiiated revenues Include sales to ungonsolidated equity affillates.

(b} intersegment sales are made at prices comparable to those recelved from unaffiiated customers and in some ins

{c} Reflects resuits through August 16, 1999, Sea Note 2.
{d) includes consolidating eliminations.

tances are affected by reguiatory considerations.
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Sefected Financial and Credit Information (Unaudited)

The following review of the credit characteristics of Enron Corp. and its subsidiaries and affiliates should be read In conjunction with the
Consolidated Financial Statements. The credit information that follows represents management’s calculation of certain key credit ratios of
Enron.

{in miltions) 08 1939 Source
Total Obligations
Balance sheet debt (short- and long-term) £10,229 $ 8,152 Balance Sheet
items added to liability profile:
Guarantaes(a) 2% 180 Mote 15
Restdual value guarantees of synthetic leasas 556 715 Note 15
Net liability from price risk management actlvities ®) - - Balance Sheet
Debt exchangeable for EOG Resources, Ine. shares(®) {532y (239) Note 7
Debt of unconsolidated equity affiliates(d) - : Note 9
Firm transportation obligations (€} - - Note 15
Tatal Obligations 313,468 $ 8,808
Shareholders’ Equity and Certain Other ltems
Shareholders’ Equity $11,420 $ 9,570 Balance Sheet
Items added to shareholders’ equity:
Minority Interests 2AE4 2430 Balance Sheet, Note 8
Company-obligated preferred securities of subsidiaries 834 100 Balance Sheet, Note 10
Total Shareholders’ Equity and Certain Other Items $14.788 $13,000
Funds Flow from Operations -
Net cash provided by operating activities $ 5779 $ 1,228 Cash Flow Statement
Changes in working capital 1,369 {1,000) Cash Flow Statement
Funds Flow from Operations $ 3.818 $ 2,228
Interest and Estimated Lease Interest Expense
Interest incurred § &7%¢ $ 710
Capitalized interest [ed] (54) Management’s Discussion and Analysis
Interest and Related Charges, net £ 838 $ 656 Income Statement
Estimated Lease Interest Expense (f) $ 105 s 124

Adjusted Earnings for Credit Analysis
Income before interest. minority interests and [ncome taxes § 2482 $ 1,995 Income Statement

Adjustments to 1BIT:

Gain on sales of nhon-merchant assets (146} {541} Cash Flow Statement
Impairment of long-lived assets (including equity lnvestrments) 326 441 Cash Flow Statement
Distributions in excess of (less than) eamings
of unconsolidated equity affifiates [er -] 173 Note ¢
Estimated lease interest expense ® 188 124
Tota! Adjusted Eamings for Credit Analysis $ 2482 $ 2,192
Key Credit Ratios
Funds flow interest covemjc;e@ 207 367
Pretax Interest coverage & 254 263
Funds flow from operations/Total obligations 2B.6% 25.3%
Total obligations/Total obligations plus Total
shareholders” equity and certain other items 41.4% 40.4%
Debt/Total Capital () 40.8% 38.5%

{8) Management estimates Enron’s risk adjusted exposure on uncoliteralized gusrantees i approximately 10% of the total nominal value of the guarantzes fssued.

(b) Excess of price risk management Habifities over price risk management assets.

{c} Enron expects to extinguish this obligation by delivering shares of EOG Resources, inc. stock.

{d) Debt of unconsolidated equity affifates is non-recourse and therefore Is exdiuded from Enron’s obligations. {

{8) Firm transportation obligations are excluded, as contracted capacity has market value,

{0) Management estimates Enron'’s lease interest expense for the year based on the average minimum fease payment or commitment {exduding principal repayments and other items).
(o) Caiclated as funds fiow from operations plus Interest Incurred and estimated lease Interest expense, divided by iterest Incumed and estimated lease Interest expense.

(1) Cafeulated as total adjusted eamings divided by interest incurred and estimated lease Interest expense.

i} Total capital includes debt, minority interests, company-obligated preferred securities of subsidiaries and shareholders' equity:
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Statement of Financial Accounting Standards No.94

Consolidation of All Majority-Owned Subsidiaries

An amendment of ARB No.51, With related

Amendments of APB Opinion No.18 and ARB No.43, Chapter 12

STATUS
Issued : October 1987
Effective Date: For Fiscal years ending after December 15,1988

Affects: Supersedes ARB 43, Chapter 12, paragraphs 8 and 9
Supersedes ARB 51, paragraphs 2,3, and 19 through 21
Amends APB 18, paragraphs 1, 15, 17,19, 19 (a), and 20{d)
Supersedes APB 18, paragraphs 14 and 20 (c) and footnotes 1, 3, and 4
Affected by: Paragraph 14 superseded by FAS 131
Issues Discussed by FASB Emerging Issues Task Force (EITF)
Affects: Resolves EITF Issues No. 84-41 and 85-28

Interpreted by : Paragraph 13 interpreted by EITF Issues No. 90-15 and 97-2

Related Issues: EITF Issues No. 84-23, 84-30, 84-33, 84-40, 85-21, 96-16,
96-20, 97-1, 97-6, and 9 Topics No. D-14 and D-74

FAS 94
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SUMMARY

This Statement amends ARB No. 51, Consolidated Financial Statements, to require Consolidation
majority-owned subsidiaries unless control is temporary of does not rest with the majority owner. The met
requires consolidation of & majority-owned subsidiary even if it has “non homogeneous™ overlarge minority
interest, or a foreign location.

This Statement also makes certain related amendments to APB Opinion No. 18, The Equity Method
counting for Investments in Common Stock, and to ARB No, 43, Chapter 12, “Foreign Operations and
Exchange.” Among other changes, those amendrnents preclude use of parent-company financial statement
prepared for issuance to stockholders as the financial statements of the Primary reporting entity.

This Statement requires that summarized information about the assets, liabilities, and results of
(or separate statements) of previously unconsolidated majority-owned subsidiaries continue to be Promoter
those subsidiaries are consolidated.

This Statement is effective for financial statements for fiscal years ending after Decemberl5,

1 statement of comparative financial statements for earlier years is required.
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Introduction

1. Accounting Research Bulletin No. 51, consolidated Financial Statements, adopted by the Committee on
Accounting procedure of the AICPA in 1959, concisely describes the purpose of consolidated financial
statements in its first paragraph.

The purpose of consolidated statements is to present, primarily for the benefit of the Shareholders and
creditors of the parent company the results of operations and the ﬁna.;lcial Position of a parent
company and its subsidiaries essentially as if the group were a single company with one or more
branches or divisions. There is a presumption that consolidated statements are more meaningful than
separate statements and that they are usually necessary for a fair presentation when one of the
companies in the group directly or indirectly has a controlling financial interest in thc other

companies.

2. Similarly, the fit sentence of paragraph 2 describes its general rule of consolidation policy.
The usual condition for a controlling financial interest is ownership of a majority voting Interest, and

therefore, as a general rule ownership by one company, directly of indirectly, of over fifty percent of

the outstanding voting shares of another company is a condition pointing toward consolidation.

3. while ARB 57’s general rule is to consolidate all majority-owned subsidiaries, its paragraphs 2 and 3

describe “exceptions to that general rule.”

4. Paragraph 2 precludes consolidation of a majority-owned subsidiary under two condition -
“where contro! is likely to be temporary, or where it does not rest with the majority owners (as, for
Instance, where the subsidiary is in legal reorganization or in bankruptey).” It also permits foreign

sul;vsidiar},r.3

P Paragraph 2 permits omission of majority-owned foreign subsidiaries from consolidation by reference to the broad provisions of
ARB No.43 Chapter 12, “Foreign Operations and foreign Exchange”. Paragraphs 8 and 9:

In view of the uncertain values and availability of the assets and net income of foreign subsidiaries subject to control
and exchange restrictions and the consequent unrealistic statements of income that may result from the translation of many foreign
currencies into dollars, careful consideration should be given to the fundamental question of whether it is proper to consolidate the
statements of forei-n subsidiaries with the statements of United States companies, Whether consolidation of foreign subsidiaries
is decided upon or not, adequate disclosure of foreign operations should be made.

The following are among the possible ways of providing information relation to such foreign subsidiaries: -

a.  To exclude foreign subsidiaries from consolidation and to furnish (1) statements in which only domestic

subsidiaries are consolidated and (2) as to foreign subsidiaries, a summary in suitable form of their assets and

liabilities, their income and losses for the year, and the parent company’s equity therein...
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The exception in paragraph 3 of ARB 51 has become the basis for excluding from consolidation

the greatest number of majority-owned subsidiaries. It has often been called exclusion of

“nonhomogeneous” operations because of its wording:
.... even though a group of companies is heterogeneous in character, it may be better to make a full
congolidation’ than to present a large number of separate statemeénts. On the other hand, separate
statements or combined statements would be preferable for 2 subsidiary or group of subsidiaries if the
presentation of financial information concerning the particular activities of such subsidiaries would be
more informative to shareholders and creditor of the parent company than would the inclusion of such
subsidiaries in the consolidation. For example, separate statements may be required for a subsidiary
which is band or an insurance company and may be preferable for a finance company where the

parent and the other subsidiaries are engaged in manufacturing operations.

Business enterprises have increasingly used “nonhomogeneity™ as a basis for excluding from consolidation
majority-owned (even wholly owned) subsidiaries considered different in character from the parent
and its other affiliates, Subsidiaries most commonly not consolidated on that basis have been finance,
insurance, real estate, and leasing subsidiaries of manufacturing and merchandising enterprises.

However, certain diversified enterprises consolidate all of their majority-owned subsidiaries despite
differences in their operations, and significant question about the “nonhomogeneity™ exception have arisen.
Present practice has been criticized not only because apparently simi[ar) enterprises use different
consolidation policies but also because excluding some subsidiaries from consolidation results in the
omission of significant amounts of assets, liabilities, revenues, and expenses from the consolidated
statements of many enterprises. Omissions of large amounts of liabilities, especially those of finance and
similar subsidiaries, have led to the criticism that not consolidating those subsidiaries is an important factor
in what is often catled “off-balance-sheet financing.”

The “nonhomogeneity” exception has only relatively recently become the most prominent reason for
excluding majority-owned subsidiaries from consolidation. When ARB 51 was issued, other restrictive
consolidation policies-to consolidate only wholly owned subsidiaries, only subsidiaries owned to a
specified degree {such as 66 2/3 percent, 75 percent, or 80 percent), only domestic subsidiaries, only North
American subsidiaries, and the like-were common. Those other restrictive policies have become -ess

widely used while exclusion for “nonhomogeneity™ has become more widespread.
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Consolidation

This staternent eliminates three exceptions to the general rule that majority-owned subsidiaries should be
consolidated: the exceptions for “nonhomogeneous” operations, for relatively large minority interests
(which apparently is seldom used in practice), and for other restrictive policies.
[tamends ARB No. 43, Chapter 12, “Foreign Operations and Foreign Exchange,” to narrow the exception
for 2 majority-owned foreign subsidiary from one that permits exclusion from consolidation of any or all
foreign subsidiaries to one that effectively eliminates distinctions between foreign and domestic
subsidiaries.
The other exceptions noted in paragraph 4 control that is likely to be temporary and control that does not
rest with the majority owner be >ause of, for example, corporate reorganization or bankruptcy-have not
been reconsidered in this Statement, They relate to the concept of control and its place in consolidation
policy, which are not within the scope of this Statement but are part of a broader FASB project on he
reporting entity, including consolidations and the equity method (parsubsidiaries controlled by means other
than ownership of a majority voting interest-control by significant minority ownership, by contract, lease,
or agreement with other stockholders, by court .decree, or otherwise-has not been reconsidered in this_

Statement because that subject also is part of the project on the reporting entity.
Continued Disclosure

The FASB project on the reporting entity, including consolidations and the equity method, will consider

what disaggregated information should be disclosed with consolidated financial statements. To prevent
loss in the meantime of information about unconsolidated subsidiaries now required by APB Opinjon
No.18, The Equity Method of Accounting for investments in Common Stock, this Statement requires

continued disclosure of that information for subsidiaries that are consolidated as a result of this Statement.

The time between issuance of this Statement and one that would require disclosure of specified

disaggregated information provides n opportunity for business entérpriscs to explore ways to provide
additional information that is useful to investors, creditors, and others. in understanding and assessing the
effects of the differing risks and returns of various activities. A number of enterprises have been providing
information about consolidated subsidiaries that goes beyond that required by Opinion 18 and FAB
Statement No.14, Financial Reporting for Segments of a Business Enterprise, and he Board encourages
them to continue with and to strive to improve tﬁat disclosure and encourages others to follow their
example. That experimentation not only should result in improved disclosure but also will provide the
Board and is constituents with experience which to draw in considering the broad issue of disclosures of

disaggregated information.
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STNDRDS OF FINNCIAL ACCOUNTIG AN REPORTINGuyj
Amendments of ARB Neo.51, APB Opinion No.18, and ARB No.43, Chapter 12

13. Paragraphs 2 and 3 of ARB 51 are amended to read"

2. The usual condition for a controlling financial interest is ownership of a majority voting interest, and,
therefore, as a general rule ownership by one company, directly or indirectly, of over fifty percent of the
outstanding voting shares of another company is a condition pointing toward consolidation. However,
there are exceptious to this general rule. A majority owned subsidiary shall not be consolidated if control is
likely to be temporary or if it does not rest with the majority owner (as, for instance, if the subsidiary is in
legal reorganization or in bankruptcy or operates under foreign exchange restrictions, controls, or other
governmentally imposed uncertainties so sever that they cast significant doubt on the parent’s ability o

control the subsidiqry.

3. All majority-owned subsidiaries-all companies in which a parent has a controlling financial interest
through direct or indirect ownership of a majority voting interest-shall be consolidated except those

described in the last sentence of paragraph2.

14. The heading *“Unconsolidated Subsidiaries in Consolidated Statements” and paragraph 19-21 of

ARB 51 are deleted and replaced by the following heading and new paragraph 19:

* Details of the changes: Paragraph 2 of ARB 51 is amended to delete the fourth, fifth, and sixth sentences and
to delete “For example,” to change “should” to “shall,” and to add an example in the parentheses in the third
sentence. The deleted sentences read: “There may also be situations Where the minority interest in the
subsidiary is so large, in relation to the equity of the sharcholders of the parent in the consolidated net assets,
that the presentation of separate financia! statements for the two companies would be more meaningful and
useful. However, the fact that the subsidiary has a relatively large indebtedness to bondholders or others is not
in itself a valid argument for exclusion of the subsidiary from consolidation. (Also, see Chapter 12 of
Accounting Research Bulletin No.43 for the treatment of foreign subsidiaries.) “Paragraph 3 (most of which is

quoted in paragraph 5 of this statement) is entirely deleted and replaced by a new paragraph 3.
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DISCLOSURE ABOUT FORMERLY UNCONSOLIDATED MAJORITY - OWNED

SUBSRDIARIES

19. Information that was disclosed under APB Opinion No.18, paragraph 20©, about majority-
owned subsidiaries tat were unconsolidated in financial statements for fiscal years 1986 or 1987
‘shall continue to be disclosed for them afier they are consolidated pursuant to the provisions of
this pronouncement as amended by FASB Statement No.94. That is, summarized information
about the assets, Habilities, and results of operations (or separate statements) shall be provided
for those subsidiaries, either individually or in groups, as appropriate, in the consolidated
financial statements or notes.

15. Opinion 18 is amended to eliminate its requirement to use the equity method to account in consolidated
financial statements for unconsolidated majority-owned subsidiaries and to eliminate its provisions
applying to “ parent-company financial staternents prepared for issuance to stockholders as the financial
statements of the primary reporting entity” which are precluded by this Statement. ° The paragraphs
primérily affected are 1, 14, 16, and 17 and the footnotes to them; changes in other paragraphs primarily
remove “subsidiaries” or “unconsolidated subsidiaries” from expressions such as “such as “subsidiaries,
joint ventures, and other investee which qua!if} for the equity method™ or remove other words or

sentences that no longer apply.6
a. Thesecond sentence of paragraph 1 is amended to read:

This Opinion extends the applicability of the equity method of accounting (paragraph 6(b)) to
investments in common stock of corporate joint ventures and certain other investments in
cemmon stock.,

The third sentence and footnote 1 are deleted.

* Opinion 3 was silent about parent-company financial statements prepared for purposes other than issuance as the general-
purpose of the primary reporting entity. This Statement also does not consider that subject.

* Detail of major change: pragraps1,16, and 17-the deleted parts of alf three paragraphs pertain to “parent-company financial
statements prepared for issuance to stockholders as the financial statements of the primary reporting entity. YA similar provision is
also deleted from paragraph 14. Paragraph 14-The first sentence, “The Board reaffirms the conclusion that investors should
accou. t for investments in common stock of unconsolidated domestic subsidiaries by the equity method in consolidated financial
statements, and the Board now extends this conclusion to Investment common stock of all unconsolidated subsidiaries (foreign as
well as domestic) in consolidated financial statements, “and the third sentence (whose content was just described) are deleted and
replaced by new sentences, In the second sentence the words *and should not be used to justify exclusion of a subsidiary when
consolidation is otherwise appropriate “and deleted. Paragraph 19-The deleted sentences read: “The difference between
consolidation and the equity method lies in the details reported in the financial statements. Thus, an investor™s net income for the
period and its stockholders® equity at the end of the period are the same whether an investment in a subsidiary is accounted for

under the equity method or the subsidiary is consolidated (except as indicated in paragraph 191).”



146

FAS 94
b. Footnote 3 to paragraph 4 is amended to read:
See paragraphs 2 and 3 of ARB No.51 as amended by FASB Statement No. 94
¢. Paragraph 14 is amended {o read:

14.ARB No.51, paragraph 2 and 3 (as amended by FASB Statement Ne.94). requires
consolidation of all majority-owned subsidiaries except the few that meet conditions desecribed
in paragraph 2. The equity method is not a valid substitute for consolidation. Moreover, since
ARB No.51 as amended requires the general-purpose ﬁr_lancial statements of companies having
one or more majority-owned subsidiaries to, be consolidated statements, parent-company

statements are not a valid substitute for consolidated financial statements.

d. paragraph 14, footnote 4, is amended to Tead:
Paragraph 2 and 3 of ARB No. 51 (as amended by FASB Statement No. 94). Describe the
conditions under which a majority-owned subsidiary shall not be consolidated. The limitations in
paragraphs 2 and 3 of ARB No. 51 (as amended by FASB Statement NO.94) should also be
applied as limitations to he use of the equity method.

€. The second sentence of paragraph 16 is amended to read.
Therefore, investors should account for investments in commeon stock of corporate joint ventures
by the equity method in consolidated financial statements.’

f.  The last sentence of paragraph 17 is deleted.

g. The first two sentences of paragraph 19 are deleted.

! “Representational faithfulness is correspondence or agrecment between a measure or description and the phenomenon it
purports to represent. In accounting, the phenomena to be represented are economic resources and obligations

and the transactions and evens that those resources obligations™ (concepts Statement 2, pér.63).
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h. In the third sentence of paragraph 19, the words “unconsolidated subsidiaries” are deleted.
i.  Inthe first sentence of paragraph 19(z), the word “subsidiary” is deleted.
j-  Paragraph 20 (C), is deleted.
k. Paragraph 20 (d) is amended to delete “of 50% or less “ from the first sentence.

16. Paragraphs 8 and 9 of ARB 43,Chapter 12,"Foreign Operations and Foreign Exchange, "are deleted.

(Paragraph 8 and part of 9 are quoted in footnote 1 of this statement.)
Effective Date and Transition

17. This Statements shall be effective for financial statements for fiscal years ending afterDecembel5
1998.Earlier application is encouraged. Application to interim financial statements for the year of adoption
is not required at the time of their issuance; however, comparative financial statements for earlier periods

including those of the year of adoption shall be restated when this Statement is applied.

The provisions of this Statement need not

Be applied to immaterial items.

This statement was adopted by the affirmative votes of six members of the Financial Accounting

Standards Board. Mr. Brown dissented.

Mr. Brown does not support this Statement”s requirement to continue disclosures for subsidiaries
formerly exempt from consolidation. He believes that, although this Statement improves financial reporting by
requiring consolidation of most subsidiaries formerly exempt from consolid'ation, the requirement for continued
disclosure is not evenhanded and has not been justified. By requiring bontinued disclosures for subsidiaries that
were not consolidated in 1986 and 1987, this Statement would oblige certain business enterprises to disclose
information not required of enterprises in similar circumstances. Tuat additional disclosure would not be based

on different circumstances but merely on differences in pat accounting practices.
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Mr. Brown believes that comparability of financial statements will not be enhanced by those
disclosure requirements. On the effective date of the Statement, similarly situated enterprises will have different
disclosure requirements. That lack of cotnparability will increase over time because the
Proportion of subsidiaries subject to those requirements will decline, That decline will occur because newly
formed subsidiaries will not be subject to disclosure requirements and because the number of subsidiaries for
which disclosure is initially required will decree over time due to attrition. The disclosure requirements are
characterized as expedient and are expected to be temporary, pending Board consideration of the board issue of
disclosure of disaggregated activities Mr. Brown notes, however, that this consideration may be some year in
the future.

The stated purpose of those disclosure requirements is o a void possible loss of information previously
disclosed. Mr. Brown observes, however, that the importance of be information the ﬁight be lost has not been
substantiated, nor is it even clear that significant information wold be lost. Many subsidiaries that are newly
required to ¢ consolidated under his Statement will be segments under FASB Statement No.14 financial
Reporting for Segments of a Business Enterprise. For those enterprises, segment reporting will provide
supplementary information. In addition, enterprises may well choose to disclose information voluntarily as
suggested by the fact that many enterprises already provide information about consolidated subsidiaries that
goes beyond existing requirements. Further, Mr. Brown thinks that enterprises will have strong incentives to
provide disclosures to minimize the possibility that investors, creditors, ad others will misinterpret financial

statements’ [ which formerly unconsolidated subsidiaries are consolidated.
Members of the Financial Accounting Standard Board:
Dennis R. Beresford, Chairman Raymond C. Lauver C. Arthur Northrop

James J. Leisenring Robert J. swieringa Victor H. Brown

David Mosso
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EITF 90-15: Impact of Nonsubstantive Lessors, Residual Value
Guarantees, and Other Provisions in Leasing Transactions

EITF go-15 Dates Discussed

July 12, 1990; September 7, ~) FENANCEAL ACCOUNTENG STANDARDS BOARD
1990; November 8, 1990;

January 10, 1991; July 11, 1901
EITF go-15 References

FASB Statement No, 13, Accounting for Leases

FASB Statement No. 23, Inception of the Lease

FASB Statement No. 29, Determining Contingent Rentals

FASB Statement No. 94, Consolidation of All Majority-Owned Subsidiaries

FASB Statement No. 98, Accounting for Leases: Sale-Leaseback Transactions Involving Real Estate, Sales-
Type Leases of Real Estate, Definition of the Lease Term, and Initial Direct Costs of Direct Financing
Leases :

FASB Statement No. 125, Accounting for Transfers and Servicing of Financial Assets and Extinguishments
of Liabilities _

FASB Interpretation No. 19, Lessee Guarantee of the Residual Value of Leased Property

SEC Staff Accounting Bulletin No. 57, Views concerning Accounting for Contingent Warrants in
Connection with Sales Agreements with Certain Major Customers

EITF 90-15 ISSUE
A company (lessee} enters into a lease that has been designed to qualify as an operating lease under
Statement 13, as amended; however, certain characteristics of the lease have raised questions as to whether

operating lease classification is appropriate:

1. Lessee residual value guarantees and participations in both risks and rewards associated with ownership
of the leased property

2. Purchase options )
3. Special-purpose entity (SPE) lessor that lacks economic substance
4. Property constructed to lessee's specifications

5. Lease payments adjusted for final construction costs.

The issue is whether either operating lease treatment or another methed of accounting is appropriate for
leases with all or some of the characteristics described above.

EITF go-15 DISCUSSION

The Task Force reached a consensus that a lessee is required to consolidate a special-purpose entity lessor
when all of the following conditions exist:

1. Substantially all of the activities of the SPE involve assets that are to be leased to a single lessee

2. The expected substantive residual risks and substantially all the residual rewards of the leased asset(s)
and the obligation imposed by the underlying debt of the SPE reside directly or indirectly with the lessee
through such means as '

a. The lease agreement

b. A residual value guarantee through, for example, the assumption of first dollar of loss provisions
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c. A guarantee of the SPE's debt

d. An option granting the lessee a right to (1) purchase the leased asset at a fixed price or at 2 defined price
other than fair value determined at the date of exercise or (2) receive any of the lessor's sales proceeds in
excess of a stipulated amount

3. The owner(s) of record of the SPE has not made an initial substantive residual equity capital investment
that is at risk during the entire term of the lease.

If the above conditions exist, the assets, liabilities, results of operations, and cash flows of the SPE should
be consolidated in the lessee's financial statements. This conclusion should be applied to SPEs that are
established for both the construction and subsequent lease of an asset for which the lease would meet the
aforementioned conditions. In those cases, the consolidation by the lessee should begin at the inception of
the lease, as defined in Statement 13 and amended in Statement 23, rather than the beginning of the lease
term.

A lease containing the general characteristics described in the issue above that does not meet conditions
for consolidation noted above, may qualify for operating lease treatment. However, it was noted that it is
necessary to evaluate the facts and circumstances of each lease in relation to the requirements of Statement
13, as amended, to determine the appropriate lease classification. In particular, the Task Force noted that
determining the existence of an economic penalty that results in reasonable assurance of the lessee's
renewal of the lease beyond the initial lease term must be assessed based on the facts and circumstances of
each lease.

At the July 11, 1991 meeting, the Task Force Chairman announced that he had received a letter from the
acting Chief Accountant of the SEC outlining the SEC staff position on a number of recent implementation
questions relating to this issue. Those questions and the SEC staff responses are as follows:

Question No. 1

Did the EITF consensus resolve the SEC staff's concerns with respect to the leasing transactions discussed
in various SEC staff announcements in EITF minutes?

Response

The SEC staff believes the consensus, along with.appropriate disclosures, provides timely guidance with
respect to certain leasing transactions invelving SPEs that were of the most concern to the SEC staff. These
included sale-leaseback transactions involving personal property, real property when the property is built
to the lessee's specifications, and property meeting the specifications of the lessee that is purchased by the
lessor.

All leasing transactions should be carefully analyzed, particularly those including any potential penalties or
involving special-purpose property, in accordance with Statement 13, as amended. Registrants' disclosures
should include a general description of the leasing arrangements as required by paragraph 16(d) of
Statement 13. The SEC staff believes such disclosures should include the significant terms of leasing
arrangements, including renewal or purchase options, escalation clauses, obligations with respect to
refinancing of the lessor's debt, significant penalties (as defined in Statement 98), and the provisions of
any significant guarantees, such as residual value guarantees.

In addition, Financial Reporting Codification Section 501, Management's Discussion and Analysis, requires
disclosure of any known demands, commitments, events, or uncertainties that will result in or that are
reasonably likely to have a material impact (or for which management cannot make such determination)
on the registrant's liquidity, capital resources, or income from continuing operations or would cause
reported financial information not to be indicative of future operating results or of future financial
condition. In addition, Article 5 of Regulation S-X requires disclosure of all material commitments and
contingent liabilities.

Question No. 2

Is the guidance in Issue 90-15 applicable to SPEs utilized in transactions other than those specified in the
consensus?
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Response

The Working Group (which was specifically formed to work with the SEC staff to study this issue and
propose a consensus to the Task Force) only considered the SPE issue as it relates to leasing transactions.
These transactions may vary significantly from other types of SPE transactions in structure and in terms of
risks and rewards. Accordingly, the consensus did not include nonleasing transactions in its scope.

The views expressed by the SEC staff at the February and May 1989 EITF meetings are still applicable to
SPE transactions other than those addressed by Issue g0-15. The SEC staff notes that the conditons
identified in Issue go0-15 are consistent with the views on SPEs previously expressed by the SEC staff. The
Issue go-15 conditions focus on the risks and rewards and substantive nature of the SPE, which are critical
to consolidation. Accordingly, the conditions set forth in Issue 90-15 may be useful in evaluating other
transactions involving SPEs.

The SEC staff would expect to resolve these other nonleasing transactions on a case-by-case approach.
Consistent with SAB Topic 5K (SAB 57), the SEC staff recommends that registrants discuss such unusual
transactions with the SEC staff on a pre-filing basis.

Question No. 3

What is meant in the consensus by the term expected substantive residual risks? Does it mean the go
percent threshold specified in paragraph 7(d) of Statement 137

What amount qualifies as a substantive residual equity capital investment (condition (3} of the consensus)?
Response

In these transactions, the significant elements of management and control over the leased asset generally
are specified by contract when the lease is negotiated and the SPE is established. Certain of these elements
of management and control raise concerns on the part of the SEC staff with respect to who possesses the
risks and rewards of ownership of the leased asset. These include elements such as a nonsubstantive lessor
without equity at risk, a lessee who has the ability to realize all appreciation and bears substantial risk of
depreciation, and a lessee who acts as the construction agent and selling agent and who is at more than
nominal risk. In determining if a registrant has substantive residual risks and rewards of the leased asset
(condition (2) of the consensus), the SEC staff would review a transaction to determine if the lessee has
these or similar elements of management and conatrol. If the lessee would reasonably be expected to bear
the substantive residual risks and receive rewards due to such elements, the SEC staff would consider
condition (2) to be met. This would be a judgmental decision based on the specific facts and circumstances
of each transaction, and does not involve the 9o percent determination as set forth in Statement 13.

The initia! substantive residual equity investment should be comparable to that expected for a substantive
business involved in similar leasing transactions with similar risks and rewards. The SEC staff understands
from discussions with Working Group memberr that those members believe that 3 percent is the minimum
acceptable investment. The SEC staff believes a greater investment may be necessary depending on the
facts and circumstances, including the credit risk associated with the lessee and the market risk factors
associated with the leased property. For example, the cost of borrowed funds for the transaction might be
indicative of the risk associated with the transaction and whether an equity investment greater than 3
percent is needed.

As the consensus states, the investment should be at risk with respect to the leased asset for the entire term
of the lease. The investment would not be considered to be at risk, for example, if the investor were
provided a letter of credit or other form of guarantee on the initial investment or return thereon. An
investor note payable issued to the SPE would not qualify as an initial substantive residual equity
investment at risk.

Question No. 4
If the initial substantive residual equity capital is reduced below the minimum amount required because of

losses recorded by the SPE in accordance with generally accepted accounting principles (GAAP), is the
investor required to make an additional capital investment?
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Response

The SEC staff understands that the Working Group discussed this question and concluded that the answer
is no.

Question No. 5

May the investor withdraw its initial minimum required equity investment prior to the expiration of the
lease term?

Response | ;

There may be circumstances in which an investor makes an investment in excess of the minimum required
equity investment. In those circumstances, the investor may withdraw its initial investment in excess of the
minimum required equity. However, the EITF included in condition (3) of the consensus, a requirement
that the initial minimumi equity investment be at risk during the entire term of the lease. Accordingly, that
minimum amount could not be withdrawn either directly or indirectly. The SEC staff understands that the
Working Group believed that transactions would include documentation that would enable the lessee to
determine the lessor had maintained its capital at risk. '

Questicn No. 6

If an SPE contained a building whose value increased such that the equity of the SPE increased on an
appraised fair value basis, could the investor withdraw its initial capital to the extent of the increase in the
fair value of the property?

Response

No. Condition (3) requires the initial investment to be at risk during the entire term of the lease, As noted
in Question 4 above, the minimum investment is not required to be increased for GAAP losses and it is not
permitted to be withdrawn for appraisal increases.

Question No. 7
Does the consensus apply to previous transactions™within its scope?
Response

EITF consensuses are applied on a prospective basis unless a consensus specifically addresses transition.
Accordingly, the SEC staff helieves the guidance in the consensus should be applied on a prospective basis
to the transactions within its scope.

The SEC staff has made various announcements regarding leasing transactions that have been included in
the EITF meeting minutes. These announcements focused on the same issues as the conditions in Issue
90-15, but were more general in nature. Registrants should have followed the guidance in the
announcements and the SEC staff's prior position as set forth therein, when filing financial statements that
include material leasing transactions involving an SPE and that were completed prior to January 10, 1991
(the date of the consensus).

Queston No. 8

If a previously formed SPE has an existing lease in it and has not been consolidated (for example, due to
immateriality or because it would not have required consolidation pursuant to the SEC staff
announcements or Issue 90-15), and if a new lease is put in the SPE so that the SPE meets the conditions in
Issue g9o-15 for consolidation, can only the new lease be consolidated on a pro rata basis? Since the SPE
was formed prior to the consensus, is the SPE and any future transactions it participates in grandfathered?

Response
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The SEC staff does not permit pro rata consolidation except in limited circumstances (those specifically
provided for in the authoritative literature), which do not include a leasing SPE. Neither the SPE nor its
future transactions would be considered to be grandfathered, and accordingly, the entire SPE should be
consolidated on a prospective basis.

Question No. 9

May an existing nonsubstantive SPE become a substantive entity by having an investor put in sufficient
capital to meet condition (3) of the consensus and accordingly be unconsolidated?

Response
L

Yes. However, if an investor puts in additional capital, it may result in changes in the lease terms, including
perhaps the lease payments. The SEC staff believes a lease entered into with a consolidated SPE, which is
then unconsolidated when a substantive equity investment is made, is analogous to a sale-leaseback
transaction and results in a new lease that should be assessed pursuant to the conditions of Issue 90-15 at
the time the changes are made. The lessee would also need to evaluate the lease in accordance with
Statement 13, as amended, and Statement 98 for transactions within its scope.

The SEC staff would apply the same guidance when an existing nonsubstantive SPE enters into significant
substantive leases with other unrelated lessees accordingly no longer meets condition (1) of the consensus.

EITF go-15 STATUS

A related issue was discussed in Issue No. 96-20, "Impact of FASB Statement No. 125 on Consolidation of
Special-Purpose Entities." That Issue deals with whether the new control/financial-components model
introduced by Statement 125 has an effect on how the existing guidance on consolidation of SPEs is applied
in securitization transactions. See Issue 96-20 for details on the consensuses reached.

Issue No. 96-21, "Implementation Issues in Accounting for Leasing Transactions involving Special-Purpose
Entities," provides responses to several additional questions that relate specifically to conditions (1) and
(3) of Issue 90-15. The questions relate to the following issues: multiple properties within a single SPE-
lessor, multi-tiered SPE structures, payments made by lessee prior to beginning of lease term, payments to
equity owners of an SPE during the lease term, fees paid to owners of record of an SPE, source of initial
minimum equity investment, equity capital at risk, payment to owners of record of an SPE prior to the
lease term, costs incurred by lessee prior to entering into a lease agreement, and interest-only payments,

Another related issue was discussed in Issue No. 97-1, "Implementation Issues in Accounting for Lease
Transactions, including Those involving Special-Purpose Entities." The categories of issues are: (1)
environmental risk, (2} non-performance-related default covenants, and (3) depreciation. Categories (1)
and (2) apply to leasing transactions irrespective of whether the lessor is an SPE. Category (3) applies when
the lessor is an SPE. (See Issue 97-1 for details of the consensuses reached.)

No further EITF discussion is planﬁed.

EITF D-14: Transactions involving Special-Purpose Entities
Dates Discussed: February 23, 1989; May 18, 1989; May 31, 1990

The SEC Observer announced that the SEC staff is becoming increasingly concerned about certain
receivables, leasing, and other transactions involving special-purpose entities (SPEs}. Certain
characteristics of those transactions raise questions about whether SPEs should be consolidated
{(notwithstanding the lack of majority ownership) and whether transfers of assets to the SPE should be
recognized as sales. Generally, the SEC staff believes that for nonconsolidation and sales recognition by the
sponsor or transferor to be appropriate, the majority owner (or owmers) of the SPE must be an
independent third party who has made a substantive capital investment in the SPE, has control of the SPE,
and has substantive risks and rewards of ownership of the assets of the SPE (including residuals).
Conversely, the SEC staff believes that nonconsolidation and sales recognition are not appropriate by the
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sponsor or transferor when the majority owner of the SPE makes only a nominal capital investment, the
activities of the SPE are virtually all on the sponsor’s or transferor's behalf, and the substantive risks and
rewards of the assets or the debt of the SPE rest directly or indirectly with the sponsor or transferor.

Also, the SEC staff has objected to a proposal in which the accounting for a transaction would change only
because an SPE was placed between the two parties to the transaction. The SEC staff believes that insertion
of a nominally capitalized SPE does not change the accounting for the transaction.

The SEC staff is considering the issuance of a Staff Accounting Bulletin setting forth guidelines on the
accounting for transactions involving SPEs and until such time would consider transactions on a case-by-

- case basis. The SEC Observer emphasized that the SEC staff views the issue of SPEs to be primarily a
~onsolidation issue.

‘

The SEC Observer reminded the Task Force of previous SEC Observer comments regarding the SEC staff's
position on the proper accounting for certain lease transactions, including build-to-order lease
transactions and those involving SPEs. The SEC staff has reviewed many variations of such transactions
and generally objected to sales or operating lease treatment. The transactions involve a lessor that may be a
SPE who holds title to the asset, but performs little, if any, substantive functions, while it is clear that the
lessee assumes substantially all the risks and rewards of ownership. The SEC staff is not attempting to
change generally accepted accounting principles in this area but believes that the application of such
principles should result in an accounting treatment that is not misleading and pointed out that literature in
addition to FASB Statement No. 13, Accounting for Leases, including that related to consolidation, should
be considered. While the SEC staff encourages the Task Force to clarify this area, the SEC staff will
continue its review of such transactions on a case-by-case approach based on its previously stated position.
The Task Force agreed to add the issue to the agenda. [See Subsequent Developments section below.]

Subsequent Developments

In July 1990, Issue No. go-15, "Impact of Nonsubstantive Lessors, Residual Value Guarantees, and Other
Provisions in Leasing Transactions," was added to the agenda. This issue deals with the subject of leasing
transactions involving SPEs. In January 1991, a consensus was reached on this Issue. The Task Force
indicated that if certain conditions exist, as described in Issue 90-15, then the assets, liabilities, results of
operations, and cash flows of the SPE should be consolidated in the lessee's financial statements.

Statement 125 was issued in June 1996 and affects the guidance in this Issue (for example, either nullifies
or affirms the consensus or resolves the issue). Refer to Topic No. D-52, "Impact of FASB Statement No.
125 on EITF Issues," which contains a detailed analysis of the impact of Statement 125 on this Issue.

Statement 125 is effective for transfers and servicing of financial assets and extinguishments of liabilities
occurring after December 31, 1996 and is to be applied prospectively. Earlier or retroactive application is
not permitted. :

A related issue was discussed in Issue No. 96-20, “Impact of FASB Statement No. 125 on Consolidation of
Special-Purpose Entities.” That Issue deals with whether the new control/financial-components model
introduced by FASB Statement No. 125, Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities, has an effect on how the existing guidance on consolidation of SPE's is
applied in securitization transactions. The Task Force reached several consensuses in Issue 96-20. {See
Issue g6-20 for details of the consensuses reached.)

A related issue was also discussed in Issue No. 97-6, “Application of Issue 96-20 to Qualifying Special-
Purpose Entities Receiving Transferred Financial Assets Prior to the Effective Date of FASB Statement No.
125." Issue 97-6 changed the transition provisions of Issue 96-20 to permit application to some qualifying
SPE's that received transfers of financial assets prior to the effective date of Statement 125, if the criteria in
Issue 97-6 are met. (See Issue g7-6 for details of the consensuses reached.)
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