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We change our rating on Enron to 1S (Buy,

Specul ative) from1H (Buy, Hi gh Risk) reflecting our
concerns that lingering uncertainty over financial
practices nmay begin to inpair Enron's comrercia
operations. This is the least likely outcone, in
our view -- probability 10% 15% -- but one whose

l'i kel i hood has increased over the |ast week as
guestions continue to be asked.

W are long-termbelievers in the Merchant Energy
story and Enron. Should the conpany nake it through
its current travails, the unusually |ow val uation,
coupled with their |eadership position in the

i ndustry, justifies maintenance of our "Buy" rating.
We are confident in the |/t growth prospects of

the Merchant Energy industry, and see ENE s peers as
recovering, regardl ess of near-termeffects from

Enr on.

Adjust 12-nonth price target to $30, reflecting a
target 2002 P/E multiple of 14x. Enron is trading
at 1.0x book vs. the 2.3x average for its peers.
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Proj. Long-Term EPS G owt h 23%

RCE (12/01E) 11. 5%

Long- Term Debt to Capital (a) 43. 0%

ENE is in the S& 500(R) | ndex.

(a) Data as of nobst recent quarter

SHARE DATA . RECOMVENDATI ON

Price (10/24/01) $16. 41 Current Rating 1S

52- Wek Range $84. 63- $16. 41 Prior Rating 1H
Shares Qutstanding(a) 724.6 ml. Current Target Price $30. 00
Convertible No Previ ous Target Price $55. 00

EARNI NGS PER SHARE

FY ends 1Q 20Q 3Q 4Q Ful | Year
12/ 00A  Act ual $0. 40A $0. 34A $0. 34A $0. 41A $1. 47A
12/ 01E Current $0. 47A $0. 45A $0. 43A $0. 46E $1. 80E

Pr evi ous $0. 47A $0. 45A $0. 43A $0. 46E $1. 80E



12/ 02E Current NA NA NA NA $2. 15E
Pr evi ous NA NA NA NA $2. 15E

12/ 03E Current NA NA NA NA NA
Pr evi ous NA NA NA NA NA

=

First Call Consensus EPS: 12/01E $1.81; 12/02E $2.13; 12/ 03E NA

OPI NI ON

We change our rating on Enron to 1S (Buy, Speculative) from 1H (Buy, High
Risk). Qur concern stens fromlingering uncertainty, which nmay begin to inpair
Enron's commercial operations. This is the least likely outcome, in our view,
but one whose probability has increased over the [ ast week as questions

conti nue to be asked about Enron's financial practices. Wile we think there
is astill alowprobability at this point of our worst-case scenario occurring
-- no nore than 10% 15% -- that probability has growmn. W mmintain a |onger-
term "Buy" perspective because of a conbination of unusually |ow valuation and,
shoul d Enron energe triunphant fromits current travails, what is the

i ndustry's dom nant Merchant Energy platform

We think that concerns over Enron are spilling over into the share prices of
Enron's peers, who were down 8% yesterday. Further, "synpathy" reductions in
share price may occur if Enron tunbles further (obviously, reversing should
Enron's shares recover). Longer-term however, we see Enron's peers
recovering, regardl ess of what happens to Enron. Either they will recover with
a recovery in Enron's share price, or in a worst-case scenario, they will gain
mar ket share at Enron's expense, although there would likely be near-term
impacts froma |loss of Enron as a counter-party. Enron currently has

approxi mately 25% market share in the power and natural gas markets, with its
next nearest conpetitors hol ding market share in the 10% 15% r ange.

We al so base our Buy rating because of what we know about Enron's financi al
situation. W are unwilling to change this solely because of speculation in
the mar ket pl ace. Wat we know suggests to us that Enron has "hidden | everage"
on its bal ance sheet. Attenpting to pierce through these known off bal ance-
sheet vehicles, we estimate that Enron is effectively operating at a debt-to-
capital ratio in the ow 60%range. W think this is manageable, if this is
the full extent of Enron's | everage.

Val uati on

Enron is now trading at 1.0x book value, vs. its peers, who are tradi ng at
2.3x. On a 2002 P/E basis, Enron is trading at 7.6x vs. 12.3x for its peers.
We think that under our nost |ikely scenario -- of Enron's recovery -- Enron's
shares will trade closer to its peers. W also think that the entire group
will recover to a higher valuation. Using a target P/E of 14x our 2002 EPS
estimate of $2.15, we derive a new price target of $30.

Scenari os

Qur worst-case and least likely scenario is that concerns over Enron's
financial practices begin to affect their commercial operations because of a
reduced willingness by counterparties to do business with Enron. This is the
"mel tdown" scenario. We think it is within Enron's power to control whether
this occurs by fully answering questions related to their use of off-bal ance
sheet financing to fund their operations. Wy did they do this? What benefits
accrued to the bal ance sheet and inconme statenment fromthese practices? Wat
is the magnitude, if any, of "hidden" private off bal ance sheet transacti ons?
What does their bal ance sheet |look |ike on a "look through" basis, i.e., if

t hese of f bal ance sheet vehicles were on Enron's books?



We are concerned that because of these concerns we may begin to see signs of a
"liquidity crunch" affecting Enron's commerci al operations. W are watching
for those signs and, to date, liquidity has renai ned intact.

We have attenpted to answer sone of these questions and in prior notes where we
provi de our best estimate of "look-through"” |everage arising fromEnron's known
of f bal ance sheet financings. Based on known off bal ance-sheet vehicles, we

see the "real" |everage as in the | ow 60% range, a nanageabl e nunber, in our
view. Nevertheless, we see this as the responsibility of Enron's managenent to
answer these questions. Indeed, we see it as in their self-interest to inform
interested parties -- investors, counterparties -- to be as forthcom ng as
possi bl e.

Qur best case -- and at this juncture still nost likely scenario -- is that
Enron recovers. Qur estinmate of "l ook-through" |everage is not overly
excessive in our view. Enron still has the dom nant franchi se and market

position, and if these were to remain intact, the stock would not recover from
its current |ow valuation
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