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NORTHERN NATURAL GAS COMPANY

NOTES TO FINANCIAL STATEMENTS

(Unaudited)
(1)
General

The financial statements included herein have been prepared by Northern Natural Gas Company (Northern) without audit.  Accordingly, these statements reflect all adjustments which are, in the opinion of management, necessary for a fair statement of the financial results for the interim periods.  Certain information and notes normally included in financial statements prepared in accordance with generally accepted accounting principles have been condensed or omitted, although Northern believes that the disclosures are adequate to prevent the information presented from being misleading.  These financial statements should be read in conjunction with Northern’s audited financial statements and the notes thereto for the year ended December 31, 2000.

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 liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and the reported amounts of revenue and expenses during the reporting period.  Actual results could differ from those estimates.

Certain reclassifications have been made in the 2000 amounts to conform with the 2001 presentation.

(2)
Comprehensive Income

    Comprehensive income includes the following (in thousands) 

	
	
	
	Nine Months Ended Sept 30,

	
	
	
	2001
	
	
	2000

	
	
	
	
	
	
	

	
	Net Income
	$
	67,018 
	
	$
	103,163 

	
	Other comprehensive income:

   Derivative instruments:
	
	
	
	
	

	
	      Cumulative effect of accounting change
	
	209 
	
	
	-

	
	      Deferred gain on derivative instruments associated with hedges

        of future cash flows
	
	394 
	
	
	-

	
	      Recognition in earnings of previously deferred gains related to

        derivative instruments used as cash flow hedges
	
	(603)
	
	
	-

	
	
	
	
	
	
	

	
	Total comprehensive income
	$
	        67,018 
	
	$
	103,163 


(3)
Recently Issued Accounting Pronouncements

.

In July 2001 the Financial Accounting Standards Board (FASB) issued Statement of Financial Accounting Standard (SFAS) No. 142, “Goodwill and Other Intangible Assets.”   SFAS No. 142, which must be applied to fiscal years beginning after December 15, 2001, modifies the accounting and reporting of goodwill and intangible assets.  At September 30, 2001, Northern had no goodwill or other intangible assets subject to the application of SFAS No. 142.

In August 2001, the FASB issued SFAS No. 143, “Accounting for Asset Retirement Obligations.”  SFAS 143, which must be applied to fiscal years beginning after June 15, 2002, addresses financial accounting and reporting for obligations associated with the retirement of tangible long-lived assets and the associated asset retirement costs.  Northern is in the process of evaluating the application of SFAS No. 143.

In October 2001, the FASB issued SFAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets.”  SFAS No. 144, which must be applied to fiscal years beginning after December 15, 2001, addresses the financial accounting and reporting for the impairment or disposal of long-lived assets.  Northern is in the process of evaluating the application of SFAS No. 144.

(4)
Derivative Instruments

On January 1, 2001, Northern deferred a pre-tax non-cash gain of $.2 million in "Accumulated Other Comprehensive Income" (OCI), a component of shareholder’s equity to reflect the initial adoption of Statement of Financial Accounting Standard No. 133,"Accounting for Derivative Instruments and Hedging Activities" (SFAS No. 133). SFAS No. 133 must be applied to all derivative instruments and requires that such instruments be recorded in the balance sheet either as an asset or a liability measured at its fair value through earnings, with special accounting permitted for certain qualifying hedges as described in the following paragraphs.

Northern enters into derivative instruments, such as forwards, swaps and other contracts, in order to hedge certain non-trading risks, including interest rate risk, commodity price risk and foreign currency exchange rate risk. Northern primarily uses cash flow hedges, for which the objective is to provide protection against variability in cash flows due to an associated variable risk. Northern accounts for such hedging activity by initially deferring the gain or loss related to the fair value changes in derivative instruments in OCI. The deferred change in fair value is then reclassified into income concurrently with the recognition in income of the cash flow item hedged.  At September 30, 2001, Northern had no balance in OCI.

 










(5)
Rate Matters and Regulatory Issues

On November 1, 2000 and May 1, 2001, Northern filed to increase its rates for the recovery of return and taxes on its System Levelized Account.  A number of parties protested both filings.  By Commission Orders dated November 22, 2000 and May 31, 2001, the Commission accepted the respective filings subject to refund.  The parties have been engaged in extensive settlement discussions which have resulted in a settlement agreement in principle.

Northern believes, based on its experience to date and after considering appropriate reserves which have been established, that the ultimate resolution of Northern’s regulatory matters will not have a material adverse effect on its financial position or results of operations.

(6)
Litigation and Other Contingencies

Northern is subject to extensive federal, state and local environmental laws and regulations.  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 Clean Air Act Amendments is expected to result in increased operating expenses.  These increased operating expenses are not expected to have a material impact on Northern’s financial position or results of operations.

Northern conducts soil and groundwater remediation at a number of its facilities.  These expenses were not material for the nine months ended September 30, 2001 and 2000.  Northern does not expect to incur material expenditures in connection with soil and groundwater remediation.

While it is not possible to predict with certainty the outcome of the aforementioned contingencies, Northern believes that the ultimate resolution of these matters will not have a material adverse effect on Northern’s financial  position or results of operations.

(7)
Related Party Transactions


Northern recorded sales, transportation, and other revenue from affiliates approximating $1.7 million and $29.9 million for nine months ended September 30, 2001 and 2000, respectively
At September 30, 2001, Northern was a party to natural gas commodity price swaps with an affiliate covering a notional volume of 16 TBtu with maximum term of 14 months and estimated asset fair value of $7 million and average fair value of assets and liabilities held during the nine months ended September 30, 2001 of $1.7 million and $10 million, respectively.  The average fair value is computed using the ending balance at each month-end.

Northern is included in Enron’s cash management program and based on Northern’s cash availability or requirements, advances are made either to or from Enron.  The net result of all of Northern’s cash flows, including reimbursements to Enron for income tax liabilities, employee benefit plans, and various administrative expenses described below, is reflected as “Note receivable from parent company” on the Balance Sheet.  The note receivable from parent company has been reported in the Other Assets category as of September 30, 2001. This reclassification from current assets recognizes the reduction in financial flexibility that resulted in Enron’s recent credit rating reductions.  Northern receives (or pays) interest on its note receivable with Enron, which for 2000 was 6% on the note balance at December 31, 1997 and 9.5% on the note balance accumulated after 1997.  These rates were determined solely by Enron management.  Beginning January 1, 2001, the interest rate was calculated on a daily basis at a rate per annum equal to the daily corresponding Fed Funds Rate, as published in the Federal Reserve Statistical Release H.15, less .05%.  Interest income of $11.7 million and $16.0 million was recorded for nine months ended September 30, 2001 and 2000, respectively.  No interest expense was recorded in 2001 or 2000.


Northern incurred administrative expenses from Enron and affiliated service companies of approximately $29.8 million and $33.6 million for nine months ended September 30, 2001 and 2000, respectively.  These costs are charged based on usage, or where no direct method is reasonable, Northern's components of gross property, plant and equipment, gross margin and annualized payroll as a percentage of all Enron companies.

(8)
Subsequent Events

Securities and Exchange Commission Investigation
On October 22, 2001, Enron, Northern’s indirect parent, announced that the Securities and Exchange Commission (SEC) had requested that it voluntarily provide information  regarding certain related party transactions. On October 31, 2001, Enron announced that the SEC had opened a formal investigation of the matters that were the subject of recent press reports and that were previously the subject of the SEC’s informal inquiry.  The related party and other transactions that are the subject of the SEC’s inquiry and formal investigation do not relate to or involve any of the operations or management of Northern.  Enron is cooperating fully with the SEC relative to the formal investigation.  Enron cannot predict the term of the SEC investigation or its potential outcome, including the effects, if any, on Northern.

On October 31, 2001, the Board of Directors (the Board) of Enron announced the election of William Powers, Jr. to the Board, effective immediately.  In addition, the Board has appointed a special committee (the Special Committee), to be chaired by Powers, to examine and take any appropriate actions with respect to transactions between Enron and entities connected to related parties.  In addition to reviewing the transactions in question, the Special Committee is charged with communicating with the SEC and recommending any other actions it deems appropriate.  Mr. Powers will be joined on the committee by independent directors Frank Savage, CEO of Savage Holdings LLC, Paulo Ferraz Pereira, executive vice president of the Brazilian owned investment bank Group Bozano, and Herbert S. Winokur, Jr., chairman and CEO of Capricorn Holdings, Inc.  The Special Committee has retained the law firm of Wilmer, Cutler & Pickering, as its legal counsel, and such firm has engaged Deloitte & Touche LLP to provide independent accounting advice.  The transactions that are the subject of the Special Committee’s examination do not relate to or involve the operations or management of Northern.
Litigation

Since the October 22, 2001 announcement, and prior to that date, multiple class action lawsuits have been filed against Enron, the Board and certain current and former officers (the Defendants).  The lawsuits allege that the Defendants violated Sections 10(b) and 20(a) of the Securities Exchange Act of 1934, and rule 10b-5 promulgated thereunder, by issuing a series of material misrepresentations to the market between January 18, 2000 and October 17, 2001, thereby artificially inflating the price of Enron common stock.  Northern has not been specifically named in any of these lawsuits.
Enron is in the early stages of evaluating such allegations.  In any event, it intends to vigorously defend each of the foregoing lawsuits, but cannot predict the outcome and is not currently able to evaluate the likelihood of its success in each case or the range of potential loss.  However, if the foregoing actions, individually or in the aggregate, were determined adversely to Enron, such judgments could have a material adverse effect on Enron’s, and therefore Northern’s financial position, results of operations and cash flows.

Liquidity and Capital Resources

Credit Ratings
Following Enron’s October 22, 2001, announcement, Moody’s Investors Service downgraded Enron’s senior unsecured debt rating to Baa2 from Baa1 and warned that additional downgrades may be possible for the senior unsecured debt as well as its rating for Enron’s commercial paper.  On November 1st, Standard & Poor’s downgraded Enron’s senior unsecured debt rating to BBB from BBB-plus, its subordinated debt rating to BBB-minus from BBB, and its commercial paper rating to A-3 from A-2.In addition, the corporate credit rating for Northern was lowered to BBB from A- with warnings that additional downgrades may be possible for all ratings.  A credit rating is not a recommendation to buy, sell or hold securities and is subject to revision or withdrawal at any time by the assigning rating organization.  Each rating should be evaluated independent of any other rating.


Credit Facilities
On October 31, 2001, Enron disclosed that it secured commitments for an additional $1 billion in financing from Citibank, N.A. and The Chase Manhattan Bank.  Northern and Transwestern Pipeline Company (Transwestern) will be borrowers under these revolving credit facility agreements of $450 million and $550 million, respectively, with the proceeds to be used for working capital and loans to Enron.  The credit facilities will be secured by all the capital stock of Northern and Transwestern, intercompany notes with Enron and, subject to certain exceptions, all other assets of Northern and Transwestern.  The term of the credit facilities will be 364 days.  The closing date of the commitment is expected to be on or before November 16, 2001, subject to certain conditions precedent to closing.  One such condition precedent is that Northern and Transwestern assume $115 million and $135 million, respectively, of obligations under the Citibank, N.A. $250 million prepayment transaction with Enron or one of its subsidiaries.  Initial advances under the credit facilities are expected to be used to retire the Citibank N.A. $250 million prepayment transaction.    



Note Receivable from Parent

Northern has a note receivable from Enron at September 30, 2001 of $391 million.  Assuming advances under the terms of the revolver described above, and corresponding increases in the note receivable from Enron, the ability of Northern to meet its obligations as they become due, is dependent upon receipt of payment from Enron under the note receivable or alternative sources of funding such as rolling over the revolver commitment for another 364 days or refinancing for a three to five year term. 
While it is not feasible to predict or determine the final outcome of these events on Enron or Northern, an adverse outcome with respect to such matters, such as an inability to meet its obligations as they become due, a restructuring or reorganization including bankruptcy, among other potential outcomes, could have a material adverse impact on Enron’s, and therefore Northern’s financial position, results of operations and cash flows.
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