On Wall Street and in the oil patch, Ken Lay's Enron
Corp. has been a smashing success. Here are some

things that could go wrong.

Hidden risks

By Toni Mack

Enron Corp. Chairman Kenneth Lay

Aggressive people, aggressive accounting.

ALMOST ALONE AMONG natural gas
pipeline executives, Enron Corp.
Chairman Kenneth Lay saw opportu-

nity in the mid-1980s bloodbath of
gas deregulation. As the safe world of

protected gas markets collapsed, Lay
borrowed heavily to acquire and
merge four pipelines, thus creating
Houston-based Enron in 1985.

And then gas prices tumbled. For a
few harrowing vears Enron was barely
able to throw off enough cash to
service its debt.

Today 51-year-old Ken Lay looks
like a genius. Enron (revenues, $6.3
billion) sells or transports a fifth of the
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nation’s gas supply; its nine gas-fired
generating plants around the globe
rank it the world’s third-largest inde-
pendent power producer. Earnings
surged 20% last year to $306 million,
or $2.58 a share. Another 20% rise is
expected this year.

Wall Street loves Enron. Since the
start of the year, the stock has jumped
34%, to an alltime high of 63% in
March. Even at a recent 55%, the
stock is a rich three times book value
and 18 times expected 1993 earnings.
The s&pr 500 sells for 16 times esti-
mated 1993 carnings.

But overlooked in this euphoria are

some big risks Lay is taking as he
pushes Enron’s profits up so fast.

Lay and his protégé, Enron Gas
Services Group Chairman Jeffrey Skil
ling, have adopted some very aggres
sive accounting practices. In 1991
Enron became the first and only non
financial public company to adopt
mark-to-market accounting princi
ples. For Enron, this means it books
the discounted present value of future
profits from fixed-price gas contracts
as soon as the contracts are signed. It

¢ works like this:

Suppose Enron has two five-year
contracts—one to sell a certain
amount of gas to a utility, another to
buy the same amount of gas from a
producer. Netting one against the
other yields a gross profit to Enron of
$2.2 million. Enron then deducts
shipping costs and reserves for un
tforeseen costs. That leaves profits of
$930,000 over the life of the con
tracts, or $729,000 at present value
after discounting at 8.7%.

This is presumably what an outside
buyer would pay for that pair of con
tracts. So as soon as the contracts are
signed, Enron takes all $729,000 into
profits immediately. Under conven
tional historical accounting rules, En
ron would spread the profits over the
life of the contracts, taking into in
come just $186,000 per year. Enron
Gas Services’ Skilling says roughly half
of the company’s $122 million profit
last year came from marking contracts
to market in this manner.

What’s wrong with this mark-to
market accounting? Nothing—as
long as nothing major happens to
impair the value of the contracts. But
if something unpleasant does happen,
then Enron would be forced to book
losses as it wrote down the contracts.

Several factors could force such a
writedown. Enron has literally bil
lions of dollars at stake in contracts
that depend on the company’s suppli-
ers, customers and financial partners
living up to their obligations. What if
a significant number of these other
parties can’t?

“That’s the risk that is zhe issue,”
says Skilling. To protect the company,
he says he requires contract counter
parties to have at least triple-B credit
ratings or similar credit backing. And
just in case, Skilling has established a
$49 million reserve for unexpected
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THE POWER TO MAKE DOORMEN WANT TO OPEN YOUR DOOR.
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THE POWER TO TURN A STOPLIGHT INTO A SPOTLIGHT.
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Change Your Job

Without Shortchanging
Your Retirement

If you're about to change jobs, you may be receiving a
distribution from your employer’s retirement plan. This year,
new rules can affect your benefits; Fidelity wants to help
make sure you know your options before you act.

The tax law requires that 20% be withheld for fed-
eral income tax on any eligible plan payout that is not
directly transferred to a
Rollover IRA or other qual-

iﬁ ified plan.
] Fidelity's Common
Sense Guide To Keep-

ing Your Retirement
Plan Money Working

can help you see your op-
tions and decide the best
course of action for you.

Ask About Our No-Load, No-Fee
Rollover IRA

Fidelity now offers over 50 no-load stock, bond and
money market funds for your IRA.' And we've waived
the annual maintenance fee on Fidelity Rollover IRA
mutual fund accounts with a balance of §5,000 or
more.” Call for details.

Visit A Fidelity Investor Center
or Call 24 Hours

1-800-544-8888

Fidelity er!% Investmenlts-

Common sense. Uncommon resulls.
4r

For a free Rollover IRA fact kit with more complete information on any Fidelity fund including charges and
expenses, call for a current fund prospectus. Read it carefully before you invest or send money. ! Fidelity Magellan®
Fund, Fidelity New Millennium™ Fund and Fidelity Select” Portfolios are excluded. ‘Annual IRA maintenance fee
eliminated for mutual fund accounts held in the Fidelity IRA, Rollover IRA, SEP-IRA and SARSEP-IRA with an account
balance of 5,000 or more at the time the IRA maintenance fee is billed. IRA mutual fund accounts with balances
below $5,000 will be charged a $10 per fund annual IRA maintenance fee. For the Fidelity Self-directed IRA, Self-
directed Rollover IRA, Self-directed SEP-IRA, the $20 annual maintenance fee will be waived if one or more Fidelity
mutual fund positions held in the IRA has a balance of 5,000 or more at the time of the IRA maintenance fee billing.
Fidelity Distributors Corporation

Enron

losses.

Is that enough for a $2.7 billion
(revenues) gas marketing operation?
Good question.

There are other risks. Enron signs
contracts extending as long as 20
years. Political winds, though, are
hard to predict even a few years out.

Take Clinton’s proposed energy
tax. What if the tax on gas were to land
on middlemen like Enron? Not pass-
ing along the tax could seriously hurt
Enron. Yet when FORrBEs asked Lay
whether Enron’s sales contracts allow

Enron President Richard Kinder
Can Enron grow at 20% or better?
[

Enron to pass along such a tax, he
replied that only ‘“‘some” contain
such protection. Enron now says
“most” do.

A third risk involves Enron’s ability
to keep signing more and more new
contracts year after year. P\pl.un\ Jake
Ulrich, senior vice president of En
ron’s biggest rival, $2.5 billion (sales)
Natural Gas Clearinghouse: “If you
accelerate your income, then you
have to keep doing more and more
deals to show the same or rising
income.”

Retorts Enron President Richard
Kinder: “We think we can maintain a
20% or better growth rate [in gas
services | each year.”

So far Wall Street is putting its
collective faith in Lay. As Donaldson,
Lutkin & Jenrette analyst Curt
Launer puts it: “You have to give
them [Enron] the benefit of the
doubt.”

Maybe so. But given Enron’s high
price-to-earnings multiple, Ken Lay
has no room to disappoint. L
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FOR ONCE YOU
CAN BE
FORGIVEN FOR
NOT KNOWING
YOUR
GEOGRAPHY

AFTER ALL IT'S EUROPE'S BEST KEPT SECRET
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CYPRUS!

In 1975 Cyprus began offering innovative incentives to companies wishing to manage their
international affairs from its shores. At the time a few pioneering enterprises had the
foresight to see Cyprus’ potential. They have since been joined by many of the world's
leading multinationals. Indeed, the growth of the offshore sector has been phenomenal.

For more information please contact:

THE CENTRAL BANK OF CYPRUS

International Division
36 Metochiou Street, P.O.Box 5529, Nicosia, Cyprus
Telephone: 357 2 445281 [ext. 216)
Fax: 357 2 472012, Telex: 2424 Central Cy



Copyright of Forbes isthe property of Forbes Inc. and its content may not be copied or
emailed to multiple sites or posted to a listserv without the copyright holder's express written
permission. However, users may print, download, or email articles for individual use.



