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	Of all the accounting weirdness around--could anyone ever have dreamed that accounting would vie with pedophilia as front-page news?--the aspect that has most fundamentally affected the FORTUNE 500 is the handling of what are called "energy trading contracts." 

These things, almost single-handedly, made Enron one of the largest companies on our list--No. 7 in 2000 and No. 5 this year. These contracts have also caused many other energy and utility companies to show big to enormous increases in revenues from what they originally reported for 2000. A company many of our readers have most likely never heard of, Idacorp (formerly known as Idaho Power), leaped onto the list thanks to a 454% revenue increase; at American Electric Power revenues rose 347%; Calpine's jumped 233%. Another company, Mirant, which was spun out of Southern Co., is popping up on the list for the first time with an astonishing $31.5 billion in revenues--more, for example, than Dell or Motorola. All these figures were blessed by the authorities that FORTUNE has always relied on: companies' outside auditors and their watchdog, the Securities and Exchange Commission. 

We will explain these wacky revenue leaps. But first, an explanation as to why the Greatest Leaper of them all, Enron, is fifth on our 2001 list. To begin with, Enron, going by the restated financials it issued for the first nine months of last year, inarguably was a huge company. In fact, its $139 billion in revenues for nine months exceeded General Electric's full-year revenues of $125 billion. 

Then, on Dec. 2, Enron went into bankruptcy (a fact that doesn't disqualify it from the 500 list), and it has yet to report fourth-quarter results. The missing quarter, in which we knew revenues had fallen dramatically, gave us a problem. So we took a stab at estimating full-year revenues and concluded they might reach a maximum of $160 billion. But rather than create a precedent of using revenue estimates on the FORTUNE 500 list, we decided to rank Enron based on its nine-months revenues of $139 billion--and that figure is what makes it fifth on our list, behind Wal-Mart, Exxon Mobil, GM, and Ford. (Had we used the $160 billion estimate, Enron would still have trailed Ford.) Given the questions that hang over Enron's profits, assets, and stockholders' equity, we didn't think we could report plausible figures for those categories. 

So how valid are Enron's mountainous revenues? To answer that you need to understand a bit about energy trading contracts. These are commodity contracts, mainly for natural gas, oil, and electricity, and they are entered into by traders hoping to earn a profit on future shifts in market prices. The traders are not only energy companies but also--and this is a fact that's important to our revenue tale--Wall Street firms such as UBS Warburg, Salomon Smith Barney, J.P. Morgan Chase, and Morgan Stanley. 

So let's imagine a contract for $1 million of natural gas (we'll skip the btu details), to be delivered six months from now. If a Wall Street firm sold this contract, nothing called "revenues" would ever be created. Instead, the firm would periodically mark the contract to market--that is, measure the profit or loss earned on the contract--and, when time came to report, put that dollar result into an income statement item called "trading gains and losses" (which is considered revenue on the FORTUNE 500). In accounting parlance, this is known as reporting "net." 

But in the 1990s many energy and utility companies, with Enron apparently acting as Pied Piper, began to report a lot of contracts "gross," meaning that in our example they put the $1 million value of that contract directly into revenues. They concurrently offset those revenues with a roughly equal cost for the gas, and thereafter measure profit and loss just like the Wall Street firms. All other things being equal, they end up with an identical profit to what the Wall Street firm makes. But there's obviously a monster difference in reported revenues--zero dollars in the Wall Street case, $1 million in the energy case. 

Stoking the Furnaces

Big volume in energy trading contracts, and a hot method of accounting for their revenues, have put the four biggest energy companies--Enron, American Electric Power, Duke, and El Paso--into the upper reaches of the FORTUNE 500.
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	The situation is obviously bizarre: two companies entering into identical contracts and getting entirely different revenue effects. Just how bizarre can be seen by the case of UBS Warburg, which like any good Wall Streeter reports its energy trading contracts net. It has, however, just bought Enron's North American trading operations, which in Enron-land were for the most part reporting gross. Under UBS, that will cease: Energy trading contracts done out of the former Enron offices will be reported net. Bingo! Revenue liposuction. 

The opposite outcome--bust enhancement?--is shown by the strange case of Idacorp. Throughout the first half of last year, it was a "net" presenter of energy trading contracts, an approach that gave it $617 million in revenues. In the second half, it switched to gross, and restated those first-half revenues, more than quadrupling them to $2.7 billion! An Idacorp spokesman says the company went to gross because that's "standard" in its industry for energy trading contracts. 

Just how the industry got to this point is peculiar. Wall Street firms have long had rules that require them to report net. But for energy companies, historically, accounting law was simply silent on this subject. Then Enron began in the mid-1990s to report on a gross basis. Why? Enron's annual reports certainly don't answer the question. Besides being, in general, invincibly murky, they state no policy for revenue recognition. 

A number of energy companies that FORTUNE checked with could cite no accounting standards in existence in the mid-1990s that validated gross reporting. Indeed, a partner in the national office of a Big Five accounting firm told FORTUNE that "this kind of reporting just sort of grew up." 

Andrew Sunderman, a trading executive at Williams Cos., one of the few energy-related companies still reporting net, says he believes many of the companies that switched to gross reporting got "fascinated with growth in the revenue line." They were reacting, he thinks, to the revenue-valuing views of Wall Street analysts. Williams itself has stuck to net, says Sunderman, because it mirrors the way the company manages its trading risk. He thinks grossing up revenues just clouds the picture. 

Plainly the practice produces at least one financial perversity, putting a dismal cast on profit margins. Dynegy, for example, may be No. 30 in revenues on the 500, but it is No. 317 in return on revenues. 

If there was initially no authoritative support for gross reporting, a pillar materialized in 1998, when the Emerging Issues Task Force (EITF) of the Financial Accounting Standards Board (FASB) specifically debated how energy trading contracts should be handled. When gross vs. net came up for decision, the task force actually reached a preliminary conclusion that all contracts should be presented net--which would have financially shriveled Enron and others. But then, says FASB's Tim Lucas, who chairs EITF, "somebody pointed out we really didn't know enough about what we were talking about, and we backed away"--all the way, in fact, to declaring straight out that either gross or net was okay. "With hindsight," says Lucas, "maybe it would have been nice if we had gone a little further--or even more than that." He calls gross vs. net a "good issue," meaning that the divergence in the way companies report deserves the attention of FASB or its EITF arm. 

Robert Herdman, chief accountant of the SEC, whose five months in that post have been Enron-challenged, appears to agree. He told FORTUNE he is "sure" the EITF will again take up the question of energy trading--a telling comment, because the SEC often sets EITF's agenda. And when that moment arrives, said Herdman, "it would certainly be sensible and consistent with other EITF activities with respect to revenue recognition to deal with and narrow this one way or the other." 

A small example as to why net might be better than gross: Suppose two energy companies wanting to appear both big and vibrant connived to trade, between themselves, a multitude of contracts, all presented "gross." This scheme would do nothing for profits, but for both companies it would create giant revenues. These folks might whip right by Wal-Mart on the 500 list. 

How about that for a possible plot? It's not absurd to imagine, says EITF's Lucas, adding, "There's some overlap between that and the Global Crossing issue." According to allegations that are now part of an SEC investigation (and that have been denied by Global Crossing), the company swapped fiber-optic capacity with competitors for no other purpose than to create, by accounting, revenues and profits. No question about it: The creativity of corporate accounting knows no bounds. 


