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Enran, G, Dachtel Clain U8 Ingurance On India Predect

Dow Jones Hewswlren

WASHIKGTON -- Earan Csep. |ENE), Oeneral Blectric Co. [OB) and Bechbel Corp-
[H.BTL! hawe Filed & botal of searly $200 millian in imeurence claims with
the V.8, government Far investmant lossss is Iedia.

Glpce last wesk the three conpanies have individually Filed agplichsians
with bthe Overseas Private Investment Corp. for expropriation ocmpensstion®
an thair invescmencs in Gabhol Power ©o., OPIC spokesman Lapry Spinelli sald
Thires day .

Babhol Power io & §2.9 billicn power plant and ligeefisd sakical gas, ar
ING, import teeminal nesr Borbey in s@eatern Indis. Te'm conaidersd che
largest foreign direct inveptment in India‘s history.

e obyvloanly regard thio ap & very ssrigus develcpmesk, " Spinelli said of
the lppourance claims, "And we ars lockisg ta the Indisn govecnmest for
epmatructive inwolvement to settle thess isouss,”

GRIC ip & gowermment agency thak £4 o8 Lad" overaesi
investments through insurance and loasns. In “Hi.t-!l':m L& OPIC Elpancing, the
U.&. government io owed §202.5 milliaon Eor & loan the Bxpart-Ingsare Hank
mada Lo Dabiol Power .

Work on the 2, 184-megawact Dahbol power plank stopped this peasr afetee Lba
pole custaner, the Makarashers Svace Blecoricity Board., declined bo pay
erarlisr-agreed powes prlosa.

Faced with monpaymentc, Bnron said in Awgust it wonld coomider boyers [oF Lba
concralling 65% interset in the project. Officiales Fros bha bankeupl
Heuatan-baged conpany met last week with Indian lenders and gowsenoant
sfficiale Eo dissuss ways of dispealing of ite atake.

V32 amd Bechitel sach hold & 10% intecreat la Ebe projesc. The Mabharashora
Fiates Elesteigicy Board Bolde che Temaining 154

Tes Indian companlea, Tata Rower Co. (P.TPW] and BEES Ltd. [P.BIX], hawve
phown imtersnt in bidding for che Dabhol power plant. Royal Dutch/Shall (B5)
and B Orowep Pl (WAGE hawve shown intecest is the Dabhel LEC lepore
cerminal .

-Ey Carpics Walak, Diw Jonds RediWicas; 202-882-92%1; O 200 2
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Campaign  Gils, Loboy.sg Dbudl faivin's  Juwed sl
Washington

By Dan Morgan and Juliet Eilperin
Washington Post Staff Writers
Tussday, December 25, 2000; Page Al

During the administration of the first President George Bush, a new party fundraiser named
Kenneth L. Lay was invited to spend the night at the White House, The sleepover was an early
coup for the chairman of Enron Corp. and a harbinger of things to come.

Over the following decade, Lay and Enron poured millions of dollars into U.S. politics,
cultivating unequaled access and using the entree to lobby Congress, the White House and
regulatory agencies for action that was eritical to the energy company’s spectacular growth.

Now, with Enron's sudden bankruptcy, public attention has turned not only to the financial
practices that brought the company down, but to what its far-flung political operations say about
the eguntry's campaign finance system.

Some Democrats in Congress are spoiling for an opportunity to use Lay and Enron to embarrass
the Rr;pubhcan Party, which received most of the company’s largess over the years. They want 1o
look into such things as Enron's relationship with Phil Gramm {R-Tcx ). ranking minority
member on the Senate Banking Committes and chairman of the commiitee at @ time when his
wife. Wendy L. Gramm, was serving on Enron's board. Last year. Gramm's committee approved
legislation thal included a key provision exempting parts of Enron's massive energy trading
operation from federal oversight.

"I think the Enron storv is going to turn out 1o be an enormous political story." said Rep, Henry
A. Waxman (D-Calif.), ranking minority member on the House Encrgy and Commerce
Commities,

The ties of Lay to the White House and GOP leaders, he added, were so multilayered that
Republicans are likely 1o be reluctant to pursue them. But he made clear that he intends to do so
and expects the Democratic-controlled Senate to follow suit.

Enron also cultivated relationships with Democrats, however. Lay played golf in Vail, Colo.,
with President Bill Clinton, and Enron gave hundreds of thousands of dollars to Democratic
campaign commitiees and Democrats in the House and Senate. meluding Sen. Charles E.
Schumer {N.Y.) and Rep. Martin Frost (Tex.), the ranking minority member on the House Rules
Commitiee,

A Routine Cost for Some

Advocates of campaign finance reform say the Enron case vividly illustrates the ties between
polities and big money, though it's unclear that the company's political operations were radically
differert from others for whom political contributions have become a routine cost of doing
husiness.
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sense that a powerful institution used big money to buy infleence and protect itself while
ordinery citizens ended up losing their life savings," said Fred Wertheimer, president of
Democracy 21, a Washington interest group, referring 1o a banking controversy in the 1980Gs.
Enron's ties to Republicans and the present Bush administration were especially close. Lay raised
large sums for George W. Bush's campaign.

Enron, Lay and its employees have contributed $572,350 to him over his career, far more than
any other company, according to the Center for Public Integrity in Washington.

Several top administration officials have been Enron advisers or stockholders. Enron, Lay and
other senior executives contributed $1.7 million in soft-money donations to politicians in the
2000 election cycle, two-thirds of it to Republicans, according to the Center for Responsive
Politics,

Republicans clearly are sensitive to the potential political dangers. The National Republican
Senatorial Committee recently retumned a $100,000 check collected from Enron in November,
after deciding that "it was appropriate to give it back." spokesman Dan Allen said. The
Republican Governors Association last week retumed an Enron donation of $60,000.

What was unique about Enron, competitors and allies apree, was a brash and sometimes
counlerproductive political style.

Stories of Enron’s hardball siyle are legion. In October 1999, for example, Jeffrey K. Skilling,
then Enron's president, expressed his displeasure at Rep. Joe Barion's position on a deregulation
bill pending in the encrgy subcommiiee Barion chairs.

The meeting grew "heated and awful,” said one person who was present, until Barton ( R-Tex.), a
usually mild-mannered man who keeps a Bible on his desk., exploded, "Jeffrey Skilling. | may
not have your millions of dollars, but | am not an idiot,” one witness recalled Barton saying. The
meeting ended without Enron getting the changes it wanted, "Skilling did not get Washington,"
the source added,

"In their lobbying, they acted like the 800-pound gorilla they were,” said Christopher Homer, a
Washington lawyer who briefly directed Enron's povernment relations in 1997, Lay and Skilling
declined interview requests, but Enron officials say they have no regrets about their use of
money. "It got us name recognition,” company spokesman Mark Palmer said. "Given the
aggregation of our foes, we had to make sure that people knew what our argument was_"

Jump-Starting Deregulation

Almost from its start in 1985 as a gas pipeline company, Enron needed help in Washington, and
it got it in a series of actions by Congress and the Federal Energy Regulatory Commission
(FERC) that undermined the traditional monopoly of urility companies over power planis and
transmission lines.

Enron lobbied for several of the initial actions that set the stape for the era of a deregulated
whaolesale electricity market.
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merchants such as Enron. It also worked wtrh the Commaodity Futures Tradmg Lnnumsﬁmn —
then chaired by Wendy Gramm -- for a regulatory exemption for futures trading in energy
derivatives, which later became Enron's most lucrative business. Soon afier Gramm stepped

down in 1993, she was appointed to Enron’s board.

Independent sources knowledgeable about these dealings, however, said Enron was not the main
interested party, They said the lead was taken by several major oil companies, including British
Petroleun Co. and Phillips Petroleum Co., which were concerned about the effect of CFIC
regulation on their offshore trading in crude oil contracts. Wendy Gramm, an apostle of free
markets, needed little convincing, the sources said.

That same year, Lay served as chairman of the committee organizing the Republican National
Convention in Houston. Hedging its bets, Enron made a major contribution to a "street fair” in
honor of Sen. John Breaux (D-La.), a key energy policymaker, at the Democratic convention.
Key orders by FERC in 1996 also supported Enron's transformation into a freewheeling trader of
gas, electricity and more exotic products, such as telecommunications services and sulfur-
dioxide emissions credits. -

The new rules ensured that Enron and other merchant companies could buy electricity from
independent power plants and sell it to distant customers, using transmission lines borrowed
from utility companies.,

Even Enron's harshest critics credit Lay with putting mew issues -- such as elecimeity
deregulation -- on the Washingion agenda. Lay,a former Interior Department official with a PhD
in econamics, became "the ambassador” for deregulation, one former emplovee said,

Throughout the 19905, Enron's agenda was opposed by coal-burning utilities, especially ones in
the Southeast, which viewed the emerging wholesale electricity market as a threat to their turf.
Many of these, such as Atlanta-based Southern Co., had impressive political funding and
connections of their own.

But with the explosive growth of Enron and the GOP takeover of Congress in 1995, the
company’s sofi-money donations -- unregulated and unlimited gifts to political parties and
arganizations -- jumped sharply. They went from abouwt 3136000 in the 1993-94 election eycle.
to $687,000 in 1996 and $1.7 million in 2000, according to the Center for Responsive Politics,

Frustrated by Washington

For all its connections, sources say, Enronm ofien found Washington frustratingly slowand
unreliable.

The company placed a substantial bet on federal support for limits on the greenhouse pases
causing global warming, Enron officials hoped to exploit a new market in industry for carbon-

emissions credits, similar to the one that developed for sulphur credits after clean-air legislation
was enacted in 1990,
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carbon in the atmosphere. The Clinton administration was supportive, but this year the Bush
administration reneged on a cempaign pledge to impose limits on preenhouse pas emissions from
coal-bumning power plants.

A multimillion-dollar lobbying campaign in Congress to secure legislation requiring states to
institute retail electricity deregulation fared even worse.

Enron hired former New York representative Bill Paxon, a leading conservative, to run
Americans for Affordable Electricity, which commissioned studies and recruited business
support for deregulation. But the legislation never made it out of a congressional subcommittee.
At the same time, Enron was growing restive over the slow pace of deregulation in the wholesale
electricity market, the core of its business. Large parts of the country, especially the Southeast,
were still monopolized by regulated wilities that limited the opportunity for trading pas,
electnicity and energy derivatives.

Political Pragmatism

Enron's political pragmatism was demonstrated in the 1998 New York Senate election, when it
dropped its support of the Republican incumbent, Alfonse M. D'Amato, after Democrat Schumer
endorsed Enron's goal of wholesale deregulation, sources said, Lay reciprocated by hosting
several fundraisers for Schumer, and Enron's political action committee contributed 87,500 to the
Schumer campaign.

The company's lobbying team expanded along with its political spending, It oulgrew the two-
person operation that existed in 1989 and began to reflect Enron's interest in everything from
pipeline safety and derivatives treding to Overseas Private Investment Corp. loan guarantees, By
last year, its lobhying expenses exceeded 52 million a year and covered a raft of big-name
consultants, such as former Montana governor Mare F. Racicot. the new Republican National
Commitiee chairman, and former top aides 1o House Majority Leader Richard K. Armey (R-
Tex.) and House Majority Whip Tom DeLay (R-Tex.)

The hazards of Enron's efforts to connect with both parties were evident last year. when shortly
before the November election, the company picked a Clinton administration Treasury official,
Linda Robertson, to run its Washington office.

A perturbed DeLay, whose campaign and related funds had received more than $100,000 from
Enron and Lay, briefly "excommunicated” Enron. a House source said, Robertson was not
invited to a series of meetings of electricity lobbyists held in DeLay's office last July, though an
Enron official did finally attend the sessions.

Enron had more success when Congress overwhelmingly approved legislation last vear
containing a provision precluding the Commodity Futures Trading Commission (CFTC) from
regulating Enron's trading in energy derivatives. These instruments are traded largely between
electricity dealers and big wholesale consumers, which use them io hedge against price swings
that could adversely affeet their businesses.
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derivatives trading by Lans.s, was . . .,uppurl:d by a Eluﬂ.ﬂn administration working group,
largely because of opposition from the CFTC. Since the departure of Wendy Gramm, some in
the agency had lobbied for tighter control over the exploding energy derivatives market, The
legislation passed through the Senate Banking Committee, then chaired by Phil Gramm, who has
received $97,350 from Enron employees and its political action committee since 1989, A Gramm
spokesman said the senator does not recall talking to his wife, an Enron director, about the
energy provision and plaved "no rele” in negotiating it. Wendy Gramm did not return phone calls
seeking comment.

Enron was a primary player, with Koch Industries Inc., a large, privaiely held oil and gas
company based in Wichita, in pushing for the exemption, a source said. But the company's main
effort was focused on the House Apriculture Committee, where the legislation originated. s
chairman and ranking Democrat, Texas Reps. Larry Combest (R) and Charles W. Stenholm (D),
respectively, were among the top recipients of Enron campaign donations in the House since
1989,

The CFTC objected strenuously 1o the initial draft marked up by the commitiee, but the Texas
congressmen helped work out a compromise between Enron and the agency. The compromise
was then offered by Rep, Jerry Moran (R-Kan ), the home-state congressman of Koch Industries
and a recipient of campaign donations from Enron and Koch in the last election cycle. Moran did
not return a phone call seeking a comment,

Early this vear, Lay seemed to be at the height of his political power, getting a private meeting
with Vice President Cheney to discuss the administration’s energy policy proposals and weighing
in on key nominations 1o FERC

Curtis Hebent Jr., FERC's chairman at the time, has reported that Lay called him and implied that
Enron would urge the newly installed Bush administration to keep him in the job — if he changed
his views to support Enron's position for faster electricity deregulation. Lay contended that
Hebert called him to ask for support.

Hebert was not reappointed. He was replaced by Texas lawyer Pat Wood I11, a strong advocate
of deregulation who had the backing of Lay and Enron.

Ironically, since Enron's fall, both FERC and Congress seem to be moving in the direction of the
deregulated markets Lay and Enron lobbyists had pushed for.

i 2001 The Washington Post Company
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COURRECT L
Wednesdny, December 26, 2001, Page AQZ

A Dec. 25 anticle incorrectly reported the action taken by the Senate Banking Committee. chaired
by Phil Gramm {R-Tex.), on a bill that exempled much of Enron Corp.'s trading activities from
federal regulation, The legislation was approved by the Senate Agriculture Committee.

£ 2001 The Washington Post Comparny
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ENrei Execuilves race Suopoenas

Senate Panel Also Orders Testimony of Directors
By Peter Behr and Dan Morgan

Washington Post Staff Writers

Thursday, January 5, 2002; Page EOF

A Senate committee announced yesterday that it is subpoenaing top executives and directors of
the bankrupt Enron Corp. 1o determine their roles in the Houston company’s epic collapse.

Three other congressional commitices already are digging into the Enron failure, but the
subpoenas announced vesterday are believed to be the first of the conpressional probes. Amaong
the likely recipients is Wendy CGramm, an Enron director who is the wife of Sen. Phil Gramm (R-
Tex.l.

Sen. Carl M. Levin (D-Mich.), chairman of the Governmental Affairs Committee’'s permanent
subcommitiee on investigations, said the panel also will subpoena financial and trading records
fron Enron and audit documents from its accountant, Arthur Andersen LLP.

Enron's attomey, Robert Bennett, called the subpoenas “totally unnecessary”™ and said "we are
fully cooperating with Congress.”

i
Although Enron Chairman Kenneth L. Lay did not show up for two earlier congressional
hearings on Enron's bankrupicy, he has agreed 1o testify next month before the Senate Commerce
Committes, Bennett said,

Enron has turmed over nearly three dozen boxes of documents to the House Energy and
Commerce Committee, Bennen said. "I don't question the legitimacy of an inguiry [inte Enron's
failure], but it's not a measured approach i have & half-dozen different committees doing this at
the same time," he said. "Tt can Jead o a circus atmosphere and a lot of wasted time and effort.”

The ful] Governmental Affairs Committee has scheduled a hearing for Jan. 24 on Enron's use of
a large number of parnerships that kept billions of dollars of corporate debt ofl the company's
books. The hearing will also examine whether federal regulators missed warning signs of the

company’s trouble.

Accounting errors involving the private partnerships caused Enron 1o overstate its earnings by
half a billion dollars over the past four vears, Enron's disclosure of the overstatement, in
Navember, triggered a final plunge in the company's stock price and the company's bankrupicy
filing Dec. 2.

Sen, Joseph 1. Licberman (D-Conn.), chairman of the full committee, said, "The focus is, how
did this corporation collapse, and what can we do to make sure that something like this never

happens again®

Lieberman's committee joins an already crowded field of Enron inquiries. The House Energy and
Commerce Commitice has sent investigators (o interview Enron officials in Houston.
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Committee have already held hearings.

But Licberman's panel is the top investigative committee of the Senate. Under Republican
leadership during the Clinton administration, then-chairman Fred D). Thompson (R-Tenn. )
headed an investigation of Bill Clinton's 1996 presidential campaign fundraising.

Levin and Lieberman said they intend to look info the close ties between Lay and President
Bush, 2 connection that some Democratic Party officials say they hope to take advantage of in
this year's congressional election campaigns.

Levin said he wants to know what advice Lay, who was a large contributor to the Bush
campaign, gave to officials of the new administration as it formulated energy policy a year apo.
Enron “also had close relationships with some Democrats, its fair 1o sav,” Lieberman
acknowledged. He said he expected the inquiry to be bipartisan and to have Thompson's support.
“We are going to work together,” Lieberman said,

Lieberman said the committee also wants to learn whether federal regulators have the authority
to adequately oversee the complex commodity trading and financial transactions that were the
foundation of Enron's rapid growth over the past three years,

Lieberman noted that much of Enron’s trading in energy derivatives was exempt from regulation
by the Commodity Futures Trading Commission, and he said a focus of the inquiry would be
whether this allowed the company 1o hide some transactions.

bnron was an active player in lobbying for the exemption beginning in the early 1990s,
according to sources. The exclusion was initially approved by the CFTC in 1992, and in 2000
Congress endorsed it as part of the Commodity Futures Modemnization Act, despite concemns of
some senior regulators,

Al a joint hearing on the legislation by the Senate Banking and Apriculture commitiees in June
2001, then-CFTC chairman William J. Rainer spelled out his "reservations” about the exclusion
and said that "the case for it has not been made™ with regard to energy derivatives.

1 2002 The Washington Post Company
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Senator Eyes End To Enron-Type Special-Purpose
Entities

Dow Jones Mewswires

WASHINGTON -- U.5. Senate Commerce Committee Chairman Fritz Hollings, D-5.C,
pledged Tuesday to introduce legislation to eliminate the sorts of financial accounting
that l=d to the financial collapse of Enron Corp. (ENE).

At a committee hearing on the Enron debacle, Hollings called for legislation to eliminate
the use of special-purpose entities, which are partnerships or trusts through which
companies keep their debt off the books and, in Enron's case, overstate eamings.

Hollings =said such off-the-balance-sheet transactions should end in order to protect
investors, Hollings also was highly critical of the amount of insider stock selling by top *
Enron officials. He noted that Enran Chairman Kennath Lay and former Chief Executive
Jeffrey Skilling each sold shares in recent months for more than $60 million, while
rmembers of Enron's board seld shares worth more than $160 million.

"The seliing of Enron was prolific," Hollings said, calling the insider selling "a screaming
red flag.”

If Enron officials felt the stock was undervalued, as they publicly attested, "why were
they cashing in?* Hollings said

Hollings also said there was plenty of blame for the "shenanigans" associaled with
Enron's collapse, which he likened to a "cancer.”" He cited Enron's role in persuading the
Commodity Futures Trading Commission against the Clinton administration's call for
regulation of energy derivatives, and subsequent congressional action to exempt from
regulation the highly complex energy derivatives Enron's special-purpose entities
engaged in

"We are all guilty for lefting it happen," Hollings said of Enron's collapse.

Sen. Byron Dorgan, D-N.D., chaiman of the committee's consumer affairs panel,
described Tuesday's hearings as the first of several that will delve into the roles in
Enron's financial collapse played by: Enron officials; Arthur Andersen, Enron’s outside
auditor; Wall Street analysts, and regulators.

"This is about an energy company that morphed inlo a trading company involved in
hedge funds and derivatives. It took on substantial risks, created secret off-the-books

partnerships and, in effect, cocked the books under the nose of their accountants and
investors,” Dorgan said.

02166

Q1300000000775



Dorgan noted that Lay, Enron's chairman and chief executive, has agreed to festify at a
future hearing. Dorgan also said the committee will invite Skilling, Enron's former chief
executive, and Andrew Fastow, Enron's former chief financial officer, to testify at the
same hearing.

"Was this just bad luck, incompetence and greed, or were there some criminal or ilegal
actions, as has been suggested by the accounting firm that reviewed Enron's books?"
Dorgan said.
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Movem ber 30, 2001
Review & Qutlagk
Investigating Enron

Vau can cut the Schadenfrende with & machete these days s Enron careens toward failure. Like any
fast-risivg, innovative business, the energy trader made snemies, some with a fair grievance and some
not. We hope the inevirable (and nec:ssary) investgations keep in mind the difference.

Enron was a forthright advocate of ¢ ympetition, as every obituary of the past few days has noted. Some
sere the firm's collapse as discrediting the market economics it championed, though the appagite is closer
to the ruth.

i+ strikes us that Enson was partly & +ictim of its own success. 1ts revenues quadrupled n a year, tharks
1o the fillip that California’s roubles provided o the wholesale power market, But profits were up much
less - i, Enran was saming thinne- margine in the energy-trading business it pioneered. The new
ndustry quickly became too compet tive and ranspapent o afford any windfalls, just a5 deregulation
admirers would have predictad.

Enron doss not own U8, power plaris and generally did not seem to make owsized profits on power for
resale in. say, California. But that disn't stop Califorpia's eccentric atomey general, Bill Dockyer, from
Slaming Enren CEQ Ken Lay for that state’s electricity mismanagement. Last summer he 10l a Wall
Syreet Journal reporter that, 1 would love to personally escort Lay to an £x10 cell that he could share
with & 1attooed duds who says, 'Hi rv name is Spike, honey.™ Consider that an unfair grievance

Accounmnag maters are more troubling, The souggle for & century has been to make sure corporate

aers don't pursue their own agendas at the expense of owners. The emergence of special
partnerships, controlled and owned Iy Enren's own senior officers, with which the cempany did some of
ite murkiest deals, would cause even libertariaps to wonder what's been going on, Clearly Mr Lay didnt
fullv understand what former Enron TEOQ Jeffrey Skilling was up to, and shareholders weren't told
either

At the same time, Enron officers hac a large amount of personal wealth tied up in Eoron stock, which
has fallen from $90 te 8] cents. So e mere existence of these partnership deals does not sutomatically
indieate comrupt intent. Oply a detaild invesugation can resolve whether these deals were honestly
mativated. and whether Enton's (ane Arthur Andersen's) interpretation of accounting rules was
defensible. In any case, trial lawyer: will descend o squeszs every penny oul of Enron's rroubles fior
themselves (and for sharshelders or smployees who held Enron stock in their 201 (kjs).

As for the investigations, we hope they wen't be influesced one way or another by long connections
berween Mr. Lay and President Bus!\. Even the hint of special treatment would be 2 political disaster,
especially for an Administration tha promised to clean up after Bill Clinton.

While tradition has been not to mak- crimipal matters out of accounting scandaly, exceplions have ansen
recently. Federal prosecutors in Nev: York have gone after Welter Forbes, who sold his company 10
Cendant, giving rise to what befare Znron was the nation's most costly stock meltdown due 1o bad
accounting San Franeisco proseeut rs recently extractsd quilty pleas from executives of Aurora Foods
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s thair Tearment of mads prom tion expenses for thei portfolio of "arphan” brands as cami]
expenditerss

Enron 1= an opportunity for the Bish team to show it can police similer financial chicanery, if same 15
found Soring the capitalists from the crooks is ene way of protecting eepitalism.
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Dow Jones Nowswires
White House: No Objiction To Congress Probe Of Enron

Diaw fonet Newrwires

WASHIMNGTON — The Bush adrr inistration Friday said it had ne objecticn to calls in Congress 1o
launch hearings inta the collapse « £ Enron and said sueh a move is well within Congress's jungdislion i

providing oversight

“The president understands thar at all times Congress should exercize its proper aversight role and that
ineludes anything, in a case like his._an investization into the collapse of a company.” White Houss
spokesman Ari Fleischer said.

Fleischer said that other parte of e federal government have already launched their own ipvestigations
. and the Treazury Depariment is mnitoring these.

By Alex Keto. Dow Jones News dres, 202-862-0256, Alex Keto@dowjones.com
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Major Business News

1.S. Attorneys Inform Regulators
They Want to Monitol Enron Probe

By MITHAEL SCHRUEDER
&1 Teepormer of THE WaLl STREET JoLn sar

WASHINGTON - Federal prosec ators in Two siates have told the Securities and Exchange Commussion
thar they are interested in maonitor ag te ageacy’s investigation inlo possible gecounting fraud at Enron

Corp , as a pessible precursar 1o a sepafare criminal probe, according to & persan with knowledge af the

siluaiion

Weanwhile, members of Congres: announced new inquirtes inlo the company § activifies,

Enron stock's speslacular plunge Tie pest few weeks has griraeted the interest of officials in New York
and Texas, including the U.5, ato neys affices in Manhartan end Houston, this person said. Spokesmen
fFar the U5 artomeys' offices decl.ned to comment.

In late Dctober, Enron disclosed 1 ar the SEC bad undertaken a formal investigation into the Houslon
energy company's financial dealin s with parinerships headed by 1ts former chief financial officer,
Andrew FastoWw, .

A formal investipation invelves tk= SEC's enfarcement branch going to the five-member commiszion
and obtairing farmal subposna pever (o pursue Iis inquiry, A perscn familiar with the SEC probe said
the agency felt it needed subpoeni power o cempel the release of information by parties that have done
husiness with Enron.

Enron's stock price has collapsed rom aboul 560 a share early in the year to under 51 amid financial
cestaternents due to impreper acce anting and a failed merzer with crosstown rival Diypegy Inc.
Shurehalder and Enron emploves etirement account values have been devastated by the melidown
Criminal authortizs are interssted 1o leam if the SEC finds thar malfeasancs contributed 1o the share-

price declines

In 4 pm. composite mading Thurs iav on the New York S1eck Exchange, Erron was at 36 cents. down
23 cents, ar 41%,

if 1 eriminal probe wers undertaki n, it would be handled by one office, mosily likely in Houston.
Enron's hometawg. But federal prosecutors in Manhartan, who bave expenence in securilies-fraud cases,
could assent jurisdiction because Tnren's stock trades on the New York Swek Exchange.

Early this vear, Enron came under amack from California politicians and regulators for profiting from
spiking energy prices in that stare

One r=ason authorities haven't bej un their own investigarions is the fear thal a eriminal probe might
couse wimyesses “to clam up,” saic the person with knowledge of (he simation. 0 2 2 4 g
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Snron ificials Rave said they are pops7abng £y with the SEC, which has only Bean mvestizacag
Enron fof sbout Bve weals and hant pad snoush Wme 17 asssss passible habiliny of Enran execuives

SEC civil allezetions could lead 10 fnes and sanchions.

SEC Chairman Harvey Pitt, who | as taken some heat for some policies viewed being too soft an
husiness, hae made the Enron investigation a [op oriority 1o show he will be a tough enforcer. In remurks
Thursday to the Consumer Federaion of America, Mr. Pin said promised a theraugh and swift probe of
Enren. The SEC has 2 team of a b li-dozen enforesment stiorneys and accountants working the case.

Gregery Bruch. a foraer SEC enforcement ATOMEY who has Liggated complicaled accounting fraud
investaations, said Enron's invalv sment with parmerships and extensive energy derivatives trading
likely wold take a year for the SEC unravel He said the SEC would have to "cot corners” 1o bring &
case more quickly, meaning the re-zulator would neme fewer defendanis than it might in a broader, more

fime-consuming case.

On Capitol Flill, the House Energ! snd Commerce Comminze said it would investigale Enren's
accounting practices and Senats Commerce Commines announced it would aszess the impact on U5

natural gas and electricity market:

Write 1o Mizhasl Schroeder at mi+e schrocder@ 1-1-_'5j,._|:|:n'r|E

LIBL for this Articke:
Fito (fiRtarscive W) Comyarchivelratr ave <gitid=581 DO7OET2EEE2 5655840 djm

Hyperlinks in this Article:
(1) maifo: mike schroedefZwe).com

Copyrigat £ 1001 Dow Jones & Campany, Inc. All Rights Reserved.
Printing. distribution, and wse of this ¢ aterial is gover ned by vour Sobscripricn Agreement and copyright laws.
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December 2, 2001

Dow Jongs Newswires
Chronology Of Enron Corp.'s History

HOUSTOMN (aAP)—A look ar the b story of Eoron Corp, (ERE]

July 1983 -Houston Mamural Gas merges with InterNorth. a natural gas company based in Omaha, Neb,
1o form the modern-day Enron. an interstats and intrastate catira] pas pipeline company with
approximately 37,000 miles of pif =.

1989 -Enron bepins wading naners | rae eomunodities. Crver the vears, the company becomes the larg=s:
parural ga= mérchant in North Am zrica and the Loited Kingdom,

Jume 1394 -Enrop North America rades jts first electron. Enron goes on to become the largest marketer
af elecmicity in the 1.5,

Aupuet 1997 -Enron announces it first commodity transacton using wiather denvatve products. Emron
goes on 16 markst coal, pulp, pepe . plastics. metals and bandwidth

April 1595 -Enran agrees to pay 3 (00 million over 30 years for the naming rights to Houston's new
ballpark, Enron Field. The Astros 1lso sign 2 30-vear facilities manegement contract Enron Enerey
Services

November 1999 -Enton lounche: nronQOanling, the first global Web-based commeodity mading site.
Decemper 2000 -Erron announce that president and chier operating officer Jeffrey Skilling will take
over 25 chief executive in Februar . Kenneth Lay will remais az chairman, Shares hit 32-week high of
58187 on D, 28,

Angust 2001 -5killing resigns afls r running she company for just six menths; Lay becomes CEQ Auain.

Oictober 16, 2001 -Enron reports : 5638 million third-quarszr oz and discloses 2 $1.2 billion redustion
in shareholder equiy . parthy relar 2 10 perinerships run by chief financial officer Andrew Fastow

Chor. 22, 2001 -Enron scknowledg -2 Securities and Exchange Commission inguiry into a possible
conflict of interest related to the ¢ smpany's dealings with thoze parinerships.

Oct. 24, 2001 -Enron ousts Fastow

Oict. 31. 2001 -Enron announces tie SEC inyuiry has been upgraded 1o a formal invesTigation. Enran
creates special commmes headed v University of Texas law school dean William Pawers o respond Lo
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Nov. 6, 200} -Exrom's moek price dreps below $10 & shers 2fier r2pons tie Snemealiy weuiled snerg

trader was seeking additional finapeig o shore up conlfidense

Wov, §, 2001 -Enren files document: with SEC revising its financial siatemenis for past five yzars 10
account for $386 million in losses.

Nov. 8, 2001 -Dyvnegy Inc (DYN) ar sounces an agreement to buy its muck larger rival Enron for more
than 5§ billion in stock.

Nov. 14, 2001 -Exron announces it iz trying to raise an additjonal $500 millien 1o 51 billion 1 new
private eguity to shore up customer «nd market confidence.

Nav. 19, 2001 -Enron restates its thi d-quarter earmings and diseleses it is rying w restructure a 3650
million chiigation that could come doae Nov. 27,

Nov. 20, 2001 ~Concerns about Enre 2's abiliry 1o wearther its spiraling financial problems send the
eompany’s stock down nearly 23% v its lowest leve] in nearly 10 years. Officials from both Enron and
Dyvnesy say the merger was oot in trouble.

“ov. 21, 2001 -Enron rezches criue § agreement o extend 56%0 million debt payvment .

Mov, 26, 200] -Earan shares fell ane ther 15% as investors cnu’ri,q.u:d to doubt thar the deal will
completed. Shares finish day at 54.01. o

Nav, 28, 200! <Dynegy backs out o deal after Enron's credit rating is downgraded to junk bond sams;
anzlysts sav a bankrapicy filing is li :ely. Enron shares plunge belew 51 amid the beaviest single-day
mading volume ever for a NYSE or Jasdag-hsted stock.

Diec, 2, 2007 -Enron files for Chapter 1] bankiuptey pratection; sues Dynegy for wrongful rermination
of merger,

URL for this Articla:
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December 2, 2001
Dow Jongs Newswires

Enrop Files For Chapter 11 Bankruptcy

HOLU'STON, Dec. 2 /PRNewswire! -- Enron Corp. (NYSE: ENE) anmpunced today thar it along with
certain af its subsidiaries have filed - oluntary petitions for Chapter 11 reorganization with the L5,
Bankruptey Caurt for the Sowthern Fiistriet of Wew Yark. As part of the reorganization process. Enfon
also filed swit aguinet Dynepy Inc. {T YSE: DY™) in the same court, alleging hreach of contraer in
connecton with Dyvnegy's wrongful 2cmination of its proposed merges with Enron and azeking damages
of at lezs: 810 billion. Enran's lawsu 1 alse sseks the court’s declaration thar Dynegy 15 net entitled 10
exércise its oplion 1o acquire 2n Enmno subsidizry that indirectly owas Nerthemn Natural Gas Pipeline.
Proceeds from the lawsuit would ber efit Earon's creditors.

i- & =elated déveoczTeal 4.mel at poaiarvong waloe Lo LT
Gawoh Arasicas wislessls sner .y tracing business, Enron sald
—wgp st L4 Zm oastive digouEEs vazious .eedin
Fiqg=clan inssimunivns =S RT it suzmost for,
sps=zizallTe ARG FEVLTA-ZZe T 22: nrndel b TIEW
cAmaTFRiE FRIuoTuSE - - | < TmaT Imron wouod
poswid E=e Taw CREITY WiTT = ick oliice
ce=anioizies snd tenmoelagy 'm Noris RESTLIAn
'n.'.-_.::.l'!:a;- Tmasdy BuiLnesz, Al Tee @y antiny wWouod
aznouzt faumTIsgal - Eroags AmTsnbnline. k=
ammma—al g et = taTiocr=- Amy gor=b
arzamoase -3 -;r_:::r::'_ 3% =ma 02 253
o sy

In connection with the compary's Clapter 11 filings, Eoron is in actve discussions with leading
financial institusions Tor debtor-in-pr ssession (DIP) financing and expects to complete these discussions
shortly Upon the completion and co art approval of these arrangements. the new fundiag will be
available immediarzlv oo & interim basis to supplement Enfon's existing capital and help the company
fulf1! obligations asseciated with apsratng its business, ineluding its emploves payroll and povments 1o
vendaors far goods and services prov ded on or after today’s filing.

Filings for Chaprter |1 reorganizanon have been made for a 1owal of 14 affiliated enuues. including
Epron Corp: Enron Worth Amenca larp., the company's wholesale epergy rading buminess; Enron
Energy Semviees, the company's reta [ emergy marketing cperations: Enren Transportation Services, the
holding cempany for Enron's pipelir aperations: Enron Broadband Services, the company’s bandwidth
tadine operation; and Enren Metals & Commodity Corp.

Enran-relsted sntities not included i1 the Chapier 11 filing are not affected by the filing. These non-
filing entities includs Northern Natu-al Gas Pipeline, Transwestern Fipeline, Flonda Gas Transmission.
EOTT, Portland General Eleetric an'l numercus cther Enron international entities.

Ta coneerve capital, Ervon will imp ement a comprehensive cost-saving program that will inelude

substantizl worlforce redusrions, Tlese workforce reductions primarily wall atfect the company’s
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Detzils of the units to be affected will be commumicated shorthy

The Dynegy Lawsuit

In its lawspit fled todey in ULS. Bi nkruptey Court in New York, Enron alleges, smaong other things. that
Dvnegy breached its Merger Agre: ment with Enron by terminaticg the agresment when it had ne
conmsemal ight to de so; and tha: Dyvpegy has no neht to sxercis2 its option 1o aequire die eminy tha
indirectly owns the Northern Nanw al Gas pipzline because that cption can oniy be wiggered by 2 valid
rerpinetion of the Merger Agreem ot

The Chapter 1] Filings

In conjunction with teday’s petitiar s for Chapter 11 reorganization. Enson will ask the Bankmupiev Cour
o consider a vansn of “first day relions” 10 support 6 employes:, vepdor:, Tading counrerpartics,
custamers end other comstituznts. ~heze inslude metons seeling court parmisdion id CONMRUe pavmenls
for employec paytoll and health be mef1s obtnin tniesim fnancing audionny and mainooin cesh
manaremenl programy; and rerain iegal, financial and other professionals to support the company’s
reoroanization actions [n aoccordance with applicable law and court arders. véndors and suppliers who
provided goods or semvices to Enre n Corp. or the subsidienies thar have filed for Chapier 11 protection
hefare today's filing may have pre petition elaims, which wiil be frozen pending count authonzation of
pavment or consimmation of a pl: 0 of reerzamzadon,

Toe Whnlesale Epergy Trading Business

i
The disevssions currently underws v with vanious leading financzial institutions are aimed 41 obtaining
credit support for, recapitalizing a od revnaliziny Enron's North Armencan wholesale enzray rading -
operaibons under a pew cwnership structure in which Enron would cantinue 1o have a sizmifican: '
ownership mierest

*IT thess discussions ars successiyy they could result in the creaton of a new rading entity with a sroap
and unencumberad balance sheet, -he indusory's finest trading team, and its leading technology platform.
all backed by one or more of the + orld's leading financial instmnens * said Grez Whalley. Enron
presiden: and chiel operating offic 2. "We understand that it may take time for counterparties o 12sume
normoal wading levels with s emay, but we age candident that this busmess can be pot back on a 2olid
fooring. Obviously, our potendal | armers share our confidence or they would not be a1 the whle with us.
YWe intznd 1o take st=ps to retnin @ nplovess who are key o the furers success of our whalesale enepsy
rading businsss and to regain the support and confidence of it vading counterpamizs.” B

Comment by Ken Lay 02254

“From an operavional standpoint, -ur epecgy businesses-including our pipelines and unhitez-ars
conducting normal operations anc will continue 1o do se, © said Kenneth L. Lay, chairman and CEO of
Enron. "While uncertainty during the past few weeks has severely impacted the market's confidence in
Enron and iis rading aperations. “ve are taking th= steps announced today 1w help preserve capiial,
stabilize our businesses, restors e confidence of our tading counterparties. end enhance our abilty o
pay our crediters.” Enron's prineijsa] legal advisor with regard 1o the proposzd merger with Dynegy,
Enron's Chapter 11 fkogs. the Tk negy lawsoet, and relared matters is Weil, Gotshal & Manyes LLP
Erron's principal financial adviso - with regard to its financial resmucruring is The Blackstone Croup
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Forward-lookine Siatzments

Tiic press reicass cORizing statements that ars forward-logling within the meaning of Seatop 2TA of
g=oritizs Azt of 1933 and Sect on 31E of the Securities Exchange Actof 193=invesions are
cgunon 2 thar any such {orward-lo king statements are not guarassees of fulurs performance and thn

geruz! resuls could differ matesall az a vesult of known and wnknown nsks and unesrzintes,
ineluding: varous regulamory 1ssue: "-.- ouiese2 of the Cheprer 11 ;mr.css the guicomae oi i
diszvssions rafamad to ahove, gene il stonamis condidons, funire Teads, and ather risks, Lhoenistivs
and Testars disciossd in the '_:.u:.—.:-a &'z most recenl tepests on Dommd DORKL 100 and 8-F Gied wet g
Sagsties ¢af Exchanye Comenisiin. SOURCE Eorsn Corp

CONTACT Mask Palmer, —1-T12 B222T28, or Karen Denne, =227 158350727 bok of Enron
W site hmps woww zprom.com

(ENE DYN)

SEW YORE -- Enron Corp. {ENE  amnounced Sunday that if and s0m= of 118 subsidiaries nave iil=d
vplunlars pelitions for E"“" er 11 reorganization with the U5 Bankruptcy Court for the Southern
Districs ef Wew York,

The compazy sad that 1 had alse T ied swit against Dvnegy Inc. (DY) ia the same court. alleging
breach of contzact in connzenan wi h Dynagy's wrangful remmunanon of it proposad merger with Enren
and seking damages of at leam 310 billion.

Enron's lawsuit alse s=zks the court 5 daclaration that Dvnegy 1s not sputed to eXercise 118 oplon to
ACQUITE an Shren subs_d:ar}' tha incirecty owms Northern Wanaral Gas Pipeline.

Eron sand the procesds from the le-vswt would benetit o creditors

Enron said that it 15 m "scuve discy ssions” with ficancial institutiors to recapitalize and provids credis
suppart for 1ts hah Amerncan =ne gy Tading business under o new awnesship structure.

Enron said in a staternen: thet "1t 15 mitcipated” that the company would provide the new entioe with
waders, back office capailities and technology. The new entity would conduet counterperty Tansaciions
through EnronOnline, the company s existing energy mading platform. Any such arransement would be
subject to the approval of the Bank uptey Couwrt, Enron said in the statement.

To conserve capital, Enron will impiement a comprehensive cost-saving program that will include
substanual workfores reductions.

These cuts will prirarily affect the zompany’s operations in Houston. where Enren currently emplovs
approximarely 7300 people )
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£ imeluding Enren Corp.: Enran Nerk
Ameses Lerp., the company's whol: salz energy Tading businzss; Znron Energy Semvices. the retall

enersy matiaung business, Envon T engpociaiies Servizes, the holding company for Exson's nipeline
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The company said ther 2thevgk Tun emtaint dumng the pasi few weeks bas severely impeci=d the
iin " Ervon imiands 10 “heln preserve capinl,

B

» ; f o in 4 : : - " .

margel’s Joniicenes i ontan gnd s :dE_'.i:; STENAUans,
2 -~

T OIilgeneT of our zading caunicrpartics. and snhancs our abilio i

grabiiize awr BUSISssies, Teslore th
PEY QU onEcHOrs.”

In cornpecton Wit Srrow's Shapter 1 ilimgs, the company i3 ik Mactive discessiows with leading
] mutiens” for debior-in-) ssesiion fnapsing and sxpects 10 complets these Siscussions

Lpon the zomplenion and court 2zprn val of these arrangements. the new funding will be availablz
Lmmedisely on A% Imenim basis 1o s pplement Enren's existing capin! and help fulfill sbligations

—

including pavrell and pavments to v qdors. Enron said,

Enren will ask the bankruptey court o consider 3 variet of “first dav mations” to SUPpOTT i emplovess,
vzndors, mading counierparties, cust :mers apd oiber constituents. These include motions seeking
peroussion io continue payments for zmployes pavroll and health benefits: ablsin inferim financing
authoniy and mainmain cash manage: oent programs; and retaim legal. financial and other prafedsionals

The cormpuny said its lepal adviser fr the lawseit and preposed merger with Dvoery and Enron's
Chaprer 11 filing is Weil Gotshal & vlanges LLP. Enron's principal (nancizl adviser for its financial
resrusnuning 158 The Biacksions Gron p.

Enron, which bopes to Eave a "signi-icant ewnership inler=31" in the propased new entity that owes i
North Amernican wholzsale snergy widing operations, said "we understand that it may take time for
counterparties o resume normel racing levels with this entiry, but we are confident that this business
can be put back on a salid footing, "

Dynegy terminated its plan 1o acquive Enton on Wednesday efier cradit-rating agencies downzraded a
mejer portion of Enron's debt 1o "juw k" status Enron's energy rading sround slmost to a helt because
Trading pariners became worried abe ut Enron's fmances

Bankers invelved in Enron's resouct aring diseussions sstimare thar labiliti=s tota! 540 billiog, including
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November 29, 2001
Major Besingss Mews

Enron CEQ's Political Connections
Run Silent During Conipany's Crisis

By BOw DAvVIS
Sl Reporter of THE Wall STREET JOUR 184

For years, Enron Corp. Chairman (leoneth Lay has been Georpe W. Bush's best friend in the board
rooms of America's top corpargtions,

Since 1993, Mr. Lay and Enron ha ¢ donated pearly 52 million to Mr. Bush's political career, making
them Mr. Bush's bigges: backers. Vhen Mr. Bush was Texas governor, Mr. Lay, a Houston resident,
helped him win passage of & stare education-reform plan that brought Mr. Bush national acelzim. During
that fight, Mr, Lay got to know aid -5 who became power players in the Bush White House,

Mz, Lay was confident enough of lis friepdship with Mr. Bush that he even needled him for needing
arthroscopic surgery (o Tepair a jogging injury. "I want you to know that &t least one jogger [me] got past
50 without that surgery,” Mr. Lay scribbled in 2 note to then governer in 1957

Still, as Enron faces its greatest cri is, Mr. Lay's influence and personal relationships with the
administration have amounied o li tle. There appears to be no affort by the White House or Congresz to
kail Enron out of 115 difficulties, widch are widely seen as self-inflicted. The White House had no
comment on Mr. Lay's predicamen:, a spokeswoman said. lndeed, short of an aetuel bailout o help
Enron meet its abligations - such :5 an aid package approved by Congress or organized by government
officials from private sources, simu'ar to the rescue of the Long Term Capital Management hedge fund --
there 1z little Washington can do at this stage to help the company. Nor is there likely to be a bailout,
gince Frron has burned many bridi-es on Capitel Hill with its history of strong-arm lobbving tactics,
some congressional aides say.

"Sea more coverage
ol the risa and fall of

Enran

| That m: ¥ reassure a cynical public, says Robert Mosbacher, Commerce
Secrety v in the first Bush administration and a longtume friend of the cument
presider-t as well as Mr. Lay "I don't see anybody being |zt off the hook." he
said

ar, Meskbacher says he introduced Mr. Lay to the Bush family around 1987 when he persusded Mr

Lay to help raise money for Georg: H.W. Bush's successful presidential bid in 1988, Mr. Lay
contrituted £461,000 1o the young 't Mr. Bush's twio successful pubernatorial campaigns, He also made
Enron's fieet of corporate j=ts avaiable 1o Mr. Bush and won his help in lobbying oificials in other states
considering Enron projects.

His influsnce watk then-Gov. Bust, was based on mors than meney. Mr. Lav was one of the staie's
leading business executives and de:ply invelved in Texas politics. Under Mr. Bush's predecessor,
Democrat Ann Richards, Mr. Lay headed the Governor's Business Council, 2 stete advisory board. Mr.
Bush asked him to stay on the job |0 help develop an educational reform plan and sell it to the Texas
Legislature, |

| 02258
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[n thar sapazity. M. Lay becarme clo i w0 s2varal Bush aides. mcluding pelitizal gurs Kar! Rove and
commuwtications adviser Karen Hug! =5, who have miken positions al the White House. He alse got w
know another leading Texas busines man: Dick Cheney, then CEQ of Dallas oil concern Halliburton
Ca., who would become Mr. Bush's sick for vice president.

Against this backdrop. Mr. Lay was aidely considersd a top candidats for Treasury Secretary in the
younger Bush's administraion, Ultin ately though, he was disqualified, Bush insiders say, as 1oo closely
idenrified with Mr. Bush, Mr. Chener and others who worked in the Texas energy business for an
administration thar wanted 1o show | wasn't in the pocket of bag ol companes.

Early o Mr. Lay had unrivaled acciss to the administration. When the president's advisers debated &
new coergy pelicy in the spring, Mr. Lay was the anly energy executive w be invited for a cne-cn-one
session with Mr. Cheney, who led th effor. Mr. Lay also worked with Mr. Rove and others 1o
successfully push for appotntmenis 1. the Federal Energy Repulatery Commission, which oversees

rauch of Enron's business.

As Enron's problems multiphed and (s fortunes plommeted, bowever, the White House was silent
During a several-hour long interview in the spring, Mr. Lay mused that his Bush connections could
boomerang someday. It could hurt, ‘Tom the standpoint that, at some point, they lean i the other
directon 1o make sure they don't fac - erlticism,” he said.

Write to Bob Davis at hob davigEw si.com®

LURL for this &ricle:
Kip: vinteractive wsl comdarchveratney - ogi Aid=SR 10068 TTET 2R 10RVE0 djm

=
Hyperlinks in this Article: -

{1) nitp:Mimteractive, ws) comipages/en: npage . htm
121 mailto: bob davisEws| com

Capyright & 20K [ Daw Jones & Company. Ine. A0 Rights Reservod.
Printing, distribation, and use of this mat :rial is governed by »owr Subscription Agreement and copyright laws,

Far information Alk0et sebseribiag, goio 11-1'[!-'"-"H"ij-|:m

02259

hittp: “ioreraetve wsj.com‘archivere sieve cgitid=SB100658T787276109720.dim&emplatc=,.. 11730701

1300000000868



12:08/01 15:4% FAX 201 648 5199 o &018-023

Wilcom i Page 2 oi 2

Enron officie:s pave said thay are -poperacng fully with the 320, whick haz oalyv bess ivestipasing
Enron for abour five weeks and ham't had snough time w assess possible lobiliny of Enren executives
SEC civil allegations could lead 1 fines and samctians.

SEC Chairman Harvey Pint, whe Las aken seme heat for some policies viewsd beilng oo seft en
business, has made the Exrop invesigation a top priaricy o show he will be a tough enforcer, In remarks
Thursday 1o the Consumer Federaion of America, Mr. Pit said promised a thorough and swift probe of
Enren. The SEC has 2 team of a b If-dozen enforcement aitorneys and sceountants working the case

Gregory Bruch. a former SEC enfl reement atomey who has i gared complicated accounting fraud
investigations, said Enron's involv :ment with parmerships and extensive energy derivatives tading
likely would take a year for the SEC unravel, He said the SEC would have to "eut comers” 1o bnng &
case more quickly, meaning the rezulator would name fewer defendants than it might in a broader, more

time-consuming case.

On Capitel Hill, the House Energr and Commerce Commuittee saud it would investigate Enron's
accounting practices and Senate C ymmerce Committes announced it would assess the impact on 7§
natural gas and electricity market:

Write to Michael Schroeder at mice.schroeder@ws) com?
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December 2, 2001
Dow Jones Nowswires
Chronology Of Enron Corp.'s History

HOUSTON (AP)-=A look at the b story of Enron Corp. (ENED:

July 1984 -Heuston Mamral Gas pierges with InterNorth, a namral gas company based in Omaha Neb.,
o form the modem-day Enron, an ipterstate and intrastate nanera| gas pipeline company with
approximatcly 37,000 miles of pipe.

1989 -Fnron begins mading nater? | mas commodities. Ower the years, the company becomes the larges:
natural gas rerchant in Norh Am srica and the United Kingdom,

June 1992 -Enron Morth Americe rades its first =lectron. Enron goes on 10 become the largest mark=ter
of elecmicity in the U5

August 1997 -Enron announces it first commeodiry transacnoz usmng weather denvative products. Enron
goes on To markst coal. pulp, pepe r. plastics. metals and bandwidth.

April 1999 -Enron agrees to pay 3 100 million over 30 years figr the naming rights 1o Houston's new
balipark, Enron Field The Astros ilzo sign 2 30-year facilines management contract Enron Energy .

Hervices

November 1999 -Enron launches ZnronOnline, the first glebal Web-based commodity trading site
December 2000 -Enron amnounce that president and chief operating officer Jeffrey Skilling will rake

aver as chief executive in Februar -, Kenneth Lay will remain as chawrman. Shares hit 32-week high of
58487 on Dec, 28,

August 2001 -Skilling resigns afls - running the company for just six months; Lay becomes CED again.

Ocraber 18, 2001 -Enron reports ¢ 5638 miliion third-guarter loss and discloses a $1.2 billion reduction
in shareholder eguity, partly relat 4 1o parinershops run by chief financial officer Andrew Fastow.

QOcr. 22,2001 -Enron acknowlede +s Securnties and Exchange Commission inguiry into a possible
conflier of interest related to the ¢ smpany’'s dealings with those parinerships.

D, 24, 2001 -Enron ouwsts Fastov:,

Oct. 31, 2001 -Enron announces tie SEC imguary has been upgraded 1o a formal 1nvestigation. Enron
creaics spesial commities headed oy University of Texas law schoel dean William Powers 1o respond to

02261
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wav, B 2007 -Eaoran's stock price 2reps Delow 510 a shers efier reports the fnanelally wrowsled soerz
Tadsr was secking .u.:-dJ._-c-.m finenci1p to shore up confidence.

Nov. E. 2001 -Enron files document with SEC revising its financial statemems for past five years 1o
account for $386 million in lesses.

Mav, 9, 2001 -Dyvneay Inc.(DYN) ar pounces an agreement 1o buy s much larger rival Enron for more
than 58 billion in stock

Mav, 14, 2001 -Enron announces it i3 Tying to misc an additonal £300 millien e §1 billion in pew
private equity to shore up customer i od market confidence.

Waov. 19, 2001 -Enron restates its thi d-quarter sarmings and discloses it is wying w restructure 2 $£50
mmillion obligation that could come d & Nav, 27

Mav. 20, 2001 -Concerns about Enre a's ability to weather its spiraling financial problems send the
company’s stock down nearly 23% v its lowest level in nearly 10 years. Oflicials from both Enron and
Dvynegy say the merger wis oot in truble.

“Nov, 71, 2001 -Enron reaches crities | agreement o extend 5690 mullion debt payment.

Now. 26, 2001 -Enron shares [all ancther 15% as investors contimed to daubkt that the deal will
c:umpl-:t:-:[ Shares finish day at 54.01. .

Boow. 28, 2001 -Ihvnegy backs out o deal after Earon’s credit raning iz dewngraded w junk bood farus;
enalysis sav a bankyuptey filing is i :2ly. Enron shares plunge below 51 amid the heaviest single-day
rrading volume ever for 2 WYSE or Jesdag-listed stock.

Dz, 2, 2001 -Ergon files for Chapti ¢ 11 bankaptey protection; sues Dvnegy for wrongful terminaticn
of merger. .
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December 2, 2001
Daw Jonas Newswires
Enron Files For Chapter 11 Bankruptcy

HOLSTON, Dee. 2 /PRNswswire/ - Enren Corp. [NYSE: ENE] arnounced todsy that it alang with
e=rmain of its subsidiaries have filed - oluntary petitions for Chapter 11 recrganization with the L5
Bankmupicy Court for the Southern Liswiet of New York, As par of the recrganization process. Enron
alse filed suil against Dvoegy Loe. (M YSE: DYWN) in the same conrt, alleping breach of contraet in
carmection with Dvnegy's wrongful crmination of its proposed merger with Earan and seelang damages
af 2t [east §10 billion. Enron's lawsu t alse sesks the court's declaration that Dyvnegy 15 net enutled 1o
=xercise jts option to acguwre an Earcn subsidiary that indirectly owns Northermn Narural Gas Pipeline
Praceeds from the lawsuit would ber efit Enron's ereditors.

1= a celates devalscmenl 5 . med At HoSSeTULRY valo= 1o los
Vawtlh Amasicosd WECLWES.E ener ¥ ErasS=ng Eusin=ss, EnDon Sa.d
—maw iT i5 inm asepiye gHigpocEiocas with warliovs lesding
simamcisl ImETiTotion: SE ITE LIS STecit suppest I

sa=zmiTRIiEE STE TEWLTaLiZe .21 Businezi utden 3 new
:h_&}EE:; Zooussuse, -1 L3 anTleipased thet Enoohn o would
oo=vifs bmg mmpw BATICY Wizo tTredess, Lack allicoe
=z ifamlag and Techasissy foon Inoon's Norsh AmecliZan
wWezl3sala EhAZTY Susinsss, an | thaT the naw antity wauls
mCgroaTTY LTACEZ&CS .SnE Snsewdh Inrsnonline, the -
izzing anarav mreting mlazisms. Ry ogion
arzan qulE == guRipot o C¥ approvac. =2 Toe 02263
Earkrooocoi C2LIT

In connesction with the company's Cl apter 11 filings, Enron is in acgve discussions with leading
finaneial institumons for debtor-in-p ssession (DIP) imancing and expects 1o complete these discussions
shortly. Upon the compléetion and cc ut approval of these arrangements. the new funding will be
available immedianz]ly o3 an interim basis to supplement Enroa’s existing eapial and help the company
fulfill abligations associated with op»rating its business, including its emploves parToll and peyments W
vendors for goods and services prov ded on or after today's Ghog,

Filings for Chaprer |1 reorganizatior have been mads for a total of 14 affihaed enutes, mcluding
Errar Corp.; Enton North America Zorp., the company's wholesale energy rading business; Enron
Energy Senaces, the company's reta | energy marketing operations: Eoron Transpaortation Services, the
holding cempany for Enran’s pipelir = operations; Enron Broadband Services, the company's bandwidth
rrading operation; and Enron Metals & Commedity Corp.

Enron-related =atities not inchuded 1.1 the Chaprer 11 filing are not affected by the filing. These non-
filing =ntites includc Northern Narusal Gas Pipeline, Transwestern Pipehine, Flanda Gas Transmission.
EQOTT, Partland General Electric an|! pumerous other Enron international entities.

]

i
Ta censcsve capital, Enron will imp ement a comprehensive cost-saving program that will include
substantial workforce reductions. Tlese workforce reductons primanly will affest the eompany’s
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operstions in Housten, whe = En00 . purrantly smplovs azoroximately 750 necpie. In addRion. the
company will coninue its aceelera =d program to divest or Wind JdowT non-cors assRts and DSIET0S

Details of the units io be affected will be communicated shortly.

The Dyregy Lawsuit

Ir its lawsuit filed todzy in U.S. B: akruptey Court in New York, Enron alleges, among other things, that
Dvnegv breached jts Merger Agre: ment with Enron by terminaticg the agreement when it had no
contrzctual night to da so; and tha: Jynezy has no right to exercize its oprion o acquire the entity thr
indire.tly owns the MNarthern Nanu 2l Gas pipzline because that cption can only be tiggerad by 2 vahid
terminaton of the Merger Agream oo

The Chapter 11 Filings

In copjunction with today’s petirian s for Chapter 11 reorganization, Enron will ask the Bankrupiey Court
1o comsider 3 varistv of “first day riotions” to support its employees, vendors. rading counterparm.cs,
evsromers and other constinuents. ~ hese include motions seeking court permission (o CONlnUS Py MEnt
for zmployes payroll end health be nzlits; obtain interim findneing autherity and mantain cash
menacement programs, and retain isgal, financial and other professionals o support the company's
reorzanization actions. Tn accordar.ce with apphicable law and court orders. vendors and suppliers who
provided goods or servicss to Enren Corp. or the subsidiaries that have filed Tor Chapter 11 protection

__ before today’s filing may have pre petition claims, which will be frozen pending court authonzation of
pavment or consummation of a plin of reorpanization

The Wheolesale Eneray Trading Bisiness

The disenssions currently underw: ¥ with various |lzading financial institutions are aimed &t obtawming
credit support fer, reeapitalizing 4 o revitalizng Enron's North American wholesale energy rading
pperations under # new ownerzhip girecture in which Enron would continue 1o have a sigmicant
owhership intersst

"I these discussions are muccesshi |, they could result in the creation of a new rading ennry with a surong
end unencumbered baiance sheet, he industry's finest rading team, and its leading technelogy platform,
all backed by ane or more of the vorld's leading finarcial insttutions.” #aid Greg Whalley. Enron
president and chief opeating officer. "Ws understand thar it may teke time for counterparti=s (o reswme
normal rading levels with this ent oy, but we are confident that this business can be put back on 2 solid
footing. Obviously, our potsntial | armers share our confidence or they would not be ar the 1able with vs
We intend to take steps to retain @ nployees who are key To the future success of our wholesale eneray
wading businsss and 1o regain the support and confidence of 118 trading counterparties.” ;

Comment by Ken Lay 0 2 2 6 4

“From an eperztional standpoint, -ur energy businessez-including our pipelines and unlites-are
conduecting normal operations anc will continue 1o de s0, " said Kengeth L. Lay, chairman and CED of
Enron “While uncertainty during the past few wesks has severely impacted the market's confidence in
Enron and its trading operations, ve are taking the steps announced today to help preserve capital,
gtabilizs aur Businesses, restore the cenfidence of our mading counterparties, and enhance our ability to
pay our creditors " Enron's princijal legal advisor with regard to the propossd merger with Dynezy,
Enron's Chapter 11 filings. the Dyvoegy lawsuit, and refated matters is Wel, Gotshal & Manges LLP.
Epron's principal financial adviso - with regard To i1s financial restructurng 15 The Blackstone Group
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Enron Corp, markets clecrriciny anc nameral pas, delivers snergy and other physica! commaodities, and
provides Anancizl and nsk manage seni services 1o custemers arcund te world Eoron’s Imeme:
address 15 st EDran. cam

Forward-locking Statements

==

the Seocoides Astof 1933 and Sect on 21 F of the Securities Exchanze Aot of 1932, [ovesiors are
cention .2 thar any such forward-loi king statzmants are nol guacini=es of fulure performanse and o

actual results could differ marerall 23 a resul: of known and unknown nsks and uncerTiinnes,

including: various pegulaiory issues: | the outcome of the Chapter 11 process, the cutcome af the
dizpussions rafe=ed 1o showve, Fene 3] ceonamie condidons, futurs trands, and othar ks, wncertaimtes

ey =

This press p=leass copiaips statzmes s that are forward-looking within the meaning of Secton 274 of

and Tastars diselosad in the Compa o' mosl Jesen! reperis on Forms LK. 100 and 8-X Hied wr i
Seci=ties and Exchange Commiszian SOURCE Enran Corp
CONTACT Moask Palmjar. —1-7153-835-4728 or Karen Deans, =71 30539737, hoth of Exron

Wb site: hirp:"waw erron com

[EWE DY)

EW YORE -- Enren Corp. (ENZ announced Sunday that it and zome of 1t subsidiarizs have filed
voluntary petitions for Chapier 11 1:organizalion with the U5 Banksuptey Court for the Southern
District of New York.

The compary smid thar it had alse T ied sw agamst Dvnegy Ine, (DYN) in the same court, alleging *
breach of contracl in conn=ction wi h Dynzgy's wrongful rermination of its proposed merger widh Earen :

and sezking damazes of ar leas 510 Wallion,

Enron's lewsuit also s22k2 the cour 3 declaraton et DvneZy s not sotitlsd to exerciss its ophon
arquire an Enren subsidiary that i irectly owns Northern Natural Gas Pipeline.

Enron said the proceeds fiom the l2-wsuit would benefit it creditors.

Enron seid thal if is m “scive discu isions” with financial institutions 1o recapitalize and provide credit

suppart for its Morth American ene v trading business under 2 new ownership structure.

Enron said in a statemen that "i1 15 alicipated” that the company would provide the new entity with

traders, back office capabilities and technology. The new entity would conduet counterparty ransactions .
through EnrenOnline, the company 5 extsming energy trading platform. Any such arrangement would he

gubject o the approval of the Bank-uptey Court, Eoron szid in the statement.

T'o conserve capital, Enron will implement a comprehensive cost-saving program that will include
substanuin] workforee reductions, -

These cuts will pnmarnly affect the :ompany's operations in Houson, where Enron currently employs

approximately 7300 people.
02265
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Dezzails ol the units 1o be affected wil- be commumicatad shortly, the company said i its statament.

Enron said Chepler 11 filings were 0 ade for 13 affiliated eptities, including Enron Corp.; Ergen Nerh
America Corp., the company's wholt sale snergy wading business: Enron Energy Services, the rerzil
energy marksting business, Enron T: ansperiation Services, the helding company for Enren's pipeline
aperadons: Enren Broadband Servie = 2 handwidth trading epe=arion. and Enron Metals & Commeodity

Corp.

Eareo-related =ntites not included i+ the bankruptey filing are not affested by the Gling, Enron said.
Thes=: noc-filing envities (nelude Norhern Nanural Gas Pipeline. Transwestemn Pipzline, Florida Gas
Transmission, EQOTT, Portland Geas-al Elesris and numerous other Earun international entities.

Error 322 thar "from an sperational standpoint our energy businesses-including our pipelines and
uCiiitief-arg cofduening mormal aper: dons and will continge o do <0.”

The company said that slthough "un erainty during the past few weeks bas seversly impecied the
marked's cenfidener (o Enron and 165 Tading operations,” Enron imtends to "help preserve capizz),
stahilize our businesscs. restarz the ¢ ynfidence of our rading counterparties, and cnhance our abiliny 1o
pav our srediters.”

In cozaection wath Eprosy's Chaprer 1 lilings, the company i3 in “sctive discussions with leading
Pnancial wsitutiens” jor debror-1o-f sssession financing and =xpecis to complet= these diseussions

shortly.

Lipon the templetion and court appr val of these arrangements, the new funding will be available
immeciztely on an Interim basis to s \pplement Eoron's existing capital and help fulfill ebligations
including payroll and payments o v: ndors, Enron said.

Enron will a2k the bankruptey court o copsider & variety of "first day motions" 1o suppaort its emplovees.
vendars, rading counierparties. cust mers and other constituents, Thess include motions seeking
Permission 1o continue payments for employee pevroll and health benefits: obtain intenm financing
authoricy and malnten cach manage aent programs; end retain legal, Snancial and other professionals,

The company said its lepal adviser fior the lawsuit and proposed merger with Dypegy and Enron's
Chapaer 11 filing is Weil Gotshal & Manges LLP. Enron's principal financial adviser for its financial
restrucnuring i3 The Blackstone Grov p.

Enron, which hopes to have a "signi-icant ownership interest” in the proposed new entity thai owns its
Nerh American wholesale energy mading opeiations, said "we understand that it may take time for
counterparties to resume normal tracing levels with this entity, but we are confident that this husiness
can be put back on a solid footing,

Dynegy terminated its plan to acguit: Enron an Wednesday after credit-rating agencies downgraded a

major partion of Earon's debl to "ju k* stanzs. Enton's enerzy trading ground almest to a halt because
trading partners became worried abe ut Enren's finances.

Bankers involved in Enron's restruct ring discussions estimare that lizbilities tota) S40 billion, including

| 02266
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Garhmhl Morman —

Fram: Hickoloff, Pater
Sant: Thursday, Dacember 27, 2001 410 PM
Ta: Carketon, Morman; “Alexander M. Brill [E-mad); cdow@cftc gov', Nowvay, Michael, Hammer,

“iva; Eichner, Matthew; Gabdondo, Jese: Sulton, Gary, Ellett, Martha, Schaultheiss, Heidilynne:
‘Amy Mischell (E-mail}; "Annette Nazareth (E-mail); 'Befsnda Blaine (E-mall}; ‘Bob Colby (E-
mad)’; "David Wall; Diane Virzera', Eichner, Matthew, 'Elizabeth Fox (E-mail}'; 'Eric Hirschhomn
(E-mail), Hammer, Viva; 'John Poliss (E-mail}; "Joyce Hansen’; Kalhrym Dick (E-mail)’; "Kurt
Wilhelrm (E-mad)’; "Lor Sanatamorena {E-mail). ‘Migwsl Browna', Movey, Michael, "Pat
Parkinson (E-mad); Pat While'; 'k._philippa_malmgreniZopd. eop.gov’,

‘dombalagano@sec.goy’
Ce: Rosebaora, Bran; Bisberger, Timalhy, Gross, Jared, Stokes, Veronica; Barbour, Gaylen;
Smith, Amy; Holahan, Belsy, Wiedman, Mark; Bair, Shells; Bratdshaw, Tama
Subject: Joind Report on Retail Swaps
- FIMAL 3

The tranamittal letters were sionsd and dated westerdsy, Depsmber 26, 2001,
Theyv were delivered, along with the report, to the offices of the Speaker and the
Pregident of the Senate this aftemocn. Additional copies of the report will be forwarded
to merbers and selected staff of the House Financial Services Committee and the Senate
Banking Committes later today and tomorrow.

We will put copies for vour agencies in the mail tomorrow. In the meantime, the report
(zane sigratures) is available today on Treasury's website at

http: / fwww. treas, gov/oress/today. htm,  Later it should be available at

htto: f fwww. treas, oo/ oress /releases/0lreport . hitm. . Aleo, I have attached a oopy of the

report te this message.

Thanks to all of you for your work on this report.
Happe Mew Year,

ﬁgeigem-;fmmﬁal Finance Policy Analysis

(1.8, Department of the Treasury
Room S011 MT

Washingten, D.C. 20220

k. 202/622-1692
E. 202/E22-0374
g. peter.mickoloffaco. treas., oov
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Carleton, Norman

Framm: Mickoloff, Paeter

Sent: Tuesday, Decambser 04, 2001 12:02 PM

To: Carleton, Marman; Schultheiss, Heidihmne
Subjest: Some EnrenOnline stories from Intermeteesk. com

in no particular order. ..
Friday, November 30, 2001, 5:52 PM ET.

UPDATE: EnronOnline Still Trading

By Jade Boyd

While a bankruptcy filing by troubled energy trader Enron Corp. is widely expected, the company
says it continues 1o trade more than 400 products at its online trading exchange, EnronCnline.

An Enron spokesman said Enron traders are still actively making trades via EnronOnline in 472
products. Most trades are in core energy products like natural gas and electricity, but Enron also
continues to trade paper and forest products, said company spokesman Enc Thode.

Enron averaged about 5,000 trades per day on its site prior to November, The company conducted
about 1,000 trades Thursday, when only 62 products were sold online, Thode said.

Analysts say traders from other companies aren't establishing new positions with Enron, so virtually
all of Enron's current trade volume represents trades by people who are closing out existing positions
to limit exposure to Enron.

Since Enron did a huge volume of trade online — about $800 billion since EnranOnlineg went live in
MNovember 1989 -- it may take weeks for trading to wind down completely, said Pater Fusaro,
president of the energy consulting firm Global Change Associates.

The bigger question is how long Enren can finance its trading operation. Fusaro said a bankruptcy
filing might make it easier for Enron to raise the cash it needs to fund trading operations, but thal
won't restore trader confidence in the company

Since Enron is a party to every trade on its site, either as buyer or seller, it's vital that trading pariners
have confidence in Enron's ability to stand behind the deals it makes. Analysts say that confidence is
lacking, and an infusion of cash won't be enough to restore it.

Lo o 22

Wednesday, November 28, 2004, 4:15 PM ET.

UPDATE: Enron-Dynegy Deal Collapses; EnronOnline
Temporarily Halts Trading

By Jade Boyd

Dynegy Inc. has cancelled its proposed $8 billion marger offer for fellow energy trader Enron Corp,
Trading on Enron's pioneering exchange, EnronOnling, was halted temporarily today in response to
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the news,

The future of Enron is now in gquestion as credit-rating agencies today downgraded the company's
bonds to junk status, triggenng the payment of more than $3 billion in outstanding debis

Enron spokesman Eric Thode said all trading was halted on EnronOnline this morning in the wake of
the Dynegy announcement, but trading of core energy products, such as natural gas, resumed this
afternoon. At no time was telephone trading suspended, he said.

Enron's online business model is different from most independant exchanges, which link buyers and
sellers. Enron is a party to all transactions at its site, acting as either the buyer or seller. Enron makes

its profits by buying low and selling high, and employs an army of analysts to compile information that
could affect future prices on natural gas, electricity and the 1,500 other commodities it trades onlina.

Thode declined to comment on reports this week that Enron traders were working to help valued
customers by brokering deals between buyers and sellers.

"“We're still in the market, and we're still conducting transactions that make commercial sense,” said
Thode.

Even before halting trading today, activity on Enron's Web-basad exchange, EnronOnline, has
reportedly fallen steeply in recent weeks as trading partners abandon the site in favor of deals with
more stable firms. Dynegy and a number of other energy traders do business online, but none in
volumes approaching EnronOnline, which picneered the field and once saw trade volumes in excess
of $4 billion per day.

Enron's Thode, however, said that trade volumes on EnronOnline have not declined signficantly in
recent weeks,

Over the past 30 days, the site has averaged about 5 300 trades per day, with a total value of $2.7
billion, Thode said, That's well within the average volumes sean on the site during any 30-day period
this year, Thode said.

The New York Stock Exchange halted trading of Enron shares ahead of the Dynegy announcement,
but Enron's stock had already lost $2.95, or 71.3 percent of its value on rumors of the dissolution.
Trading was halted at $1.18. Enron's stock traded at mare than $80 last August

Dynegy cancelled the deal citing "breaches of representations, warranties, covenants and
agreaments in the merger agreemant.”

Dynegy had sought to renegotiate the lerms of the merger after Enron’s stock price continued to
plummet in the wake of the Nov. § marger announcamaeant.

Dynegy's announcement came as Standard & Poor's, Moody's Investors Service and Fitch, Inc.
downgraded Enron's long-term debt to below investment-grade status. The loss of investment-grade
credit means that more than £3 billion in debts to off-balance sheet partnerships are due
immediately.

In a prepared statement, Enron said it is "taking actions designed to preserve '.rﬁglue in the company's
core trading and other energy businesses.” Enron said it is temporarily suspending all payments
other than those necessary to maintain core operations,

“With Dynegy's termination of the merger and the ratings agency downgrades, we are evaluating and
exploring other options to protect our core anergy businesses," Enron Chairman and CEQ Kenneth L.
Lay said in the prepared statement. “To do this, we will work to retain the employees necessary to
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the continuing operations of our trading and other core energy businesses.”

In canceling the proposed mearger, Dynegy said it would exercise its option to buy Enron’s Morthem
Natural Gas Pipeline, something it was entitled to because Dynegy's pariner, ChevronTexaco,
pumped $1.5 billion cash inlo Enron when the Nov. § merger agreement was struck

Many in the industry believe Enron will be forced to file bankruptcy as a result of the Dynegy pull-out.

Enron would not comment on whether a bankruptey filing is in the works, but the company says it is
reviewing its option to repay Dynegy the $1.5 billion cash, which would allow it to retain Northern
Matural Gas Pipeline.

Shaould Enron file for bankruptey protection, it would be the largest corporate bankruptey in U5
histary. Enron's third quarter balance sheet lists $61.8 billion in total assets, which eclipses the 359
billion worth of assets Texaco Inc. listed when it filed for bankruptcy in 1987,

Lo bl ]

Movember 26, 2001

Reload

October 30, 2000

www. intermetwesk.comitransformation2D00icoverstory/enron.htm
shitp: iwww internetweek. comitransformation2000/coverstory'enron, hibm:=

Enron's Web Retreat

Many of Enron Corp.'s online businesses may not make the cut as the company, exposed 1o billions
of dollars in debt from off-balance-sheet deals, prepares to be acquired,

Enren's ploneering moves in online trading eamed the company the cover of InternaetiWeek's
Transformation Of The Enterprise issue in October 2000. At its apex last year, Enron had a market
value of around $80 billion, as it posted 5100 billion in revenue.

But Enron's stock plunged over the last maonth amid revelations that company executives had created
limited partnerships which reportedly left Enron exposed to $3.3 billion in outstanding notes, With its
market value and image decimated, Enron this manth accepted an 38 billion buyout offer from rival
Dynegy Inc., which has agreed to inject $1.5 billion to keep Enron's trading desk afloat.

Enron pioneered Web trading of energy commodities with EnronOnline, where the company buys
and sells futures on up to 1,500 products, doing more than $4 billion in daily fransactions. Most of
that trading is still in energy products, though Enron had diversified inte bandwidth, paper, steal,
freight storage and other commodities. With the Dynegy deal, however, Enron plans to focus on
“core” energy activities and dump other assets.

The first casualty is Enron Broadband Services, which owns about 15,000 miles of optical fiber and

25 network interconnection facilities in the United States. EBS envisionad buying and selling
bandwidth as a pure commaodity like natural gas, but bandwidth trading volumes never approached
the level needed for a liguid market. Enron is looking to sell EBS, a spokesman says.

Enron has yet to make a decision on its other online trading businesses, including Net Works, the
incubator that developed most of the technology that underpins EnronOnline. Each business will be
reviewed "based on their capital requirements and near-term growth prospects,” the spokesman
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says

- JADE BOYD <mailto:jcboyd@emp.com>

Movernber 30, 2007

The Internet Didn't Kill Enron
By ROBERT PRESTON <MAILTO:rprestonfemp.com>

"We have a fundamentally better business model.”

That's how Jeffrey Skilling, then president of Enron Corp., summarized his company's stariling
ascendancy a year ago, as Enron's revenues were soaring on the wings of its Internet-based trading
model.

It was hard to find fault with Enron's strategy of brokering energy and other commoditias over the
Internet rather than commanding the means of production and distribution, EnronOnlineg, its year-old
commodity-trading site, already was handling more than $1 billion a day in fransactions and yielding
the bulk of the company's profits. At its peak, Enron sported a market cap of $80 billion, bigger than
all its competitors combined.

‘See Also |
[Forum: Enron E-Biz @im\n: What Went Wrong? <hitp:sass intermeiweek comforemienron= More Enron Stories.
=hkbo:d in nron. him:=

Today, Enron has filed for bankruptcy, the status of EnrenOnline s touch and go, ENE is a penny
stock and Skilling is out of a job. Last year's Forfune 7 wunderking, hailed by InfermefiVeek and
others as one of the most innovative companies in America, overextended itself to the point of
Insolvency.

So was Enron's "better business model” fundamentally flawed? With the benefit of 20,20 hindsight,
whal can Internet-inspired companies in every industry learn from Enron's demise?

For one thing, complex Internet marketplaces of the kind Enron assembled are fragile. Enron
prospered on the Net not so much because it had good technology -- though the proprietary
EnronOnline platform is considered leading-edge - but because onling customers trusted the
company to meat its price and delivery promisas.

As Skilling told InfernetWeek a year ago, "certainty of execution and certainty of fulfilment are the
two things people worry about with commodity products.” Enrcn, by virtlue of its experiise, networked
relationships and reputation, could guarantee those things.

Once it came to light, however, that Enron was playing fast with its financials -- doing off-balance
sheet deals and engaging in other tactics to inflate earnings -- customers (as well as investors and
partners) lost confidence in the company. And Enron came tumbling down,

Furthermore, advantages conferred by superior technology and information-gathering are flesting.
Competitors leam and mimic and catch up. Barriers to market entry evaporata, Profit margins narrow

Enron, short of incessant innovation, could never hope to comer Internet market-making, especially
in industries, like telecommunications and paper, that it didn't really understand. In its core energy
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market, perhaps Enron was too guick to eschew refineries and pipelines for the volatile, information-
based business of trading.

But it wasn't Internet that killed the beast; it was management's insatiable appetite for expansion and,
by all accounts, personal enrichment.

It's too easy to kick Enron now that it's down. It did a lot right. The competition and deregulation and
vertical "de-integration” Enron drove are the future of all industries, even energy. Enron was making
markets on the Internet well befare itz compelitors knew what hit them.

Was Enron on to a better business model? You bet it was. But like any business maodel, it wasn't
impervious to rules of conduct and principles of economics.

A

Jure 11, 2001
Services

Trader Reaps Benefits Of E-Market Leadership

'Liguidity’ is the key to Enron's position at the center of online value chains

By JADE BOYD <MAILTO:jchovd@cmp.com=>

ENROMN Headguarters: Houston Line of business: Energy production and marketing; online exchange oparator 2000
Revenue: $100.79 billion 2000 Net Income: 3970 mison Percentage of ravenue from e-business activity: M CEQ:
Jeffray K. Skiling Top e-business executive: Philippe Bibi, president and CED, Enron Nel Waorks E-business
highlights:EnronCOnline conducted its millianth transaction in May; tofal trade volumes on the commodity-trading site have
exceedad S550 billion since it was established in November 1999, Enron Broadband Services conducted 580 online
transactions in the first quarter, compared with 321 for sl of 2000 E-business challenges: Re-creating is success in
anline energy trading in dozens of other commodity businesses incheding bandwidth, data storage, foresat products, medals,
coal and freight legistics Top e-business accomplishment:With EnrenOnline, Enron brought immediate and transparent
pricing to enargy markets; the site is one of the world's leading e-commerce platforms, with dadly frade volumes in excess

of #4 bilan 5 b : 3 els] nayrl hitme= Senvices: By The Mumbers,
<hitp: e intemetweek com/100-0 1/sery him>= OMLIME EXTRA--Reporier's Notebook On Enren
<hittplitenana.i 1 1 1. m=

Uncertainty has debilitated many e-businesses, with staffers and managers alike wondering when things will
pick up. Bul optimism is still in the air at Enron Net Works, the e-business arm of Fortune 7 energy company
Enron Corp., which continues to expand its electronic trading model into all manner of commodity markets.

Net Works oversees EnronCmline, where Enron buys and sells more than $4 billion a day of mostly natural gas
and elecinic power, plus steel, coal, telecom bandwidth, data storage, freight services and 1,500 other products.

Met Works is also a new-business incubator, repackaging applications Enron ariginally developed for internal
use into revenue-generating online services. For example, EnronCredit,com <http:/fwww. EnronCredit.com=, an
offshoot of software Enron created to help its traders manage credit risk, offers a service (o some 10,000
companies to quickly determine the cost of extending credit to their own trading partners. EnronCredit.com,
which broke even in its first year, is expected to tum a profit this year.

Net Works is part software development house and part IT department, responsible for routine tasks, such as
desktop support, and critical functions, such as kecping Enron's e-business infrastructure running, The group,
with 1,500 emplovees, grew some 30 percent in the past year, occupying more than four floors of Enron’s
downtown Houston headquarters.

"Our job is in two parts,” says Nel Works COO Greg Piper. "Help Enron expand horizontally in markets for
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new commadities like forest products and freight services, and build a business around the tools that helped to
transform Enron.”

E-Commerce Apex

While Enron's e-business gains have been spotty in some areas—il has struggled to create liquid Web markets in
bandwidth and on paper, for instance--EnronOnline is one of the most successful e-marketplaces. It conducted
its millionth transaction late last month, and the total value of trades on the site exceads 5590 billion. Online
trading now accounts for almost 75 percent of Enron's energy transactions in North America, the company says.

Enron counts both purchases and sales in its volume numbers--unlike e-marketplaces that simply take a cut of
trunsactions on their siles--because the company is a "counterparty™ to every trade on EnronOnline. Enron
makes its money on the spread between what it pays for commodities and what it sells them for.

When a customer clicks to buy gas, electricity, steel or any other commeodity, Enron guarantees price and
delivery time. The key for Enron isn't to own massive amounts of physical product or storage and delivery
capacity, but to arrange for third-party supply and logistics electronically. Enron stays informed about the vast
array of factors that can influence price and delivery on a minute-by-minute basis by emploving thousands of
researchers, analysts, weather forecasters and other market specialists.

Enron isn't just moving physical product on the site. Much of its online deal-making is in financial derivatives
and risk management.

For example, Enron is now in the market for DRAM chips. But it doesn’t buy and sell the chips; it sells financial
instruments that let companies lock in a price for DRAMSs for 2 set peniod, Ultimately, Enron hopes to buy and
sell the chips itself, just as it buys and sells gas, electrie-ity and other commeodities.

Energy Trading Redone
Enron is reticent about disclosing exact volume figures for the different commeodities traded on its sites. The
large majority of trades are still conducted in natural gas and electricily.

The Intemnet is transforming energy trading from something of an art form, dominated by person-to-person deals
negotiated over the telephone, to an automated science. By openly displaying its "hid” and "ask” prices--and the
spread between them--Enron drove trade volumes through the roof in 2000. Forresler Research estimates that
the "notional value" of online encrgy trades grew 750 percent in 2000, with EnronOnline accounting for most of
them.

But competing energy firms are banding together to form online marketplaces of their own. American Electric
Power, Aquila, BP Amoco, Duke Energy and others joined with Goldman Sachs and other financial firms 1o
form Intercontinental Exchange, while Axia Encrgy, Coral, Dominion TXU and Williams have formed
TradeSpark.

While these consortia may view each other as competitors, they see EnronCnline a5 complementary, says
Forrester analyst Jim Walker, "Everyone loves to have Enron trade on 11 sile because Enron brings the most

valuable thing to the market, which is liquidity,” Walker says.

Enron has purchased physical assets to ensure its own supply in several key markets, such as pulp and paper and
metals, Piper says. Metals trading, he says, is up to about 1,008 transactions daily, representing about 25,000
metric tons of steel.

Enron conducted 580 bandwidth trades in the first quarter, compared with 321 in the past vear, and it expects to
handle more than 2,200 trades 1n 2001,

However, Enron's total online trading volume represents everything from storage services to long-haul circuits
to dark fiber to IP services. None of the bandwidth commodities has achicved liguidity yet, notes Kevin
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Hannon, president of Enron Broadband Services, which completed an 18, (00-mile fiber optic network in 2000
and built 25 "pooling points” to tie in with other provider networks.

A Helping Hand

Enron has plowed ahead so aggressively online that some trading partners that haven't invested in back-ofTice
automation simply can't keep up, Piper admits. Enron is responding with CommodityLogic, software modules
designed to help trading partners streamline the fulfillment process and redwce data re-entry errors,

Enron will create and maintain a centralized database of information pertaining to trades. Partners access that
information with CommodityLogic software modules designed for such tasks as quality assurance, scheduling
and invoicing. The three modules in tests are InvoiceLogic, ConfirmLogic, an order confirmation system; and
MomLogic, which handles delivery scheduling for natural gas trades.

“Scheduling that natural gas would typically involve three to 10 phone calls and two to three faxes, and for a
deal done over the course of a 30-day month, you might have had to repeat that every business day," says Tom
Gros, the Net Works vice president in charge of CommodityLogic. "With NomLogic, that process now takes
seconds, | enter it on the screen and automatically, if it's a month-long deal, the previous day's data appears for
me 50 | don't have the chance to create an error.”

The business model for developing CommodityLogic is the same one Enron used for EnronCredit.com and its
other online initiatives: Net Works develops an application to save time or improve efficiency internally and
then repackages the app for external use. The software for EnrenCredit.com's Cost of Credit service, for
instance, was originally developed to help Enron's own traders manage credit risk.

Much of Cost of Credit information is free with registration to EnronCredit.com, but Enron charges a fee to
download information or get e-mail alerts of significant changes to the credit risk of companies in a prespecified
portfolio, But the main way Enron makes money from the site is by selling "bankruptcy swaps" to enterprises
that want a hedge against the possibility that a partner will go out of business.

Whereas EnronCredit.com grew out of software Net Works developed for Enron's commodity trading business,
Enron's latest ASP offering, DealBench, came out of software designed to make it easier and faster for Enron lo
negotiate large structured deals for complex assets, such as power plants,

Enron's procurement department has used the auction functions in DealBench to buy more than 31 billion of

goods, everything from broadband networking gear to carpeting for the new 40-story skyseraper Enron is
building across the street from its 50-story headquarters in downtown Houston,

DealBench's collaboration tools manage the complex communications that are part of any large structured deal.
Features include secure two-way messaging and the ability to deliver multimedia presentations and give
participants varying levels of access o sensitive information,

Last month, Enron added Data Room, a document management system that lets companies set up "virtual data
rooms" to streamline the bidding process for complex physical assets, such as refineries and manufacturing
plants. Normally, companies selling these types of assets have to staff a physical room hosting lawyers and
engineers from every potential bidder, cach of whom require several days to pore over hundreds of thousands of
pages of technical documents, Enron has used Deal Room to syndicate some $3 hillion of its own credit to more
than 81 financial institutions and sell more than $240 million in assets.

With all DealBench services, companies can host any number of potential bidders simultaneously, giving each
participant the exact level of access necessary. Bidders download a piece of client software that decodes
encrypted documents on the site, so even if sensitive documents are sent to unauthorized users, they can't be
opened, says Jeffrey Bartlett, a principal at DealBench.

Eather than take a percentage of the overall deal, Enron sells DealBench licenses (o the deal managers and hosts
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the platform. Enron wouldn't reveal specifics aboul pricing, which varies based on the length of contract,
number and size of prospective deals and the number of potential bidders.

Centerpiece Of E-bhiz

For the time being, energy trading--and trading in financial products related to those trades--will remain the
centerpiece of Enron's online business. Forrester estimates that notional trading for T.5. natural gas futures and
oplions contracts amounted to about 3.6 times the total quantity of physical trades and 12 times the amount of
physical delivery in 2000,

"Eleciricity in the U.S. is a $300 billion market, but the velocity at which that 3300 million is being turned over
is increasing,” says Bob Christensen, an energy industry analyst with First Albany Corp. "The same power--and
all the fuels related to it-—-can chum and change hands a dozen times a day.”

Ag other companies convert their trading systems to online models, Enron hopes to sell its expertise in this area.
(Enron says its own online-cnabled back-end systems reduced its marginal cost per transaction by 73 percent in
2000.)

Enron stands to gain twice: first, by providing the services itsell, and second, by further increzsing online trade
valumes in a market where it has 3 clear ownership slake.
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Opening Statement

Chairman Michael G. Oxley

Committee on Financial Services

Subcommittes on Oversight and [nvestigations
Subcommittee on Capital Markets, Insurance and Government Sponsored
Enterprises

“The Enron Collapse: Impact on Investors and Financial Markets™

December 12, 2001

Good morning and thank you, Subcommittes Chairs Baker and Kelly, for holding
this important hearing. Today we will begin the Committee's investigation of the
facts and circumstances surrounding the largeat corporate failure in history, Today
we will hear about the dramatic collapse of Enron Corporation, the seventh largest
company in the United States. Hiding high as recently as six months ago, the
eompany has sinee lost more than 99% of it market capitalization, and now trades

below $1.

Until all the facts are known, 1t & prudent for this Committes to avoid reaching
swesping conclusions about the causes and persons responsible for Enron's collapse.
But that does not mean we should refrain from asking the difficult questions that
demand answers.

We will ask the difficult guestions. We will delve thoroughly into the facts and
circumstances surrounding Enron's collapse. And we will get answers.

This Committee, and the Subcommittees on Capital Markets and Oversight, will
vigorously pursue this matter to ensure that the Congress, and the American
public, know who to hold accountable.

We need to learn whether millions of investors were intentionally misled by Enron's
financial engineering and reluctance to disclose information.

We need to learn why financial statements that provided less than a complete
picture of Enron's financial situation were certified,

We need to learn why almest all of the securities analysts following Enron failed to
warn investors, and why exactly half of them continued to rate the company a "buy”
or "strong buy", even after it had plunged below one dollar,

We need to learn whether the current reporting and financial disclosure system
needs to be overhauled,
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We need to learn why the accounting rules permit companies to keep important
information off their balance sheeta.

Above all, we need to reduce the likelihood that this will happen again.

The effects have been devastating - as one might expect when a §75 billion company
filea for bankruptey. Hit hardeat by the meltdown, of course, were Enron's
employees. Thousands have already lost their jobs, and more will undoubtedly
follow, And the 11,000 employees who participated in the company's 401(k) plan
have seen their retirement savings practically eliminated.

In addition, beyvond the impact on Enron emplovees themselves, Enron's collapse
has drained the investment savings of investors across the country who put their
retirement and other investments into mutuwal funds, pension funds, and other
vehicles that invested in Enron. Thankfully, at this pont there does not seem to be
a svatemic threat to the financial markets as a result of Enron's collapse, but the
damage the collapse has done to the financial position of thousands of Americans
will be very difficult to quantify.

Some may use Enron's bankruptey as a vehicle to make big-government arguments
against electricity markets. But it wasn't the electricity consumer who was hurt by
Enron's fall, 1t was the workers and investors,

Furthermore, Congress must pass the netting provisions of the bankruptcy reform
legielation. Enron and its subsidiaries were party to tens if not hundreds of
thousands of different financial contracts. The identification of these contracts and
verification that they are eligible for netting will require vast expenditures of time
and money and divert the attention of Enron and the court from the task of
reorganizing. Meanwhile, ereditors will remain uncertain as to the enforceability of
their contracts and the ultimate status of their claims against Enron. Let's
eliminate the uncertainty, the waste of valuable court time and estate funds, and
allow institutione to eliminate exposure more efficiently.

We are pleased to welcome the distinguished Chief Accountant of the Securities and
Exchange Commission, Bob Herdman, to the Committee to discuss the reporting
and financial diselosure system mandated by the Federal securities laws. | am
particularly pleased that Mr. Herdman is here today, as the central issues that the
Enron collapse raises are issues of investor protection and accounting rules, about
which there are lew better experts than the Chiel Accountant of the Commission on
which to opine.

I would like to remind the members of the Committee that Enron, as well as
Andersen, are the subjects of a formal investigation by the SEC, so Mr. Herdman
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will not be able to provide any epecific information about those investigations.
Please phrase your questions accordingly.

On the third panel, we will hear from the chief executive of Arthur Andersen, which
serves ag Enrons auditor, We welecome back Chuck Hill to the Committee, to
discuss the performance of Wall Street research analysts in this matter. And finally,
we will hear from the AFL-CI0O on the impact to investors,

Unfortunately, Enron's CEQ, Eenneth Lay, was not able to testify before the
Committes here today. | want to assure the members of the Commattee, as well as
the public, that I am confident that Mr. Lay, and Enron, will provide answers to us
and to the public as the Committee continues its investigation into this matter,

[ look forward to the testimony.
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TESTIMONY OF
ROBERT K. HERDMAN
CHIEF ACCOUNTANT
U.5. SECURITIES AND EXCHANGE COMMISSION
RECENT EVENTS RELATING TO ENRON CORPORATION

Before the Subcommittee on Capital Markets, Insurance and Government
Sponsored Enterprises and the Subcommittee on Oversight and Investigation,
Committee on Financial Services
U.5. House of Representatives
December 12, 2001

Chairman Baker, Chairwoman Kelly, Ranking Members Kanjorski and Gutierrez,

and members of the Subcomminess:

I am pleased 1o appear before vou on behalf of the Securities and Exchanpe
Commussion (“SEC™ or “Commission™) (o testify concerning the recent svents relating to
Enron Corporation (“Enron”). 1 appreciate the opportunity to discuss the importance of
transparent financial reporting to investors and owr capital markets and several

acoounting issues reised by Enron®s recent filings with the Commission.
Overview of the Effects of Enron on our System of Capital Markets

The SEC shares the Subcommuttess” concern about the recent evenis surrounding
Enron. The bankrupicy filing of a Fortune 10 company gives pause to all of us who care
about financial reporting—and, more importantly, about its customers—the mvesting
public. As Enron has disclosed in its public filings with the Commission, the SEC is
investigating the Enron matter. Any further information relating to that investigation is
nonpublic at this point and, accordingly, my statement will be confined to the public
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record.’ The Commission requests that the Subcommittees respect the confidential nature
of the Commission’s investigation and the Commission's reluctance to address in this
public forum specific issues related to Enron's compliance with the federal securitics

Taws,

Enron’s announcement of its intention to restate its financial statements comes on
the heels of several other widely publicized restatements. We share your concern that
such restatements may shake investors’ confidence in our system of financial reporting
and our capital markets. We also recognize the devastating impact that such events can
heve on employees whose retirement funds are invested in the company’s securities. In
the coming wesks and months, we will all learn more sbout what transpired at Enron, 25
many of the details are unknown at this time. However, today 1 will discuss for the
Subcommiliees what has been announced publicly as well a3 some of the related

disclosure and financial reporting 1ssues. .

In some of the staff"s discussions with congressional staff, it has been suggested
that & chromology of the public events as reflected in Enron's filings with the Commission
might be useful to the Subcommittees. An undersianding of these public events also may
assist in understanding the company's accounting issues. A chronology, therefore, is
attached to my testimony as Appendix A

Transparent Financial Reporting Protects the Financial Markets

A primary goal of the federal securities laws is to promote honest and efficient
markets and informed mvestment decisions through full and fair disclosure.
Transparency in financial reporting - that is, the extent to which financial information
about a company is visible and understandable to investors and other market participanis—

! The infarmation contained mn this statement cosceming the events susrounding the bankrugley
filing of Erran Carporation is hased upon publicly available informstion. The Commission i
currenily conducting an investigation mio o number of aapects of thess events snd has not made
any findings ar reached any conclusions refated 1o these events. This slatement does not discuss
nonpublic matters relating wo that investigation or that may become the subject of sctions by the
Commission o by other authorities,
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plays a fundzmental role in making our markets the most efficient, liquid, and resilient in
the world.

Transparency cnables invesiors, creditors, and the market to evaluate an entity.
In addition to helping investors make benter decisions, transparency increases confidence
in the faimess of the markets. Further, transparency is important fo corporale govemnance
because it cnables boards of directors to evaluate management's effectivensss, and to
take carly corrective actions, when necessary, to address deterioration in the financial
condition of companics. Therefore, it is critical that all public companies provide an
understandable, comprehensive and relioble portrayal of their financial condition and
performance.  If the information in financial reports is transparent, then investors and
other users of the information are not surprised by unknown transactions or events.

Investors and credilors expect clear, reliable, consistent, comparable, and
transparent reporting of events as they occur. Accounting standards provide a framework
that 15 intended to present financial information in a way that facilitates informed
judgments. For financial statements to provide the information that investors and other
decisien-makers require, meaningful and consistent accounting standards and comparable
practices are necessary. Companies in like circumstances must apply such standards and
practices in & like manner if the information is to be comparahle,

The SEC Relies on an Independent Private Sector Standards-Setting Process that Is
Thorough, Open, and Dellberative

While the Commissien has the statutory autherity to set accounting principles, *
for over 60 years it has looked to the private sector for leadership in establishing and
improving accounting standards.’  The quality of our accounting standards can be
atiribuled 1n large part to the private sector standards-setting process, as overseen by the

' Siee, e ., section 19(a) of the Securities Act of 1933, |5USC T7s(2), and section 13(bX 1) of the
Secunilics Exchange Act of 1934, 15 USC 7Amiby1).

: Accounting Series Release (ASR) No. 4 (April 1938) and ASR No. 150 {December 1972,
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SEC. The primary private sector standards-setier is the Financial Accounting Standards
Board (the “FASB"), which was established in 1972, An oversight body that represents
its core constituency of investors, business people, and accountants zppoints the members
of the FASB. The FASB's standards are designated as the primary level of generally
accepted accounting principles (“GAAP™), which is the framework for accounting.
FASB standards set forth recognition, measurement, and disclosare principles to be usad
in preparing financial statements.

In sctting standards, the FASB follows a thorough, open, and deliberative
process. For major projects, that process can include: (1) wide distnibution of discussion
memoranda; (i) public hearings; (iii) publication of exposure drafts; (iv) solicitztion of
comment letters; (v) public deliberation on comment letters; and {vi) use of field tests o
test standards before their adoption.

The SEC oversees the FASE and its accounting standards-setting process.
Specifically, the SEC stafTl evaluates cach project and proposed standard 1o make sure
that the FASB standard-setting process is bemg administered in &n open, fair, and
impartial manner, and that each standard adopted is within an acceptable range of
alternatives that serve the public interest and protect investors. The SEC staff: i
monitors the FASBE's project developments; (1) meets with the FASE and its staff on a
regular basis to discuss pending FASB projects; (iii) reviews comment letters received by
the FASB on its projects; and (iv) after & standard is adopled, continues to consult with
the FASB, its stafl, and its interpretative body, the Emerging Issues Task Force
{“EITF")," on implementation issuss.

The Self-Regulatory Processes Administered by the American Institute of Certified
FPublic Accountants (“ATCPA™)

b The EITF is a committer of sccounting practitioners thar sssists the FASE in provwiding Limely
guidancs on cmerging issues and the implementation of existing standsrds, If the EITF reaches a
consensus solution to an emerging or implementation issue, Commission or FASE acticn may pat
be considersd necessary. The SEC Chiel Accountant participsies & an observer a1 ETTF
meztings.
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The SEC staff also monitors the activities of the standard setting functions of the
AICPA’s Anditing Standards Board (“ASB") and the AICPA’s self-regulatory programs,
designed 10 enhance public confidence in the audit process,

Regarding the ASH, the SEC staff attends many of the ASE's public mestings,
reviews exposure drafts of proposed suditing standards and sclected comment letiers
. responding to those exposure drafts, and periodically meets with representatives of the
ASB 1o discuss current and future projects and other matters of mutual concern
Recently, the ASBE was placed under the oversight of the Public Owversight Board
{"TOB"), which is chaired by former Comptroller General of the United States, Charles
A. Bowsher.*

The POB was created in 1977 to oversee and report on the self-regulatory
programs of the AICPA’s SEC Prectice Section, which wntil recently consisted
principally of the AICPA’s peer review and quality assurance programs. Under the peer
review program, accountanis from outside the member firm assess the frm's quality
contrel sysiems over its accounting and auditing practice and test compliance with those
systems, Linder the quality control mquiry process, a committee of professionals reviews
allegations of audit failure contained in litization filed against a member firm for
indicanons of needed improvements in the firm's guality control systems.

Starting in 2001, the POB's responsibilities have been expanded to include not
only oversight of the peer review, quality control inguiry, and auditing standards setting
functions, but alse to improve the communication and coordination among the various
bodies that make up the self-regulatory process and to conduct oversight reviews and
other projects that are deemed to be appropriate to protect the public interest.

f Other members of the POB inchede former EASE Chairmarn, Danald Kirk: the Chairman of the
Executive Committes for Lockheed and former Under Seeretary of the Anmy, Notmnan Augustine,
former Counselor (o the President amd fiemer Secretary of Defense, Melvin Laird: and former
SEC Commesaoner, Aulans Pesers,
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An example of the POB's projects that benefit the public interest occurred in 2000
when the POB, at the SEC staffs request, sponsored the Panel on Audit Effectiveness
(“Panel”). Although the Panel found that the audit process is fundamentally sound, the
Panel's report contained approximately 200 recommendations for the accounting
profession, siandard setters, andit committess and regulators. The AICPA and others are
working to implement those recommendations, including: revising the auditing standards
for detecting material misstatements in financial statements that may be due to fraud,
enhancing the peer review process, and strengthening the AICPA's disciplinary

Processes.

In this regard, the AICPA recently amended its self-regulatory processes to
require member firms to have specific quality controls related to maintaining their
independence from audit clients, to provide for “continuous” peer reviews of the largest
accounting firms (which provides for the performance of certain peer review procedures
in the rwo vears between the firm's irnennial peer reviews), and, in the event of litigation
alleging deficiencies in the audit of a public company, in certain situations o terminate,
remove from audits of public companies, or subject to u-dd.iﬁnml oversight the individual
nviolved

As shown by these recent changes, the self-regulatory process can, and does,
change over time in response to the needs of investars. In view of the events surrounding
Enron, the profession and the Commission are considering what further Improvements
should be made., '

For example, last week the managing partners of the five largest pccounting firms
issued a joint statement that they intend 1o work with the SEC and others to evaluate and
mmprove the profession’s self-regulatory process, and 1o enhance diselosures and andit
procedures concerning related party transactions, special-purpose entities, and issues
related to market risks, including those related 1o energy contracts.® They also indicated

- See, “Statement From Big Five CEOs," dated December 4, 2001,
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their suppor t‘ﬁr the modemnization of the financial reporting system, as previously
announced by Chairman Pitt.” Similarly, AICPA Chairman James Castellano stated that
the AICPA is committed to working with the SEC and accounting firms (o make needed
changes to the self-regulatory process and 1o provide improved guidance to auditoes and
to modernize the financial reporting system.*

Role of the SEC in Reviewing Filinps

As noted above, the Commission is responsible for administering the federal
securities laws, These laws are designed to protect investors by requiring full and fair
disclosure of all matenial information abowt publicly traded securities. Full disclosure
ultimately benefits both investors and the capital markets. By enhancing investors'
confidence in the completeness and accuracy of information about public companies,
these full disclosure requirements encourage investor participation innl%a capital markets.

The Commission does not have authonty to approve or disapprove a security or a
transaction on its merits. If a transaction appears to involve a high degree of risk to
invesions of if @ company nvolved in a iransaction is experiencing financial difficulty, we
do not, and we cannot, stop the transaction from proceeding on that basis. Rather, the
Commission’s job is 0 ensure that the company fully discloses these risks and fully
informs investors of its financial condition so that investors can make informed
mvesiment decisions. This system is designed to maintain market transparency. It
allows market forces rather than regulatery controls to determine what transactions will
proceed and at what prices a company’s securities will trude. In this way, even small
companies and companies with financial difficulties may have access to the public capital
markets on an equal footing with larger or more financially secure companies. Full and

T See, e, Remarks by SEC Chamman Harvey L. Pat at the Fall Mecting of the ABA's Committes
o Federal Regulstion of Securities, daled November 16, 2001

! “AICPA Sttement of Fames G. Camellano, AICPA Chair, Barry Melsncon, AICTA Presidens and
CEDL” dated December 4, 2001
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fair disclosure allows markeis to assign an appropriate value for the securities of all
public companies.

Under the securities laws, public companies file registration statements, periodic
reporis and other disclosure documents with the Commission. The Commission's
Division of Corporation Finance (“IM°F") has primary responsibility for oversesing
disclosures by issuers of securiies.  The SEC, however, does not have sufficient
resources to review all registration statements and other filings that are made with the
Commission, Therefore, in 1980, the SEC implemenied a “selective review™ program by
which the DCF reviews some, but not all, of the filings that are made with the
Commission.” When a filing is made, it is routed to the eppropriate industry group within
the DCF and it is then “screened” to determine. if it will be subjected to a foll financial
and legal review, a partial review for specific issues only, or no review. In order to
preserve the integrity of the selective review process, the Commission does not publicly

disclose its screening critenia for filing reviews.

The SEC does nol audit public companies, If the DCF has significant concems or
becomes aware of information that suggests that 2 company may have viclated the
securities laws, the DCF may refer the matter to the Commission’s Division of
Enforcement. The SEC has broad authority to investigate possible violations of the
securities laws and may bring actions against a company if information in its registration
stalement or other filings proves to have been matenally false or misleading, including

actions to stop the sale of securities.

As Chief Accountant, | am the principal advisor 1o the Commission on aecounting
and auditing matters arising from the administration of the federal securities kaws, By

' All registration statements potentially are subject 10 review by the staff of the DCF. Given the
valume of filings each year, we fulfill this obligation by selectively reviewing registration
statemenis and cther docizments that companies [l with the Commission when they emgage in
public offerings and cther ransactions in publicly traded securiiies. We also selectively review
pencdic reparis, ssch as those on Forms 104K &nd Forms 10-0), which public companies are
reguired 1o file with the Commiszion, snd curment repests on Forms 8-5. These TEpOMS are
designed o koep investors apprised of the companies” financial condition and resislis of aperatians
om @ periode; basis,
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stafl also works closely with domestic and international private sector accounting and
auditing  standards-setting bodies, consults with registrants, auditors, and other
Commission staff, such as the staff in the DCF and the Division of Enforcement,
regarding the application of accounting standards and financial disclosure requirements,
and assists in addressing problems that may warrant enforcement actions.

Having now reviewed the role of the SEC and the FASE in the financial reporting
process, | would like to discuss three accounting issues that were raised by Enron in its
November 8, 2001 Form 8-K filing: (1) restating previously issued financial statements,
(2) accounting for special-purpose entities, and (3) the reduction in Enron’s shareholders”
equity in connection with the receipt of notes receivables. Finally, as requested by some
metnbers of the Subcommittees, | will give a brief overview of a subject that is not
mentioned wn Enron’s filing — mark to market accounting as it applies to nonderivative
energy-irading contracts.

Restating Previously Issued Financial Statements

In its November B, 2001 Form 8-K filing, Enron announced its intention to restate
previously issued financial statements dating back to 1997, Various groups have reported
mcreases in the number of companies restating their financial statements over the last
several years, with one study citing 233 restatements in 2000.'" Let me briefly explain
the accounting and auditing literature regarding restatements.

Management 15 responsible for the preparation and presentation of financial
statements in conformity with GAAP. If management discovers an error in previously
issued financial statements, it should account for the error in accordance with Accounting
Principles Board Opinion No. 20 (APB 20), decowting Changes. APB 20 concludes
that comection of an error related 10 a prior period discovered after the issuance of
financial statements for that period should be reported as a prior period adjustment.

e Two separate stadies by Fmancial Exscutives International and Arthue Andersen indicase
increases in the numbser of restatements by public compamies over the past four years,
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Pursuant to Generally Accepted Auditing Standards (“GAAS"), an auditor has
responsibilities when an ermor is discovered regardless of whether the auditor or its client
discovers the error, Statement of Auditing Standards No. 1, which is part of GAAS, sets
forth the procedures an auditor should follow when, subsequent fo the date of the sudit
report, the auditor becomes aware that facts may have existed at the date of the report that
might have affected his or her report. When subsequently discovered information is
found both to be relizhle and to have existed ar the date of the audit repon, the auditor
should advise the client (o make appropnate disclosure of the newly discovered facts and
(heir impact upon the financial statements in cases where the auditor believes: (a) the
audit report would have been effected if the information had been known at the date of
the reporl, and (b) thers are persons currently relying upon the financial statements who

would attach importance to the information.

Chur capital markets are much more efficient if, instead of comrecting information
in restatements, the original financial statements reflect appropriate accounting policies
and contain appropriate disclosures the first time. To that end, the staff of the SEC wants
to work together with the corporate community, the accounting profiession, and private
sector standard-setting bodies 1o advance, nol just protect, the interests of investors by
helping companies to get financial reporting right the first time.

Accounting for Special-Purpose Entities

Enron's Form 8-K filing discloses that three previously unconsolidated special-
purpose entities (“SPEs") should have been included in Enron's consolidated financial
statements. An SPE is an entity created by a sponsor 10 carmy out a specified purpose or
aclivity, such as to consummate a specific transaction or series of ransactions with a
narrowly defined purpose. SPEs are commonly used as financing vehicles in which
assets are sold to a trust or similar entity in exchange for cash or other assets funded by
debt issued by the trust. In many cases SPEs are used in a structured transaction or series
of transactions to achieve off-balance sheet treatment. In addition, use of SPEs can
provide a lower cost of financing and can create tax advantages. An SPE, however, is

10
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expensive to set up and maintain. Therefore, SPE sctivities usually occur on a large scale
s0 the impact of the reduced interest rate more than offsets the costs.

To illustrate, here is an example of bow an SPE might work. A third party
mvestor unretated to & ransferor may set up an SPE for the benefit of a transferor, which
ts the company that ransfers or contnbutes the assets to the SPE. The investor wall
control the activities of the SPE and retein the substantive risks and rewards like common
stockholders in a “normal™ corporation. The SPE will hold assets and finance them
through debt and equity issued to institational imvestors or public sharcholders. To
reduce the interest rate paid on the debt, the SPE will obtain credit enhancemenis (for
example, guarantees of similar denvative arrangements) often from the transferor and or
other third parties. This spreading of the risk through the credit enhancements, coupled
with the fact that the SPE's securities are usually liquid and easily raded, generally
reduces the cost of the borrowing to a level below what it would have been had the
transferer directly borrowed roney from a bank or the marked.

Most SPE transactions are off-balance sheet.  This means thai fnancial
information about the SPE, including its assets and liabilities, does not appear in the
fimancial statements of the transferor.

The accounting literatere regarding SPE consolidation is found in materials issued
by the EITF." In order to achieve off-balance sheet treatment of an SPE pursuant to
(GAAF, two conditions must be met, First, the assets must be sold to the SPE (be legally
isolated from the ransferor) and, second, an independent third party owner that has made
@ substantive capital investment (which amounts to at least 3% of the SPE's total
capitalization) must both control the SPE and possess the substantive risks and rewards of
owning the SPE's assets. If executed properly, the legal isolation and the control by a
third party reduce the risk of the creditor, as discussed sbove. Thus, off-balance sheet

. See: EITF lssue No. 90413, impact of Nomsubstanive Lessors, Residucl Value Guaranices. and

Other Provizions in Leasing Tranzactions; EITF [ssme Mo, 96-21, Implememtation [rswes fn
Accotnning for Leasing Transactions involving Special-Purpade Entities; and EITF Tapic Ma. D-
14, Trawnsactiors inveluimg Speciol-Purpose Entities.
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treatrnent of an SPE involves more than just sufficient third-party equity. This equity
must be “at risk" from the investor's perspective. If the investor’s return is guaranteed or
not “at risk,” the transferor would be required to consolidate the SPE in its financial

slalements.

As noted in the Form B-K filing, Enron has concluded that three previously
unconsolidated SPEs did not qualify for nonconsolidation pursuant to GAAP. Thus,
Enron plans (o restate its financial statements to reflect these entities in the consolidated

statements of financial position and results of operations.

The SEC, as noted in its Annual Report to Congress for 2000, has urged the
FASB to continue their efforts to provide consolidation guidance concerning SPEs. The
FASB has announced its intention to concentrate on developing guidance for dealing with
several consolidation issues that would resolve many problems encountered in presemt
practice, including issues related to special-purpose entities. We will continue to urge the
FASH o address SPE consolidation issues to increase financial slatement transparency.

Reduction in Shareholders” Equity

Part of Enron’s announced restatement includes a $1.2 billion reduction in
shareholders” equity. Enron created four SPEs in 2000 and, as part of their initial
capitalization and a series of ongoing transactions, issued its own common stock in
exchange for notes receivable. At the time. Enron increased notes receivable and
shareholders” equity to reflect these transactions. However, in announcing its restatement
Enron disclosed that it had concluded that pursuant to GAAP' these notes receivabie
should have been presented as a reduction of shareholders” equity. GAAP generally
requires thal notes receivable arising from transactions involving a company’s capital
stock be presented as deductions from steckholders’ equity and not as assets. Enron has

. EITF lssue Mo, £5-1, Classifying Notes Received for Capital Stock, and SEC Staff Accounting
Bulletin Mo, 40, Topie 4-E, Recenahles from Swle of Stock,
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indicated that thev overstated both total assets and shareholders’ equity by $172 million
due 1o a transsction first reported in the financial statements for the quarter ended June
30, 2000, end by an additional $828 mullion due to a transaction first reported in the
guarter ended March 31, 2001, As a result, Enron has announced it infends 1o restate the
fnancial statements for the second and third quarers m 2000 and its annual financial
statements for 2000 for $172 million. The aggregate restatement for the first and second
quarters for 2001 will be S1.0 billion

Enron also has disclosed that in the third quarter of 2001, it purchased a limdted
partnership’s equity interest in an SPE, and that transaction resulted in a further reduction
of sharehiolders” equity by 3200 mullion. Enrom also disclosed, without further
explanztion, that the $200 million related to the excess of the fair valee of contracts
deliverable by Enron over its notes receivable.

Miark-to-Narket Accounting

Some members of the Subcommittees have requested that 1 also discuss mark-to-
market accounting 1ssues as applied o energy contracts. 11 should be noted, however,
that Enron has ot indicated that il imtends to restate its financial statements due o mark-

to-market accounting issues,

Entities commonly enter into contracts for the purchase and sale of energy
commaodities.  Historically, most energy contracts were settled by physical delivery.
However, in recent years companies have entered into energy contracts, ai rapidly
increasing rates, to speculate on market movements, 1o conduct hedging transactions, or
otherwise to generate gains from market price differences.

To determing the proper accounting for these contracts pursuant to GAAP, a
multi-step process must be undertaken. The first step is to evaluate whether a contract is
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a derivative” in its entirety (as defined by GAAP). If the contract is not a derivative,
then the company would determine if the contract is an energy-trading contract. "*

IF the comtract is determined to be an energy-troding contract, then GAAF requires
that the nonderivative energy-trading contract be marked to market with gains and losses
included in eamings and separately disclosed in the financial statements or feotnotes
thereto. GAAP provides a set of indicators o consider when determining whether an
operation’s energy contracts are entered into for trading purposes,

Consistent with GAAP for financial instruments such as debt and equity securities
and denvatives, GAAP does not specify how o compute fair value for energy trading
contracts, other than that it should be done on an individual contract basis. Instead,
GAAP provides a general principle, stating that fair value is the amount 8t which a
contract could be bought or sold in a current transaction with willing parties, that is, other
ihan in a forced or bguidetion sale.

Pursuant to GAAP, a quoted market price in active markets is considered the best
evidence of fair value and shall be used as the basis for the measurement, when available.
If & quoted market price is not available, GAAF requires companies o estimate fair value
based on the best information available in the circumstances. As quoted market prices
may nol exisl for many energy trading contracts, companies must consider prices for
similar energy contracts and the results of valuation techniques to the extent available in
the circumstances. When valuation techniques or models are used, the best information
for companies to consider includes recent spot prices and forward prices.  An Energy
price curve is constructed by compiling forward prices of what the energy commaodity is
expecied to be one to five years in the future. Specifically, observable forward prices are

" A derivative is an instrument whose value is derived, in part, by reference to a stated index or
ather means. Denivative instruments are defined in Sarement of Financial Accounting Standasds
Na, 133, Accowmiting Jfor Derivative lrstruments avd Hedging Activitier,

" EITF Lssue Mo, 98-10, dccawnring for Comracss [mvived in Energy Trading ond fisk

Managemen! Aciivifies, These orileria require an analysis of many factors including capaciry,
customers, volume, imemnal controls and the contracts hemselves
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generally available up to three years into the future. In addition, broker-dealer prices are
often available four to five years into the future. As a result, similar energy contracts
with similar durations of five vears or less have observable fair values within a narrow

range.

However, & wide range of fair value estimates may result as the duration of an
eneTgy contract exceeds five years. Forward prices beyond the fifth vear must be
estimated, 5o the assumed rate of volatility has an important role in the assignment of fair
valug. Generally, prices are less volatile in the long run than in the short run. However,
the current sccounting guidance is not specific as to the application of fair value methods,
50 the assumed volatility of energy prices may vary, potentially leading to a wider range
of assessed fair values,

Enron applies mark-to-market accounting for its energy trading activities. Enron
has disclosed that the market prices it used 1o value its energy wading contracts reflect
“its best estimate considering various factors including closing exchange and over-the-
counter quotations, time value and volatilicy factors underlying the commitments.”

Enron disclosed that it engages in price risk I't:lanugl:m:ﬂl activities for both
rading and non-trading purposes.  Enron's net assets from price risk management
activities were approximately $1,088 million and $300 million at December 31, 2000 and
1999, respectively. While Enron discloses that it reports changes in its market values as
part of ofher revenues (total other revenues were %7.2 hillion for the year emnded
December 31, 2000), it is unclear from its public filings what portion of ite revenues
comes from the changes in values. In its statement of cash flows, however, Enron notes
that approximately $763 and 5395 million of income was recognized from price risk
management activities that did not result in the receipt of cash in 2000 and 1999,

respectivaly.

Improving the Disclosure and Regulatory System

15
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In an “Op Ed Discussion” in the December 11, 2001 issue of The Wall Street
Journal, Chairman Pitt bas enumerated many initigtives for improving and modemizing
the current disclosure and regulatory systems. A copy of the article is attached as
Appendix B. Chairman Pitt, with significant input from those inside and outside the
Commission, began development of these initiatives prior to the announcements by
Enron, These initiatives, not vet adopted by the Commission, inclode:

* More current disclosure, including “real-time” disclosure of unguestionably
material information,

» Disclosure of significant trend data and more “evaluative™ data,

# Financial statements that are more clear and informative for mvestors,

* Disclosure of the accounting principles that are most critical to the company's
financial statue and that involve complex or subjective decisions by management,

* Prvate sector standard setting that s more responsive to the cwrenl and
immediate needs of invesiors,

* A regulatory environment that continues, as always has beem the case, o
encourage public companies and the auditors of their financial statements to seek
the advice of the SEC staff on new or unusual accounting questions so that they
may “get it right the first time” and avoid restatements and the possibility of
enforcement proceedings,

* A comprehensive and effective self-regulatory process for the accounting
profession, as discussed above, with effective oversight by the Commission and
1ts staff,

* More involvement by audit committees with management ond the suditprs
regarding the selection and application of sccounting principles used by the
company, and

*  Analysts not expressing views or recommendations when they do not have an
adequate data foundation or when confused by company presentations.

As noted above, the accounting profession has announced its intention to assist
the Commission in these efforts.

L[]
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Conclusion

While the Commission's work relating to the Eoron matter is just beginning, it is
clear that with losses this sudden and deep to one of our largest reporting companies, we
must look carefully at the adequacy of the current system of financial reporting. You can
rest assured that the Commission and its staff arc approaching this inquiry with an open
mind and a firm intention to find out exactly what occurred and to deter, where possible,
similar occurrences in the future. Should we conclude that any legislative solutions seem
appropriate or helpful. we will seek the assistance of this Committee and your
Subcommittess. We very much appreciate your prompt action and interest in having
scheduled this hearing today and mviting us to participate.

17

02343

01300000000952



Appendix A

Chronelogy of the Public Events Surreunding Enron

Enron, based in Houston, Texas, describes itself as a provider of products and
services related to natural gas, electncity, and communications to wholesale and retail
CUSINMErS,

In 1999, a series of private investment limited parinerships, LIM Cayman, L.P.
("LIMI™) and LIM2 Co-Investment, L.P. {“LIM2"), were created with Enron's then
Executive Vice President and Chief Financial Officer serving as the managing member of
the general pariners. The CFO operated these parmerships as the managing member of .
the general partners while at the same time serving as an Enron sendor cxecutive.

In July 2001, the CFO relinquished his operating position in LIMI1 and LIM2 and
sold his interests 10 a non-executive officer of an Enron division who had previously
reporied to the CFO.  This individual resigned from Enron immediately before
purchasing the CFOs mterests in the parnerships.

In August 2001, the President and CEO of Enron resigned citing personal reasons
while acknowledging the pressure associated with the decline in the price of Enron's
common stock during his six-month tenure as CECQ, The current Chairman and former
CEO reassumed the CEO title.

On October 16, 2001, Enron announced that it had recorded a $1.01 billion after-tax
charge to its third-quarier eamings to recognize asset impairments, restructuring costs, and
losses associated with cenain investments. Enron subsequently disclosed that $35 million
of this charge was related to transactions with LIM2,

In a conference call on October 16, 2001, Enron disclosed that shareholders” equity
was reduced in the third quarter by $1.2 biliion related 1o the company’s repurchase of it
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common stock, which previously had been issued as part of a series of transactions
involving special-purpose entitics associated with LIM2. In subsequent disclosures, Enron
has characterized the reduction in sharcholders’ equity as the comection of accounting

CITOTE.
On October 24, 2001, Enron replaced the CFO. He subsequently was terminated.

On November 8, 2001, Enron filed a Form 8-K with the Commission. In the
Form B-K, Enron announced, among other matters, the following:

* lts mtention 1o voluntarily restate its financial statements for the years ended
December 31, 1997 through 2000 and the quarters ended March 31 and June 30,
201 reducing previously reported net income for the last four and one=half vears
by 5568 million, or 16% of reported net income for those four and ofie-half years,
In connection with that announcement, Enren alerted investors not 1o rely upon
the previously issued financial statements for these periods, including the audit
reports of Arthur Andersen LLP covering the year-end financial statements for
1997 1o 2000,

*  Tis intention to file 4 restatement recording: (1) a previously announced $1.2
ballion redustion to sharcholders' eguity reported by Enron; (2) various income
staternent and balance sheet adjustments as the result of a determination by Enren
and 1ts auditors that three unconsolidated entities should have been consolidated
m the financial statements pursuant to generally accepted accounting principles
("GAAP"); and (3} prior-year proposed audit adjustments and reclassifications
(that were previously not recorded because they were determined to be immaterial
in the year originally proposed and therefore never recorded).

* A Special Commintee of the Board of Directors had been formed o investigate the
matters disclosed in the Form 8-K and the Commities's investigation might resule
in addittonal or different information

The restated financial statements that Enron indicated it would file have not vet
been filed with the Commission.

1]
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On Movember 9, 2001, Dynegy Inc. announced its inlention 1o scquire Enron for
approximalely £9 billion in Dynegy Inc. stock and the assumption of £13 billion in debt.

On MNovember 19, 2001, Enron filed its Form 10-0) for the gquarter ended

September 30, 2001. The company updated some of the disclosures made in ils
Movember 8, 2001 Form B-K and disclosed that it had initiated an action plan for the

restrucharing of its business that would negatively impact its fourth quarter eamings.
Enron also disclosed that a note payable in the amount of $600 million related 1o a
limited partnership had been accelerated due to a downgrade in Enron’s debt rating. In
addition, Enron disclosed additional debt amounts that would be accelerated if the
company's debt rating fell below investment grade, The filing noted that the auditor of
Enron’s financial statements was unable 10 finalize its required review of the quararly
financial statements prior o filing with the Commission due to an ongoing investigation
by the Special Commutice,

On November 28, ZIZH]?I-. severnl rating agencies lowered Enron's long-term debt
lr below investment grade. Shortly after the downgrade, Dynegy terminaied the merger
agresment, citing breaches of representations, warranties, covenants and agreements in
the merger agreement including a material adverse change provision.

On December 2, 2001, Enron filed for Chapter 11 bankruptey protection and

simultaneously sued Dynegy for S10 billion alleging breach of contract in connection

with Dynegy's wrongful termination of its proposed merger.

As noted previously, the Commission’s investigation into these matters is

continuing.

n
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APPENDIX B

How to Prevent Future Enrons
By Harvey L. PR

121102001

Thar Wall Streat Jourmal

Fage A18

(Copyright (¢} 2001, Dow Jones & Company, Inc.)

The Securities and Exchange Commission is investigating Enron s melidown and its tragic
consequences. Lintil all the facts are known, there is nothing thal can or should be said about
wha may be responsible for this lermible failure. The public can be corfident, howevar, that we will
deal with any wrongdoing and wrongdosns swilthy and completely, to ensure full protection of
investor interasts,

Even befiore the Enron situation, we were working 1o improve and modemize our dischosure
Systam -- to make disclosures mone meaninglul, and inelligible, o averags invesiors. Our
immediate concarm In the wake of this tragedy should be to understand how 1o preven! more
avents like this. Of course, those with imtant and creativity can ovarride any sysiem of checks or
restraints. Selieving that we can create a foolproof system is both #lusory and dangerous. But
investors are entitied to the bast regulstory system possibie, and we can achieve more than we
presenlly do if we focus altlenton on finding solutions instesd of scapegoats.

Our curmenl reparting and fnancial disclosure syslem has needed improvement and
mogemizalion for quite some fime. Disclosures 1o Investors are now required only guartery or
annually, and even then are lssued long afer the quanar or yesr has ended. This creates e
patential for & inancial “perfiect storm.” Indormalion investors receive can be stale on arival and
mandatad financial stalements are ofien arcane and impenetrabie.

To reassure investors and restore their confidence, the public and private sectors must partner to
produce @ sensible and workabie approach that includes, in additon to our exisling afer-the-fact
enforcemant actions:

- A systern of *current” disclosure. Investors nead current infermation, not just periodic
disciosures, along with clear reguirernents for publc companies to make affirmative disclosures
of, and o provide updates to, unqueastonably matanal nformation in real me,

~ Public compeny disclogure of significant cument “rend” and "evaluaiive™ data. Providing current
irend and evalualiee data, as well a3 histones! infermation, would enable inveslors to assess &
company's financial posture ag it evolves and changes. [t would also preclude “woodan®
approaches 1o disclosure, and encourage evaluative disciosures that begin where ling-item and
Generally Accepled Accounting Principles dsclosures end, This information, upon which
rorporate executives and bankers already base cilical dacisions, can be presented without
confusing or misleading investors, prejudicing legitimate corporate interests, or epaing
companies 1o unfair assarlions of liabilily

= Financial statermnents thal are clear and informative. Investors and employess concamed with
presaning and increasing their retiremant funds deserva comprehensive financial repons they
can easily mierpret and understand,

= Conscientious identification and assessment by public companies and their suditors of erilical

accounbing principkes. Public companies and thair advisers shuuld identiy the three, four or five
maost enical accounting principles upon which a company’s financial status depends. and which
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irmmolve the most complex, subjective or ambiguous dacisions or assessments. Inveshors Sholld
be tald, concsely and cleary, how thase princdples are applied, as well ag Infermation about the
range of possible effects in Cilfering applications of these principles.

— Prvate-sacior standard setting that responds expeditiously, concsely and deary to curmant and
immediate neads, A lengthy agenda that achieves its goals too slowly, or not &t ad, like good
intenbons, paves a road (o the wrong kcake,

— An anvironmant that encourages public companies and auditors to seek our guidance in
advance. The SEC must be, and must eppear to be, 8 constructive resource and hospiable
soundeng board for difficull and complex accounting ssues belore mistakes ane made. We will
abuays need, and utiize, aftec-the-fact enforcemment, and we can, and wil, improve our review of
financial reports. Bul by now i is painfully clear that preventing problems is infinitely Supesior, and
far lass damaging. than acling after investor funds, retiremant sccowsnts or life savings are
dissipaied,

— An effective and transparent systerm of sell-ragulaton for e acsounting profession, subject o
o niporous, but non-duplicative, cversight. As the major accounting firm CEOs and the Amenican
Inafilube of Cerlified Publc Accountants recently proposad. the profassion, in concert with ws,
rrest provide assurances of comprehensive and effective self-regulation, including monitonng
adherence to professional and ethical standards, and meaningfully disciplning firms or indeviduals
faling short of those standards. Such & systern has costs, but those who benefit frorm e sysiem
should halp absor them.

= More mesmingiiel investor protection by audit commitiees. Awdd committess must be proacive,
nod mensly reactive, to ensure the quakty and integrily of corporale financial repons. Especially
critical is the need to improve interaction bebseen audl committes members and senicr
managarmant and cutside auditors. Audit commitises must understand why critical accountng
principles were chosan, how they were appded. and have a basis for belisving the end resull Fairy
presents thisr company's actual status.

~ Analysl recommendabions predicated on financal data they have deciphered and inerpretad,
Analysts and thelr emplovers should eschaw axprassing views without an adequate data
foundation, er when confused by company presentations.

Our syslem can be improved and modemized, In a crisis, soma seek sasy anawers 1o difficu
problems by ponting fingers. But tree reform requires rigorous analysis. respect for competing
WiEwE, and compramise and stalesmanshio by all concemed. We are up fo the task, But only if we
are able 1o tap ocwr best minds to produce our mest creative solutions, and cnly if we are able to
disouss these issues openly and honesily. We are commitied to that and, and we seel
panicipaticn from everyone wilh an inlerest in cur capital markats. Together, in pannership, we
can meke a dfference. Thal is our vision, and our mission.

Mr. Pitl ks chairmen of the Securities and Exchange Commission.

Copyright & 2000 Dow Jones & Company, fnc. A Rights Resanvad,
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Remarks of Joseph F. Berardino
Managing Partner — Chiel Executive Officer, Andersen

L.5. House of Representatives
Commiftes on Financlal Services
December 12, 2001

Chairman Oxley, Congressman LaFalce, Chairman Baker, Congressman Kanjorski, Chairwoman
Kelly, Congressman Gutierrez, Members of the Committee,

I am here today because faith in our firm and in the integrity of the capital market system has
been shaken. There is some explaining to do.

What happened at Enron is a tragedy on many levels. We are acutely aware of the impact this
has had on invesiors. We also recognize the pain this business failure has caused for Enron’s
employess and others.

Many questions about Enren's failure need 1o be answered, and some involve accounting and
auditing matters. [ will do my best today to address those.

| ask that you keep in mind that the relevant auditing and accounting issues are extraordinarily
complex and part of a much bigger picture. Mone of us here yet knows all the facts. Today"s
hearing 15 an important siep in enlightening all of us. I.am certain that together we will get to the
facts.

If there 15 one thing vou take away from my testimony, T hope 1t 15 this: Andersen will mof hide
from its responsibilities. That's why I'm here today. The public's confidence is of paramount
mmportance. If my firm has made emors i judpment, we will acknowledge them. We will make
the changes needed 1o restore confidence.

Today, | want to address two 15sues that go o the heart of concems about our rale as Enron's
auditor

First, did we do our job? 1 want to explain what we knew and when we knew 1t on several key
issues, keeping in mind that our own review — like vours — 15 still under way.

Second, did we act with integrity? I want to discuss the 352 million in fees we received and
respond to concemns that have been raised.
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I also want to talk about what T believe are some of the lessons we can already learn from Enron
— for our firm, for the accounting profession, and for all participants in the financial reporting

System.
Let me start by telling you what we know about three particular accounting and reporting issves:

= the restatements caused by the congolidation of two Special Purpose Entities, known as SPEs,
and the recording of previously “passed” adjustments as a required byproduct of the
restatement;

# a51.2 billion reclassification in the presentation of shareholders’ equity during 2001 - of
which 8172 million was misclassified in the andited 2000 financial statement, and:

# the company's disclosures about its off-halance-sheet transactions and related financial
activities.

| want to emphasize that my remarks are based on the information that is currently available. We
have made our best efforts 1o be complete and accurate in describing what we know. But our
review, like the work of the SEC, this Committes, Enron’s board, and others, is nof vet complete.
It 15 always possible thet new information could be developed that would change current
undderstimding of events or uncover mew evenis.

Consolidation of Special Purpose Entities

Let me begin with the Special Purpose Enlities. SPEs are financing vehicles that permit
companies, like Enron, to, among other things, access capital or to increase leverage without
adding debt 1o their balance sheet. Wall Street has helped companies raise billions of dollars with
these structured financings, which are well known to analysts and sophisticated investors,

Two SPEs were inwolved in Enron's recent restatement announcement. Om one, the smaller of

them, we made & professional judgment ebout the appropriate accounting treatment that tumed
out to be wrong. On the one with the larger impact, it would appear that our audit team was not
provided critical information. We are trying to determine what happened and wiy,

Let's begin with the larger SPE, an entity called Cheweo. What happened with Chewco
accounted for about 80 percent of the SPE-related restaternent.

In 1993, Enron and the California Pubic Employees Retirement System {Calpers) formed a 50v50
partnership they called Joint Energy Development Investments Limited, or JEDI for short,
Among other factors, the fact that Enron did not control more than 50 percent of JEDI meant that

Z
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that partnership's financial statements could not be consolidated with Eqron's financial
staterments under the accounting rules. Tn 1997, Chewco bought out Calpers” interest in JEDI
Enron sponsored Chewco's creation as an SPE and had investments in Chewco.,

The rules behind what happened are complex, but can be boiled down to this. The accounting
rules dictate, among other things, that unrelated parties must have residual equity equal to at least
3 percent of the fair value of an SPE's assets in order for the SPE to qualify for non-
consolidation. However, there is no prohibition against company employvees also being involved
as investors, provided that various tests were met, including the 3 percent test.

In 1997, we performed awdit procedures on the Cheweo iransaction. The information provided to
our auditors showed that approximately 511.4 million in Chewco had come from a large
mtemnational financial institution unrelated to Enron, That equity met the 3 percent residual
equity test. However, we recently leamned that Enron had arranged a separate agreement with that
institution under which cash collateral was provided for half of the residual equity.

;H-"ha! happened?

Very significantly, at the time of cur 1997 procedures, the company did not reveal that it had this
agreement with the financial mstiation. With this separate agreement, the bank had only one-
half of the necessary equity at risk. As a result, Chewco’s financial statemenis since 1997 were
required to be consolidated with JEDI"s which, in a domino effect, then had to be consolidated in
Enron’s financial statements.

1115 not clear why the relevani information was not provided 1o us. We are still looking into that.
Un November 2, 2001, we notified Enron’s sudit committee of possible illegal acts within the
company, a8 required under Section 10A of the Securities and Exchange Act.

Now, about the second SPE structure; specifically, a subsidiary of the entity known as LIMI.
This transaction was responsible for about 20 percent -- or §100 million — of Enron's recent
SPE-related restalement.

In retrospect, we believe LIM1's subsidiary should have been consolidated, | am here today to
tell you candidly that this was the result of an error in judgment, Essentially, this is what

happened:

After our initial review of LIMI in 1999, Enron decided to create a subsidiary within LIM],
informally referred to as Swap Sub. As a result of this change, the 3 percent test for residual
equity had to be met not only by LIMI, but alse by LIM1's subsidiary, Swap Sub.
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In evaluating the 3 percent residual equity level required to qualify for non-consalidation, there
were some complex issues concemning the valuation of venious assets and lizbilities. When we
reviewed this transaction again in October 2001, we determined that our team's initial judgment
that the 3 percent test was met was in error. We prompily told Enron fo correct it.

We are still looking into the facts. But given what we know now, this appears to have been the
result of a reasonable effort, made in good faith.

Adfustments previously not made to Envon’s 1997 financial statement

Az a result of the restaterment for the SPEs, Enron was reguired o address proposed adjustments
to 115 financial statements that were not made during the penoeds subject to restatement.
Quezstions have been raised about certain of these “passed adiostments.™ Let me address that

155ue next.

As part of the audit process, the anditor proposes adjustments to the company™s fnancial
statements based on its interpretation of Generally Accepted Accounting Principles (GAAP). A
company's decision to decline to make proposed adjustments does not mean that there has been
an intentional effort o misstate, I the audivor behieves that the company”s actions resull in either
an intentional error or a material misstatemnent, it may not sign the audit opinion.

Orften, there is a timing issue 1o consider. These adjustments typically are proposed by the
awditor at the conclusion of the audit work — usually one or tao months after the close of the
vear-end. Some companies, like Enron, choose to book those adjustments in the year afier the
awditor identifies them, when they are immatenal.

Questions have been rasad about $51 million in adjustments not made in 1997 when Enron
reported net income totaling $105 million. Some have asked how adjustments representing
akmost half of reported net income could have been deemed 1o be immaterial.

Auditing standards and SEC guidance say both qualitative and quantitative factors need to be
considered in determining whether something is material. The Supreme Court has described this
approach as the “total mix™ of mformation that suditors most consider.

In 1997, Enron had taken large nonrecurring charges, When the company decided to pass these
proposed adjustments, our audit team had to determine whether the company s decision had a
materizl impact on the financial staternents. The guestion was whether the team should only use
reported income of $103 million, or should it also consider adjusted eamings before items that
affect comparebility — what accountanis call “normalized” income?
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We looked at “the total mix™ and, in our judgment, on a quantitative basis, the passed
adjustments were deemed not to be matenial, amounting to less than B percent of normalized
camings. Normalized income wes deemed appropriate in hght of the fact that the company had
reported net income of £584 million one vear earlier, m 1996, 3520 million in 1995 and 3453
million in 1994,

I1 is also important to remind you that the restatement analysis presented in Enron’s recent 8-K
filing was not audited. When Enron's audited restatement is issued, the 551 million in
adjustments presented in 1997 will be reduced for the effect of adjustments proposed in 1996,
which were recorded in 1997,

Reclassificarion of §1.2 billion of shareholders * equiry

Mow let me turn to the issue of shareholders” equity. Shareholders” equity was incorrectly
presented on Enron’s balance sheet last year and in two unaudited quarters this year.

Auditors do not (esl every transaction and they are not expected to. To do so would be
impractical and would be prohibitively expensive. EnronOnline alone handled over 500,000
transactions last year,

Auditing standards require an audit scope sufficient to provide reasonable - not absolute -
assurance that any material errors will be wdentified. This testing is based on a cost-effective and
proven technique known as sampling. I appropriate accounting is found in & properly chosen
sample, this generally provides reasonable assurance that the accounting for the whole
population of transactions has been done in accordance with GAAP and is free of material
mistatement.

Shareholders' equity was initially overstated last vear for a transaction with a balance sheet
effect of §172 million. This amount was recorded as an asset, but should have been presented as
a reduction in shareholders” equity. That amount, $172 million, was less than one third of one
percent of Enron's total assets and approximately 1.5 percent of shareholders' equity of 511.5
billion. It was a very small item relative to total assets and equity and had no ImpACct o6 easnings
or cash flow. Accordingly, the transaction fell helow the scope of our acdit.

In the first quarter of this year, Enron accounted for several more transactions in & similar way,
increasing the size of the incorrect presentation of shareholders’ equity by about $828 million.

Ihe quarterly financial statements of public companies are not subject to an audit, and we did not
conduct an audit of Enron’s quarterly reports. Consistent with the applicable standards, our work
primarily was a limited review of the company’s unaudited financial statements,
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In the third quarier, Enron closed out the transactions that incloded the 5172 million and the
FB28 million equity amounis, and we and Enron reviewed the associated accounting. This review
included third-quarter impacis on the profil and loss statement and on the balance sheet. This is
when the ¢rroneous presentation of shareholders’ equity came into focus,

We had dizcussed the proper sccounting treatment for similar tvpes of transactions with Enron’s
accounting stafl, and therefore, the scope of our work on the year 2000 audit and this vear's
quarterly reviews did not anticipate this sort of ermor. When we informed the company of the
error, the company made the necessary changes in its financial statements,

hreskions about disclomre

Questions have been raised about the sufficiency of Enron's disclosures, especially aboat
unconsolidated entities. I ask you to keep in mind that the company disclosed in its financial
statements that it was using o number of unconsolidated structured financing vehicles.
Unconsolidated means, by definition, that the assets and lizbilities of these entities were nat
recorded in Enron's financial statements. However, in cerain circumstances, footmote disclosures
are required. -

With that disclaimer, let me offer one man’s view of what investors were told. Enron had
hundreds of structured finance transactions, Some were simple; others, very complex. The
company did not disclose the details of every transaction, which is acceptable under GAAP, but
it did disclose those involving related parties and unconsolidated equity affiliates.

* JEDI and other entities are listed in fpotnote nine of Enron’s 2000 annual repori.

* LIM1 and LIM2, involving the company's former CF(), both were described in the 1999 and
2000 annual reports and described more fully in its annual proxy statements.

In footnote 11 to the 2000 annual report, Enron also disclosed under the heading "Derivative
Insrrurnetits™ that it had derivative instrurments on 12 million shares of its common siock with
JEDI and 22.5 million with related parties.

E-Dm_: people say we should have required the company 1o make more disclosures about
contingencies, such as accelerated debt payments, associated with a possible decline in the value
of Enren’s stock or changes in the company”s credit rating.

['ask you to keep in mind that the corpany s shares were coming off near record levels when we
completed our audit for 2000. No one could have anticipated the sudden, rapid decline we
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witmessed in this stock and its credit ratings, and accounting rules don't reguire a company o
disclose remaote contingencies,

That said, we continue to believe investors would be better served if our accounting rules were
changed to reflect the risks and rewards of transactions such as SPEs, not just who controls them,
Putting more of the assets and liabilitics that are gt rigk on the balanee sheet would do more than
additional disclosure ever could. We have advocated changes in these accounting rules since
1982,

I offer an additional observation about Enron's disclosures. Press reports indicate that some who
analyzed the company’s public disclosures came to the conclusion that perceptions about the
company — and thus the market's valuation of Enron — were not supported by what was in the

company's public filings.
Fees poid io Ardersen

Soe are questioning whether the size of our fees, $52 million, and the fact that we were paid
527 million for services other than the Enron audit, may have compromised our independence a1
Enron. [ understand that the size of fees might raise questions, and | think our profession must he
sensitive to that perception.

With that in mind, I think it would be helpful for the Committes to have a deeper understanding
of the nature of the work we did for Enron, and how the fees for that work were reported.

As & starting point, it is important to recognize that Enron was a big, complex company. Enron
had $ 100 billion in sales last year, It operated 25,000 miles of interstate pipeline and an 15,000~
mile glebal fiber optic network. Enron did business in many countries. Its EnronOnline trading
system was the world’s largest web-based eCommerce system and bandled more than half a
million transactions last year — for 1,200 products. Enron was the seventh largest company on the
Fortune 500,

This was not 4 simple company. It was not a simple company 1o andit, In addition to its
operations and trading, Enron, as we know, engaged in sophisticated financial transactions, Not &
few, but hundreds, Assets worldwide totaled 363 hillion, both before and after Enron pdjusted for
thie restatements

Given this complexity, it should not surprise anyone that the fees paid 1o our firm for Enron’s
audit were substantial. The 525 million we were pad for Enron’s audit last year is comparable to
the amounts that General Electric and Citigroup, two sophisticated financial services providers,
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paid for their awdits, It is slightly more than the audit fees pud by two others — JPMorgan Chase
and Memll Lynch.

Because of the way the fes categones for new proxy statement disclosures on auditor fees were
defined, many services traditionally provided by auditors — and in many cases only provided by
auditors — now are classified as “Other.” Regrettably, without knowledge of the underlying
facts, this leads some to believe that such fees are for “consulting™ services,

In fact, 32.4 million of the 327 million in “Other” fees reported by Enron last year related to
work we did on registration staternents and comfort letters. This is work only a company’s audit
firm can do.

Another 3.5 million was for ax work, which has never even been mentioned as a conflict with
audit work, Audit firms almost always do tax work for clients.

Amother 33,2 million of the “Other” fees Enron paid us las: vear related to a review of the
controls associated with a new accounting system - a service highly relevant to the auditor's
understanding of the company's financial reporting system. Another Big Five firm installed that
financial accounting system -- for about $30 million. .

Finally, 34 million of the fees listed as having been paid to Andersen were, in fact, paid to
Andersen Consuliing, now known as Accenture. As most of you know, our firms formally
separated last August and had been operating as independent businesses for some tinse.
Mevertheless, the rules said Enron had to report any fees it paid to Andersen Consulting as
having been pmd to 1ts audit firm.

IF wou take all these factors into sccount, the total fees thal Arthur Andersen received from Enron
last year amounted to $47.5 million. And of this, about $34.2 million, or 72 percent, was audit-
related and tax waork, Total fees for other services paid to our firm amounted 10 $13.3 million.
T'hllts was for several projects, none of which was for systems implementation or for more than $3
millron.

Some may still assert that even 313 million of consultiing work is too much — that it weakens the
backbone of the anditor, There is a fundamensal issue here. Whether it's consulting work or audit
waork, the reality is that awditors are paid by their clients. For our system to work, you and the
investing public must have confidence that the fees we are paid, regardless of the nature of our
work, will not weaken our willingness to do what is right and in the best interest of the investors
a& represented by the audit committee and the board.
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I do not believe the fees we received compromised our independence. Obviously, some will
disagree. And [ have fo deal with the reality of that perception. [ am acutely aware that our firm
must restore the public™s trust. [ do not have all the answers today. But 1 ean assure you that we
are carefully assessing this issue and will take the steps necessary to reassure you and the public
that our backbone is firm and our judgment is clear.

Lessons for the Future

When a calamity happens, it is absolutely appropriate to ask what everyone involved could have
done to prevent it. By asking the other witnesses and me to testify today, the committee is
working hard, in good faith, fo understand the issues involved and to help prevent a recurrence
with another company.

| believe that there is & crisis of confidence in my profession. This is deeply troubling to me, as I
believe il is a concern for all of the profession’s leaders and, indeed, all of our professionals.
Real change will be required to regain the public’s trust.

Andersen will have to change, and we are working hard to identify the changes that we should
make.

-

The accounting profession will have to reform itself. Ous system of regulntion and discipline will
have to be improved. I discussed some of the issues that the prodfession faces in an op-ed i the
Wall Street Journal last week, which is attached to my testimony.

Other participants in the financial reporting system will have to do things differently as well -
companies, boards, audit committees, analysts, investment bankers, credit analysts, and athers.

We all must work together to give investors more meaningful, relevant and timely, information,

But our work starts with our firm, We are committed to making the changes needed o restore
confidence.

A day does not go by without new information being made available, and | would observe that
all of us here today -- and many others who are not here - have a responsibility to seek out and
evaluate the facts and take needed action. My firm, and I personally as its CEQ, will continue to
di our part. | hope that my participation 1oday has been helpful to your afforts.

Thank you.
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Tastimony of
Charles L. Hill
Director of Ressarch
Thomaon Financial / First Call
bafore the jeint session of
the House Subcommitbee on
Capital Markets, Insurance, and Government Sponsored Enterprises
and
Che House Subcommittees on
Oversight and Investigations
12 Ootabar 2001

BROFEE AMALYST'S ANALYSIS OF ENRON
Frologue

I welcome the opportunity to again testify in front of the House Financial
gervices Committee. I believe this committes has been addressing
substantive issues that are important not only to the future health of the
investment community, but important t£o the general public'e perception of
and confidence in the overall capitalist system.

The excesses associated with.Enron that led to its bankruptcy are more far
reaching than just their impact on Enron.

There is plenty of blame to go around in the mistakes made in the Enron
situation. I am here today to focus on the role of the broker analysts in

this debacle.

In my previgus testimony before this committee, I did not tread lightly on
what I thought were some serious probleme in analyst behavior that needed
to be remedied,

I am here this morning, however, te say that the analysts to some degree
were more victims rather than culprics in the Enron situabion. Mot that
they were without blame, particularly in the late etages of the Enron
cellapse, but they were not the underlying cause of the excessive rise in
Enron's stock that later proved to be irraticnal.

The performance of the analysts should be judged on two fronts. The first
is their analysis of Enron's fundamentals, particularly in regard to
earninge. The second is their valuation assessment and recommendations of

Enron skack,

hnalysis of Enren Fundamentals by Broker Analvscs
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The thing that stands cut most visibly about the analyst’s analyses of
Enron, is that over the three years up ‘to Qctober 2001, their estimates at
the beginning of each year for that year had minimal changes. The few
changes that did occur were always upward and usually followed the
guidance given by the company when they reported guarterly earnings. The
narrowness of the spread of estimates among analysts was remarkable,
especially for an energy company. The coefficient of variance for Enron
estimates was consistently below the average for the S&Fs500 during the
same period,

This pattern is highly suggestive that the analysts were being spoon fed
as to what Enron expected sarnings to be. The analysts might have been

willing to accept company guidance, be it overt or inferred, as long as

the company kept meeting expectacions each quarter. Since at least the

beginning of 19%8, Enron has met or exceeded analyst estimates every

gquarter,

Cne reason that analysts may have been more willing than normal te accept
company guidance for Enron was that it was becoming increasingly difficulc
to understand how Enron was achieving its revenue growth and
profitability. Extensive use of derivatives, particularly when the
company is using mark-to-market accounting is extremely difficult in the
best of situations. We now know that a big additienal reason for the
difficulties in analyzing Enron’s financials was that there were
eignificant parts of Enron's business that were hidden from the kbalance
sheet .

Often the way out for analysts when faced with difficult to analyze
Situations like Enron is to drop coverage. Why take the risk when there
are plenty of companies that are transparent enough to do meaningful
analysis with confidence? The problem with dropping Enron was that it had
become the giant in the industry. If you were an analyst covering that
industry, you essentially had to cover Enron. That wae further reinforced
if your firm was cne of Enron’'s investment bankers or investment banker
wannakhs

The real problem though was having sufficienct information about the off
balance sheet items. Whether the accounting for each of these items was
within FASB rules or not is not vet clear, although the announsed
restatement of prior periods earnings is a strong signal that at least not
all was kosher. But what is clear is that Enron was not providing what
could even be considered minimum Cransparency in its finamecials and thas
the analysts did not have all the tools necessary to make a reascnable
apalysis.

Valuation of Enron Stock by Broker Analysbs

In evaluating analyst performance an recommending Enron etock, one firsc
has to understand how the brokerage community’'s recommendation really
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works. As I have testified before to this committes, the investor needs a
two lawvel decodsr. '

The first level of the decoder gets all the brokers on a common
recommendation scale. The moat commest scale is a five tiered one, where
the top category is a strong buy, the second is a buy, the third is hold,
the fourth is sell, and the fifth is strong sell. Most brokers have a
five tier scale, some have a four tier one, and a few have a Ehres tier
scale., In addition, many have very different terminclogy. The term "buy”
may be the term used for the top category at some brokers, or for the
second best category at many brokers, or, in at least one case, for the
middle category. There are more than a dozen different terms used for
each of the top three categories, and almost as many for the bottom twa,

Unfortunately, getting all the firms on a common scale is not the end of
the decoding. Analysts are overly biased en the positive side in their
recommendations. The typical distribution is about 313% of all
recommendations are in the top or strong buy category, about 313% in the
second or buy category, about 33% in the middle or hold category, and only
about 1% in the remaining sell and strong sell categories combined.

If the recommendatione are put in numeric terms where 1 ig a sbrong buy
[or whataver the broker's teéerm is for their Eop categqyy), 2 is a buy, 3
i a hold, 4 is a sell, and 5 is a strong sell. Using thie numerical
scale, consensus recommendations can be caloculated for sach company . Most
of the time the average consensus recommendation for either the companies
in the S&P500, or for the roughly 5000 companies that analysts cover, is a
2.1. Occasienally, the average may be a 2.0 or & 2.2,

Therefore, the second level of the decoder would move the recommendations
into three more meaningful categuries. Those in the 1 or strong buy
category would really be saying buy, at least in relative terms. Thoss in
the & or buy category would really be saying they were neutral on the
stock, and those in the 3 or hold, the 4 or sell, and the & or strong =ell
categories all would be saying sell the stock.

For Enron, the consensus recommendation, as shown on the accompanying
graph, was about a 1.5 from May 2000 until the end of September 2001.

Even if we had our decoder to compensate for analyst optimism, it is clear
that the analyst covering Enron were very positive with their
recommendations.

Sut during that same peried, the analysts had similar or higher consensus
recommendations on competitors like Calpine and Dynegy. While che
consensus recommendation for Enron was much better than the avarage for
SEP500 companies, there enthusiasm was not limited to Enron.

In early October 2001, the consensus recommendarion gpiked up from & 1.5
to a 1.3 as several analysts raised their recommendations ahead of Enron

reporting ite 3001 earnings on 16 October. On tha day of the earnings
announcement one analyst raised their recommendation, pushing the
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consensug to a remarkable 1.2, But as the Enron story began to unravel
over the next few days, the recommendation downgrades exploded, plus six
of the seventeen analysts dropped coverage.

Concluaions

In these kind of situations, it is easy te point a finger at the analysts
for mistakes made. In my prior testimony, and in other forums, I have
taken the analysts ko task for not performing to an acceptable standard in
certain situations. While the analyvsts are certainly not without blame on
Enron, they are not the real culprits in this situation.

I am not an expert in deoing the actual accounting at a company, or in
duditing a company’s accounting, but having been an analyst fer 22 YEars,

as wall as clogely cbserving analvst behavior at First Call for the last

ten, I can say without reservation that this Was a situation where either

the company or its auditors or both were at fault in not providing

investors, especially including the analysts, with the teols necessary to -
understand Enron‘e business.

Whether the letter of the accounting rules were met or not, it is patently
cbvious that the spirit of the rules wae violated in that Enron‘'s
financial statements did not fairly convey enough information for
investors te reasonably analyze che company ' s operations.

In that climate, it ig hard te be too critical of the analysts’ optimism,
Enrcn had a long history of showing consistent and substantive earnings
growth. If it had been up to me if T was in that situation, I would have
dropped eoverage long before October 2001. The financial reports and
details of operations had become more and more inacrutable well before
then. But as I mentioned earlier, most, if not all, analyscs did not have
that operation. A1l things considered, they probably did as well as ecould
be expected until October 2001, although in hindsight it is easy Lo gay
that they could have at least tempered their bullish recommendations to
BoMe degrae,

However, once the issues of the off balance sheet items became an
unexplained issue on the 16 October 2001 conference call an 3001 rasults,
it does seem that the analysts could have moved guicker to either suspend
their recommendation or dramatically drop the level of their
recommendation. The unexplained $1.2 billien balance sheet writedown was
not a caution flag, it was a red flag.

But Enren is not the situation on which to challenge analyst performance.
There are far more significant situaticns were analyst conflicts and
performance are at issue. The lessans to be learned here is how to insure
that ecospany’'s and their auditors can be relied on to openly provide the
necesBary tools for investors to meaningfully analyze the Company s
busineas,
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Good moming Chairman Baker. My name is Richard Trumka, and | am the Secretary-
Treasurer of the AFL-CI0. On behalf of the AFL-CI0 and our unions' 13 million
members, | am grateful to the Financial Services Committee for affording us the
opportunity to express our views on the implications of the collapse of Enron. In
particulur [ would like at the outset to commend this Committes and Chairman Baker
particular for his leadership in calling this hearing and his foresight in looking at the issue
of analyst independence last summer. As [ will describe below, that issuc is a significant

part of what went wrong at Enron.

My purpose in appearing here today s threefold. First I would like to give the committee
some sense of the impact the collapse of Enron has had on workers trying to invest for
their retirement, and on unions and employers trying to help workers achieve retirement
security. Second, | would like to take 2 moment or two to talk about why Enfon
collapsed, and the links between Enron's collapse and the issues that were already facing
this Congress on the day the Enron disclosures began. Finally, and perhaps most
importantly, there is a clear regulatory agenda that the Securities and Exchange
Commission and the Department of Labor must take up. Today the AFL-CIO has semt
rulemaking petitions to the SEC embodying this agenda of auditor independence and
Board integrity. With this Congress’ suppost, the relevant regulatory agencies could take
a series of initiatives that would go a long way toward profecting workers' retirement
security and the investing public from the conflicts of interest that led to the collapse of

Enron.
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We are here today because Enron's bankrupicy was of a size and speed not expenienced
since some of the famous debacles that followed the Great Crash of 1929, And we must
begin by recognizing that its collapse has had a real impact not just on big Wall Street

firms, but on millions of working people and their pension funds.

This is & catastrophe rich in irony. Enron was a company that talked about a future of
transparent markets, but whose CFO openly bragged to the financial press that its own
accounting was a black box, saying *We don't want anyone to know what's on those
hooks. We don't want to tell anyone where we're making money.”' “{1‘5 Was a company
that complained about the costs of corruption in the global economy, hI;l made campaign
contributions an integral part of its business strategy; a company whose own governance
was a weh of conflicts of interest that completely stymied the protections our legal
system provides investors, And final'y this was a company whose mantra was
deregulation and privatization, but which has ultimately become an advertisement for
why workers need both defined benefit pension plans and a Social Security system safe

from the conflicts of interest rampant in the capital markets.

We must, however, begin with those who have been hurt worst and most unconscionably
by the conduct of the Board and officers a1 Enron--the employees of Enron, more that

5,000 of whom have already lost their jobs, and more than 12,000 of whom participated
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;lgr;:m's 401(k) plan.* Enron's contribution to these employees’ retirement security was
to donate stock to their accounts and 1o encourage employees to put their own savings
into company stock as well. Thev appear to have done this without even giving their
empioyees a prospectus, as required under current lzw.’ The result was that on the eve of
the collapse over half of the assets of Enron’s 401(k) were invested in the company’s

stock, and many individual workers had all of their 401(k) assets in company stock.

Then on October 17, 2001, the same day that the Securities and Exchange Comamission
announced it was investigating Enron, the company chose to implement a plan to switch
401{k) administrators, knowing that their decision would freeze employees' accounts,
leaving them unable to get out as the stock price went into freefall* Meanwhile the
insiders continued their insider selling, selling that netted a handfil of people over 1
million.” The blackout continued for three weeks, two weeks longer than the industry
standard for such & change, according 10 Plan Sponser magazine * Then at the end of
November when the market price of Enron's stock was under $1, Earon placed shares of
stock it had purchased earlier this vear into the frozen accounts and charged employees”
accounts 561 per share. The final insuli was that as Enron laid ofT thousands of
employees, management tried to extort waivers of 201-% claims by threatening to
withhold portions of worker severance payments.” Now Enron employees’ only hope of
recovering the retirement money they entrusted to their own company lies in the hands of
the courts. And frankly, there does not appear to be sufficient assets available to Come

anywhere near close to the claims against the COMpanY
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Ironically, Congress passed the Employee Retirement Income Security Act (ERISA) 1o
prevent situations in which corporale bankrupicies meant workers lost their jobs and their
pensions, just like what happened to thousands of workers ot Studebaker in the 1960s,

Decades later, thousands of Enron emplovees find themselves in the same position.

| focus particularly on these workers because, unlike most other investors in the
company, by and large Enron workers did not have diversified portfolios. The bulk of
their retirement savings was in Enron stock. Many of the 1,000 members of the
International Brotherhood of Electrical Workers at Enron's subsidiary Portland General
Eleciric have suffered catastrophic losses, members like Roy Rinard, who watched
helplessly, his accounts frozen, as his twenty two years of retirement savings dwindled
from $472,000 to less than $3,500. Ken Kahloni, & former information and technology
manager at Enron, lost 575,000 in his 401{k). He said, "I took 2 pay cut to work there

two years ago, because [ wanted to work for the "best company, ™

But the harm Enron's collapse has caused America’s working families by no means stops
there. Workers' retirement funds have lost tens of billions of dollars in the collapse of
Enron. Earlier this year, Enron was the 7th largest company in America measured by
revenuc.' Enron’s equity at its peak was worth sbout $63 billion, and its bonds another
36 billion more. There was almost twice &s much money invested in Enron stock than in

General Motors stock.” Most pension funds and institutional investors held some Enron
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stock or bonds, If any person in this room has an S&P 500 index fund in your 401(Kk) or
your mutual fund portfolio, you lest money in Enron— probably about half a percent of
your total assets m that fund. And this 15 if you invested in mdex funds— in a strategy

that is designed to cheaply mitigate the risks of investing in any single company.

Let me give you some examples of the monies lost by pension funds. The Amalgamated
Bank of New York, a major index fund manager for union and public pension funds, has
filed court papers stating index funds it sponsored lost approximately $10 million in
Enron equity and debt."" The Georgia State Board of Investment has said in court that it
has the largest losses. Filings by major commercial money managers with tens of billions
of dollars of worker retirement money under management such as Allance, Janus and
Fidelity suggest each has lossel’in the hundreds of millions of dollars.’ Maost of this
money 15 being invested to fund pension benefits for working families— for the public
employees we are counting on to protect us during this period of national crisis, for the
pensions of the ron workers who are as we speak clearing the rubble at Ground Zero, for
the firefighters who today, as on September 11, stand ready to give their lives to save
ours. Becawse of the way that our retirement system has become increasingly interwoven
with the capital markets, practically every American forfunate enough 1o be able to save

for retirement in any form was hurt by the collapse of Enron.

In part, the moral of this story is that conflicts of interest in the capital markets can do a

lot of damage to America’s working families. Currently, Congress is considering
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legislation sponsored by Rep, Boehner that would remove the ban on conflicts of interest
in the provision of investment advice to 401(k) participants.” Mr.Boehner's bill would
leave 401(K) participants prey 1o the same conflicts that have so distorted the analysis of
mdividual stocks, and as Enron shows, conflicts of interest can truly harm 401(k)
participants” retirement savings. Similarly, consider how much worse this situation
would be for Enron employees if their Social Security benefits had been invested in

Enron, as they would if the privatization advocates had had their way.

Now some may ask, don't people gain and lose money in the markets every day-- isn't the
Enron story just a particularly dramatic example of the dynarmics of risk and return. Qur
answer, as stewards of worker capital, is emphatically no-- this is not how the financial
markets should work. This is not a story of risk or of ignorance. It is 2 story of conflicts
of interest, of duties breached and duties ignored, of lovalty betrayed. This is a story of
vital information whose disclosure might have saved the company being withheld until it
was oo late. 1t is a story of people so shameless and greedy that literally as the
bankrupicy papers were being drawn up they were stil] passing what remained of the
firm's cash out 1o themselves—§55 million on the last work ing day before they filed for

Chapier n."

Now obviously a It of people have sued in court alleging some of these things. In the

end the facts, many of which today are murky, will be sorted put. But even today certain

ihings are clear,
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Though Enron began as a utility and pipeline company, and its hard assets remain just
that, Enron had become a new kind of financial intermediary. Enron brokered a huge
number of contracts allocating price sk and other kinds of risk in an increasingly
bewildering array of commodities—- from natural gas and eleciricity o Intermet services to
the weather. In that kind of business, a company's most valuable asset is trust-- trust that
you are telling all your constituencies the truth, trust that you are a market maker and not
merely 2 gambler. And what seems to have fundamentally happened 1o Enron is that the
company’s management abused that tmest and ultimately destroved it, Almost overnight

Enren tumed from a market colossus with an enterprise value of well over £70 billion to

o mere collection of pipes and computer terminals worth considerably less than its debts,

The story of Enron’s unraveling begins with self-dealimg-- with transferring business oot
of the company into the hands of related entities that were in large part owned by Enron
exgcutives, These ransacnons were approved by the Board of Darectors, the auditors and
the lawyers, According to the chainman of the Compensation Committee, Charles Le
Maistre, the partnership arrangements served in part to retain executives, saving "We try
1o mike sure that all executives al Enron are sufficiently well-paid to meet what the
market would offer.”™* Bul there was no mention of these transactions anywhere in
Enron's extensive disclosure of its already extremely generous executive compensation
practices. And the company funds that were put into these parnerships were accounted

for as investments, ROl as payvments to executives. These parmerships then went on to
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lose Enron and its shareholders over $1 billion.'” The disclosures around these
partnerships and the loss that suddenby appeared on Enron’s balance sheet in Cetober was
the first of a series of increasingly devastating revelations that both recast the company's

historic performance and completely destroyed the credibility of Enron's management,

How was this allowed (o happen? Let's begin with the first line of defense when
management goes bad-- the Board of Directors. At Enron most of the Board was
mdependent of the company according to the SEC's requirements. But look another
layer deeper, as we did after the mnitial revelations, and you find the majority of the
supposedly independent directors were dependent on Enron or its t:Iﬂlil;.Il'i.'i'EE— dependent
on them for political support, dependent on them for investment opportunities—and were
ultimately unsuited to sit on the Audit Committee or the Compensation Commintee,

Some of these “independent™ directors were actually investing in Enron-sponsored
limited partnerships. 1= it any wonde. that when the ¢rsis began and shareholders needed

desperately to hear from outside directors, all they gol was silence?

Then there were the auditors. Arthur Andersen was the company’s long-time auditor.
And until its division into a consulling company and an sccounting firm, Andersen had
been receiving millions of dollars per year in consulling fees.”® But even on the
accounting side, Andersen marketed a variety of consulting services 1o Enron, mcluding,
many belicve, advising Enron on the structure of the special purpose vehicles. So you

had an audit firm that was dependent on Enron management for higher margin consulting
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services, purperting to provide independent review on behalf of investors of transactions

some of which they themselves, may have designed and charged a fee for.

On the subject of auditors, some have suggested that auditors are noi able 1o detect a
carefully hidden fraud, one where the truth is completely hidden by management. And
that may very well be true, but that was not what happened at Enron. The financiz]
staternents themselves contain the proof that the auditors were aware of each of the
transactions that led this company 10 grief—the seli-dealing with the CFO, creating
partnerships to trade in the company's own stock, other partnerships whose purpose
sezmed to be to generate dubious revenues, hide labilities and otherwise bookable
derivatives positions from the investing poblic.”” While none of these were disclosed in a
Wway to make them transparent 1o the investing public or to Enron's employees, there was
more than enough information in those statements alone to sound warning bells among

the auditors that signed off on them.

Then finally there were the Wall Street analysts. Ultimately investors look to the expert
analys: community to interpret the numbers released by the companies they invest in.
And here we saw again the spectacle of conflict of interest triumphing over duties 1o
mvestors. Enron was such a large firm doing so much business in the financial markets
that practically every Wall Street firm and post-Glass-Steagall cornmercial bank had an
interest in counting the company. And in the eyes of their analysts, Enron was always a

good buy. Of course, il you knew enough to seek out independent analysts, many of
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whose advice comes with a pnice tag beyond that of the average 401(k) participant, you

would have heard a different story.

As late as October, Salomon Smith Bamey, whose parent Citigroup is one of the largest
creditors of Enron and a provider of investment banking services, rated Enron a “buy™
until Cretober 26, then it went to “neutral” where it remained until the company filed
Chapter 11." Lehman Brothers, who stood to eam a large advisory fee if the Dynegy
deal closed, rated Enron as a strong buy night through to the end; Lehman Brothers then
abruptly dropped coverage of Enron after it filed Chapter 11, stating that the “filing had
complicated [the] outlook for [Enron] stock."19 Out of thirteen analvsis that covered
Enron in October, according o Forbes Magazime, eleven were bullish.20 But amaong
eight independent investment newsletters tracked by Forbes, by August, when Enron
CEQ 3killing mysteriously resigned, four were already bearish and rwo more went

bearish by Cctober.21

Finally, the last link that failed was the active money managers. And here again
investors faced conflicts of interest, incleding the same conflicts that compromised
analysts. But the mos1 glaring apparent conflict is the case of Alliance Capital, a major
manager of worker pension fund assets and its link to Enron through Enron board
member Frank Savage, a former senior executive and board member of Alliance. In the
second quarter of 2001, while Mr. Savage was an executive of Alliance, Alliance Capital

increased its Enron holdings by 71 percent to become the largest Enron shareholder,
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while other large investment managers reduced their stake in the former energy giant

during the same time period =

The result was that for years the markerplace set the price of Enron’s stock artificially
hased on fictious accounting, passed on by a conflicted Board and conflicted auditors,
and hyped by conflicted analysts. And both sophisticated institutions and the average
investor, following the advice of experts, bought at that price. And at least some of us
were buying from insiders, who all this past year were unloading stock at an astounding

rabe.

O course | have just described what happened before the attempted Dynegy acquisition. .
In fhe weeks that followed th:r;mulmccmmt, the same dynamics that appear to have
prompted the crisis led to the creation of a new myth-- thut the problems at Enron were
manageable. Many people had an interest in that myth-- most importantly Enron
executives, the investment bankers who stood to reap large fees if the deal wemt through
and the commercial lenders whose abality to avoid an Enron bankruptcy depended on
steeTing the company into the Dvnegy safe harbor. No one wanted 1o disclose what the
real state of Enron’s finances was, clearly because some very scary things were hidden
there. But what this secrecy did was make certain that once the news of the extent of the

problems began to leak, no one could stop the collzpse.
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f‘h?ﬁ?bﬂm and worker pension fands teok several steps during the collapse of Enron
to try and reform corporate governance and disclosure, and then as the situation worsened
to protect workers' investments in the courts, Initially, the AFL-CIO and (he
Amalgamated Bank, a large index manager of union pension fund assets, reached out to
outside directors, We wrote to Enson's Board asking that a special committee of the
Board that had been set up and chaired by Thomas Power, Dean of the University of
Texas Law School, broaden its agenda from merely investigating specific pas:

iransactions to reforming both the company's executive compensation and its audit

policies.23

When the Dynegy transaction was announced, we again wrote to the Enron Board,
pointing out that the markets cdfitinued to be in turmoil due ta incomplete disclosure and
that investors more than anvthing needed enhanced disclosure both to stabilize prices and
to enable investors to evaluate the Dynegy transaction, 'We suggested the company
ummediately recruil people with credibility m the capital markets 1o its Board. We
offered to meet with the Board and discuss possible candidates, but never received a
substantive reply. Given what we all know now about the lack of independence of the

Board, this is no surprise.24 Copies of our letters are attached.
As the situation deteniorated the AFL-CIO, together with other large institutions,

contemplated a state court action to obtain Enron's books and records to be able to

evaluate the Dynegy deal. But before we could begin that process the deal collapsed. In
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the wake of Enron’s bankrptey, the Amalgamated Bank took the last step remaining
open to investors, bringing suit in federal district court in Houston on behalf of Enron's

shareholders against both Arthur Andersen and Enron’s Board and officers. 25

The most important lesson (o be leamed from the collapse of Enron and from our
unsuccessful efforts 1o protect workers® investments is how hard it is to repair the damage
done by rampant conflicts of interest aided by regulatory loopholes. We have to get the
regulatory system right in the first place. And though the Securities and Exchange
Commission has made grear efforts in recent years to strengthen investors” regulatory
protections, the truth is that too often steps that were necessary have not been taken duoe
to resistance by a varety of entrenched intesests, Linion pension funds have tried through
corporale governance effons hke the building rades funds’ support of independent

auditors to strengthen these protections finm by firm, but we canmot do it alone,

Therefore, the AFL-CIO iz today submitting teo rulemzaking petitions to the Commizzion
aimed at addressing the strociural problems in our secunties laws that gave rise to the
Enron fiasco, which are attached to our testimony. We ask in these petitions that the
Commission &ci to tighten the delinition of whe 15 an independent director, and require
the disclosure of the full range of ties that can exist between directors and the corporate
officers they oversee. In the accounting area, our proposals address most of the practices
I have discussed. Cur proposals include a prohibition on sccountants reviewing

transactions they themselves structured, direct audit comminee approval of any auditor
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consulting arrangement and the sudit engagement itself, and a variety of steps designed
to ensure that public auditors are always locking ot the firms they audit with a reasonably
fresh eye. In addition, | would call your attention to testimony the AFL-CICh has
previously submitted to this Committee on the subject of analyst independence and the
regulatory changes that could improve that situation that contributed so significantly to

the debacle at Enron, ™

While we do not believe legislation is necessary, the fact is that without Congressional

suppart for these kinds of regulatory changes, the interesis that profit from the loopholes

that brought us Enron will prevail again, as they so often did in the regulatory fights of
ol

the 1990°s, We hope very much that Chanman Harvey Pirt takes up Iht mgenda

embodied in our rulemaking, but frankly we know he cannot do so successfully without

the support of this Comminee and your counterparts in the Senate.

1 wrge this Commiree and this Congress to support both the Administration’s
enforcement actions against Enron and its Board and executives, and to urge the SEC and
the Department of Labor to step forward and act against the rampant conflicts of interest
and the defects in our disclosure system that gave us the Enron debacle. Our funds will
fight as hard as we can to get our money back. But the truth is only strong govermnment
action can cnsure that investors are not victimized again in this way, The AFL-CIO

looks forward to working with you in the coming days on these important tasks, Thank

You
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1 “Is Enron Owerpriced?”, by Bethany McLean  Fornune, March 5, 2001, Pg. 122,

* “Enson: Let Us Count the Culprits.” Business Week, December 17, 2001, pg. 154

" Roy E. Rinard and Steve Lacey, v. Enron Corp, and the Morthern Trust Company, Class
Action Compliant Filed in the Uniled States District Coart Southern District OF Texas.

* “Enron Faces Suits by 401 (k) Plan Participants,” by Theo Francis and Ellen Schuliz.,
The Wall Street Jownal, November 23, 2001

* Amlagamated Bank et. al. v. Kennath L. Lay et. al. Cass Action Complaint Filed in the
United States District Court Southemn District Of Texas.

" “Recordkeepers: Blackouts can be Shorter,” PlanSponsor, com, December 10, 2001,

"*Enron asks Staff to Drop 401 (K) Suits for Severance,” Wall Street Jowrnal, Nov 19,
2001, page C132,

* “Power Failure: As Enron crashes, angry workers and shareholders ask, Where were the
firm's directors? The regulators? The stock analysts?,” by Daniel Kadlec. Time
Magazine,

December 10, 2001, Pg. 65,

* As measured by marke! capitalization on December 29, 2000.

" Amlagamated Bank ct. al. v, Kennath L. Lay et. al. Cass Action Complaint Filed in the
United States District Court Southern District OF Texas.,

" Alliance, Janus and Fidelity Investments were among Enron’s five largest shareholders
as of September I, 2001, as reported in “Enron: Running On Empty As The Collapsed
Energy Giant Seems Headed For Liquidation, Many Losers Count Their Losses,” by
Peter Coy etal. Business Week, December 10, 2000, pg. RO

* The Retirement Security Advice Act of 2001 (HR. 2269,

¥ “Enron Made Payments in Bid To Hold Top Energy Traders™, by Richard A. Oppel Ir.
New York Times, December 10, 2001, pg. C2.

* “Enron Jolt: investments, Assets Generate Big Loss — Part of Charge Tied To 2
Partnerships Interests Wall Street,” by John Emshwiller and Rebecca Smith. Wall Street
Journal, October 17, 2001, pg. C1.

" Enron Corp.'s Form 10-Q for the quarter ending September 30, 2001 fled with the
U.5. Securities and Exchange Commission on November 19, 2001.
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'® In 2000 Arthur Andersen received $27 million in other consulting fees and only 525
million in auditing fees. Enron Corp.'s Proxy Statement for 2001 Annoal Meeting of
Shareholders filed with the U5, Securities and Exchange Commission on March 27,
2001,

'" Enron Corp."s Form 10-K for the year ending December 31, 2000 filed with the U.S.
Securities and Exchange Commission on April 2, 2001.

'* Salomon Smith Bamey analyst reports dated July 13, 2001, Qctober 5, 2001 and
Otober 26, 2001.

" Lehman Brothers analyst reports dated October 23, October 24, Movember 12,
Wovember 28 and December 7, 2001.

* “While Enron Burned, Wall Street Fiddled", by Dan Ackman. Forbes.com, November
29, 2001.

! “Enron: An Unreported Triumph For Investment Letters." Forbes.com, December 7,
2001,

** AXA Financial, Inc., Form 13-F, September 30, 2001, file with the Securities and
Exchange Commission, November 13, 2001,

*" Letter dated November 2, 2001 to William Powers, Jr., Chairman of Enron Special
Committee, and Kenneth Lay, Enron Chairman of the Board and Chief Executive
Officer, from Richard L. Trumka, Secretary-Treasurer of the AFL-CIO, and Gabriel P,
Caprio, President and CEQ of Amalgamated Bank.

* Letter dated November 9, 2001 to William Powers, Jr,, Chairman of Enron Special
Commitiee, and Kenneth Lay, Enron Chairman of the Board and Chief Executive
Officer, from Richard L. Trumka, Secretary-Treasurer of the AFL-CIO, and Gabriel P,
Caprio, President and CEQ of Amalgamated Rank

** Amlagamated Bank ef. al v. Kennath L, Lay et al. Cass Action Complaint Filed in the
United States District Court Southern District OF Texas.

* Testimony of Damen A. Silvers, Associate General Counsel, AFL-CIO, before the
House Subcommittee On Capital Markets, Insurance, And Government Sponsored

Enterprise on “Analyzing the Analysts—Are Investors Getting Unbiased Research From
Wall Street”, June 14, 200].
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December 11, 2001

Jonathan G. Katz

Secretary

U5, Securities and Exchange Commission
450 Fifth Street, M.W.

Washington, DC 20549

Re: Peuton fior rulemaking
Dear Mr. Katz,

The Amenican Federation of Labor and Congress of Industrial Organizations (the
“AFL-CIO™) hereby petitions the Securities and Exchange Commission (the
“Commmtizsion™) to undertake a rulemaking proceeding o amend the rules governing
auditor independence to revise the definition of an indepe adent auditor and limit the
services accounting firms may provide to their audit clients. We also ask the
Commission to require additional proxy statement disclosure regarding the role of the
audif commities in approving both audit engagements and non-aundit consulting
agreements with the audit firm. As shown by the scandal currently unfolding at Enron
Corporation, investor confidence in the U5, capital markets requires that auditors be, and
be perceived as, truly independent from their clients.

The AFL-CIO 15 a federation of trade unions that represent 13 million working
men and women who participate in the capital markets as investors through defined
benefit and defined contribation plans as well as through muoteal funds and individual
accounts, Our member unions sponsor benefit plans with over 3400 billion in assets, and
our members are participants in public employvee and collectively bargained single-
emplover plans with over 55 tnllion in assets.  Our union-sponsored funds alone are the
beneficial owners of approximately 3.1 million shares of Enron stock, through both

actively-managed and passive (or indexed) portfolios.
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Background

Independent anditors occupy & central position in promoting confidence in the
integrity of the financial reporting system and U.S, capital markets. Because the
Commission requires that firancial information filed with it be certified or audited by
independent auditors, anditors are, 25 the Commission recently stated, the “gatekeepers”
1o the public securities markets." Auditors work not cnly for their l:lueﬂls, but also for the

investing public.

The role of the independent auditor is once agam in the spotlight, as it was
following relevations of accounting fravd at Sunbeam, Cendant and Waste Management.
Mow, the stuaningly rapid failure of Enron Corporation, where there is evidence that
Enron's auditor, Arthur Andersen, knew about and identified accounting errors but did
not insist on their imely correction, focuses attention on the fwctors that might lead a
company's auditor 1o sign off on misleading financial statements. Foremost among these
is a dependence on a company and ils management that can serve to undermine an
auditor’s objectivity.

Independence can be compromised in various ways. The provision of certain
kinds of non-audit consulting services to audit clients may create economic incentives
that can Tead a firm to devalue the audit services and focus on retaining the client, even at
the cost of meking inappropriate audil judgments. In 2000, Anhur Andersen received
maore non-audit fees than audit fees from Enron. A “mutuality of interest™ not conducive
1o ndependence may develop from the provision of certain kinds of non-audit services or
from the employment by an audit client of former employees of the auditor. Certain
services result in the auditor ecting as management or an employee of the client. Finally,
auditors may not be able to audit objectively work performed by the audit firm iself
under a consulting agreement.

Crver the past several decades, the proportion of audit firms revenues denved from
non-audit services, such as mternal audit, information technology, financial advisory and
appraisal and valuation services, has grown steadily. At the five largest public
accounting firms, revenuss denved from non-audit services grew rom 3% of total
revenues in 1981 to half of total revenues in 2000.°

The 2000 Commission Bulemaking

Citing thege threats to independance and their potential effect on capital
formation, as weell as the increased pressure on companies 10 make of surpass analyst
carnings estimates, the Commission undenook last year to revise its rules governing
auditor independence. With respect to the provision of non-audit services to audit clients,

" Revision of the Commission's Auditor Independence Requirements, Exchanpe Act Relesse Mo, 43602
.21, 200 {adopting releas=).

* Reviswon of the Commissson's Audsior Independence Requirementy, Exchange Act Release Mo, 22994

{ e 30, 2HH) {proposing release).
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the Commission solicited comment on three alternative approaches: banning the
provision of such services altogether, imposing limits on the provision of those non-gudit
services deemed most likely to impair independence, and requiring only additional
disclosure.”

Although a number of commenters and those testifying at the Commission’s
public hearings favored & ban on non-audit services, there was also significant opposition,
mainly from the accounting profession, to any substantive reform. As 2 result, the final
regulations reflected & compromise in which auditors could provide those non-audit
services that posed a danger to independence, but only under certam circumstances. {The
proposed limitation on providing expert testimony were dropped in its entirety.) A
compromise was also reached regarding the additional disclosure required of registrants
regarding the non-audit services provided by their auditors and the involvement of their
audit committees with respect to auditor independence issues.

In light of subsequent developments, however, we ask the Commission (o revisit
some of the issues raised in the 2000 rulemaking, and to consider some new reforms, in
order to strengthen its awditor independence safegnards, As discussed more fully below,
baoth substantive reform and additional disclosure are necessary o preserve confidence in
our capital markels.

The Rules on the Provision of Non-Audit Services Should be Strengthened

We believe that the Commission's final rules give too much flexibility to audit
firms 1o provide non-audit services that could compromise the firms” objectivity and
create economic incentives that may undermine the effectiveness of audits. A December
5, 2001 Washington Piost article highlighted the pressures on individual auditors to
“cross-sell” non-andit services to audit clients, recounting a case in which a Coopers &
Lybrand accountant’s performance review vaned according to the amount of such
services he was able to sell. That case involved Phar-Mor, which later filed for
bankruptcy protection following revelations of sccounting fraud; a jury found that
Coopers, Phar-Mor’s anditor; had committed fraud.

We believe that in some cases the sheer amount of the consulting services may
creale perverse incentives. During testimony in connection with the 2000 rulemaking,
much was heard about the “loss leader™ phenomenon, in which firms submitted
artificially low bids, not consistent with providing high quahity audit services, as a way to
establish a relationship with a client and sell audit services. The audit then makes up an
even smaller proportion of the total revenue stream from the clieat, And here, the danger
nol only lies in the anditor’s impaired judgment. Anecdotal evidence suggests that
executives of some companies encourage audit firms to undertake non-audit consulting as
a2 way of obtaining leverage for the company over the audit process.

' Seeid
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Certain non-audit services pose a more significant threal to an auditor”s
independence than others. The Commission recognized this in the 2000 rulemaking,
when it prohibited firms from providing certain services, like bookecping services.
However, the Commission determined that apdit firms could continue to sell information
technology and internal audit consulting services to audit clients, as long as certain
requirements, designed 1o lodge ultimate responsibility for the systems with the clieat, are
satisfied. We believe this was & mistake.

The provision of information technology and internal audit services raise several
serious problems, First, in cases where an information technology project is
unsuccessful, a company may nol be permitied to capitalize the costs of the project on the
balance sheet (thereby creating an asset), but rather is reguired to expense them, thus
reducing income.  An accounting firm that botched the consulting job will be less likely,
wie think, to be assertive with management aboul (he need to expense the item,

Similarly, if the auditor discovers, during the course of an audit, a theretofore .
undiscovered problem with software or an internal audit system the auditor designed and
installed, the auditor is in the uncomfortable position of having to inform the client about
the audit firm's own error. Finally, in a real sense the audit firm is auditing it own waork
because assessing the reliability of the numbers generated by an information technology
or internal audit system is a part of the audit function,

We believe that the conditions imposed on audit firms in connection with
information technology and internal audit consulting services are sasily manipulated and
do not mitigate the danger that the auditor and client will come to view the auditor as an
extension of management and that the auditor will experience difficulty in vigorously
auditing its own work.

Atntention should be focused on another kind of consulting service, one that was
not raised in the 2000 rulemaking but that has been brought to the fore by the Enron
debacle. Enron's restatement of several years' worth of financial statements stemmed in
part from the acknowledgment by Enron that the financial results of off-balance-shect
special purpose entities (“SPEs™) set up by Enron—and in some cases managed by Enron
officers—should have been consolidated with Enron's own results. In one case, Enron
conceded that consolidation was necessary because the SPE had been madequately
capitalized when it was established.

Enron paid Arthur Anderson 527 million in 2000 for non-audit consulting
services, including fees for “business process and risk management consulting.” We are
concerned that this category may include consulting regarding the transactions pursuant
to which one or more of the erronecusly non-consolidated SPEs were established. Such
an arrangement would, we think, create an unacceptable conflict of interest, requiring
Arthur Andersen’s audit personnel to guestion the judgment of its consultants on a matter
which could—and eventually did—have a major impact on Enron’s finzncial results. We
urge the Commission to consider amending Rule 2-01 of Regulation 5-X to provide that

02385

01300000000994



Jonathan G. Katz

December 12, 2001
Page 5

an independent auditor may not design and/or structure a transaction the audit firm must
pass on in conpection with the sudit.

Auditors Should be Rotated

Currently, audit firms must rotate the audit engagement partner every seven years,
i order to remove the risk of over-familiarity with the client. Howewver, the engagement
partner may remain in a relationship management position with respect (o the client,
which mitigates the effect of parmer rotation.

We believe a more sensible approach is to require mandatory rotation of audit
firms every seven vears. Such rotation would provide a number of important benefits.
First, a new audit firm would bring to bear a skepticism and fresh perspective that a long-
term auditor may lack. Second, auditors tend to rely excessively on prior years” working
papers, including prior tests of the client's internal control structure, particularly if fees
are a concemn.” Relatedly, longtime auditors may come 1o believe they understand the
tofality of the client’s issues, and may look for those issues in the next audit rather than
staying open to other possibilities. Finally, an auditor may place less emphasis on
retainimg a chent relationship even at the cost of a compromised awdit if it knows the
engagement will end after several vears,

In our opinion, the benefits to sharcholders, lenders and the investing public from
requiring rotation of avditors outweighs the additional cost that may be entailed in
connection with a new auditor becoming familiar with the elient. We urge the
Commission to consider revising Rule 2-01 of Regulation 5-X to provide for mandatory
auditor rotation.

Additivnal Disclosure Shouold be Required

We also think that additional disclosure regarding the involvement of the andit
commmittes in entering into the audit engagement and pre-approving non-audit consulting
arrangements would enhance the effectiveness of audit committees and provide valuable
information to investors, The Commission originally proposed in 2000 to require
disclosure of whether the audit committee, before any dizclosed non-sudit service was
rendered, approved and considered the effect on independence of such service. Only the
|atter disclosure was included in the final rule.

Requiring disclosure about the andit committee’s role with respect to both the
gudit engagement and non-audit consulting contracts would advance important goals.
Disclosing whether the audit committe, rather than the registrant, entered into the audit
engagement would give investors information aboul whom the auditor views as its audit

* Bee Richard G. Brody & Stephen 4. Moscove, “Mandatory Audit ftotation,” The Mational Pablc
Accountast 12 (May 1998),
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client. Commentators have noted that an avditor that views a registrant’s management as
its client is less likely to challenge that management in the context of an audit.

Similarly, investors would be better informed about the extent of the andit
commiftes’s involvement if the Commission required disclosure regarding awdit
committes pre-approval of consulting arrangements. The Panel on Audit Effectiveness
organized by the Public Oversight Board, which was convened on the request of the
Commission and issued its report last year, recommended that audit commitiees pre-
approve non-audit services that exceed a threshold arrived at by the commities.
Disclosure will assist investors i determining whether a registrant has implemented that
recommendation,”

We urge the Commission to consider taking the steps proposed herein as soon as
praclicable. It is vital, we think, in light of recent events, to assure the investing public of
the integnty and reliability of the audited financial statements of U.S. public companies.
We believe that the reforms we propose to the auditor independence and sudit committee
disclosure rmles can be an important step in that direction.

If you have any questions regarding this petition, please do not hesitate to contact
Dramaon Silvers at 202-637-3953. We look forward to discussing this with you further.

- Very truly yours,

Fichard Trumbka
Secretary-Treasurer

" The Panel on Audit Effectiveness Report and Recommendations, sec. 5,30 {Aug. 31, 2000),
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Jonathan G. Katr

Secretary

LLS. Securities and Exchange Commission
450 Fifth Street, N.W.,

Washington, DC 20549

Fe: Petition for rulemaking
[hear Mr. Katz,

The Amencan Federation of Labor and Congress of Industrial Organizations (the
“AFL-CIOM) hereby petittons the Securities and Exchange Cormmission (the “Commission'™)
to undertake a mlemaking procesding to amend Items 401 and 404 of Regulation 5-K 1o
require more proxy statement disclosure regarding conflicts of interest on the part of
directors and diréctor nominees. 'We believe that recent events at Enron Corporation have
maie plain that the existing disclosures are simply inadequate 1o ensure that shareholders are
informed of all relevant information about director conflicts of interest.

Hack n

Chur system of corporate governance relies heavily on independent directors to act as
vigorous monitors of management behavior and 1o represent sharcholder interests. For
example, o committes of independent directors is often constimted to evaluate potential
transactions or litigation invelving a company. Similarly, the tax code requires that incentive
compensation in excess of the £1 million cap on deductibility be awarded by & compensation
committee composed of independent directors. Many institutional investors, following on
that requirement, take compensation commitiee independence into account when voting on
pay packages and deciding whether 1o withhold votes from director candidates.

e of the most important functions entrusted to independent directors is oversight of

the financial reporting process, which is of vital importance both 1o a company's
shareholders and the markets in general, To that end, listing standards of both the New York
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Stock Exchange and the Masdaq market require listed companies of 2 certain size to maintain
audit committees composed of independent directors, and the Commission requires
companies to disclose information regarding the mandate, membership and functioning of the
andit commuttee,

Current Disclosure Requirements

The Commission's rules also, in essence, define independence by requiring
disclosure in the proxy statement of certain relationships between directors (or director
nominees) and the registrant (and in some cases its execulive officers) that could compromise
the director’s objectivity. These requirernents focus on employment, family, and business
relationships, Currently, the following relationships invelving directors and director
nominess must be disclosed:'

1. Current or past employment by the registrant;

2, Family relationships between the director or nominee and the registrant's
execulive officers;

3. Transactions with the registrant or any subsidiary in which the arount involved
exceeds 360,000 and in which the director or nomines has a direct or indirect material
interest;

4. Indebtedness to the registrant or any subsidiary in an amount in excess of B0, 0D,

3. The ownership of certain equity mterests in, or service as an executive officer of, a
business or professional entity (a) that is 8 significant customer of the registrant, (b)
that is a significant supplier of the registrant, or () to which the registrant is indebted
in an amoun! exceeding a threshold:

6. Status 25 a member of, or of counsel to, a law firm that the registrant has retained
during the last fiscal year or proposes to retain during the current fiscal vear, subject
to a minimum threshold,

7. Status as a parner of executive officer of an investment banking firm that has
performed certain kinds of services for the registrant during the iast fiscal vear or tha
the regisirant proposes to have perform services during the current fiscal year, subject
to & minimum threshold; and

8. Any other relationship similar in scope and nature to the relationships listed above.

! These disclosure requirements are set forth in Hems 401 and 404 of Regulation §-K_
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Enron Corporation

As you are no doubt aware, Enron Corporation recently filed the largest bankruptcy
case in U.S. history, precipitated by & massive crisis of mvestor and customer confidence.
Enron has already announced plans to lay off or put on leave 7,500 workers, and the value of
Enron stock held in employvees’ £01(k) retirement accounts has declined by $1.3 billion since
the beginning of 2001. The market capitalization of Enron, which was the seventh largest
company in the Fortune 500, plunged from over $60 billion at its peak last year to under $1
billion last week. Enron's inclusion in the S&P 500 index until shortly before the

bankrupicy filing means that the broader market and the many investors who index their
equity holdings are also suffering as a result of Enron’s failure.

The AFL-CIO is a federation of trade unions that represent 13 million working men
and women who participate in the capital markets as investors through defined benefit and
defined contribution plans as well as through mutual funds and individual accounts. Cur
member unions sponsor benefit plans with over $400 billion in assets, and our members are .
participants in public emplovee and collectively bargained single-employer plans with over
$5 trillion in assets. Our union-sponsored funds alone are the beneficial owners of
approximately 3.1 million shares of Enron stock, through both actively-managed and passive
{or indexed) portfolios.

Enron’s melidown was caused by a number of factors, ameng them a cavalier attitude
toward disclogure, inadequate intemal controls and an agproach to accounting that at best can
be characterized as careless and at worst constituted a conscious effort to mislead investors
and the public about the profitability of Enron’s operations. These problems point 10 an
abject failure by Enron’s board, especially its finance and wudit and compliance commuttees,
in the discharge of its monitoring duties. We believe that the lack of independence on
Enron's board and key committees contributed to this failure.

At first glance, Enron’s board and key comminees appear to be composed primarily
of independent directors.  According to Enron’s 2001 proxy statement, of the 14 directors
nominated for reelection at the 2001 annual meeting,” eight, or nearly two-thirds, lacked
disclosable relationships with Enron. Of members of the audit and compliance committes,
which was responsible for reviewing the effectiveness of internal controls and the application
of aeccounting principles, only one, John Wakeham, has disclosable ties to Enron, in the form
of 8 372,000 per year consulting amangement. A majority of members of the finance
committes, which oversaw Enron’s nsk management activities, are similarly independent.

However, further research reveals that several of the eight ostensibly independent
directors, including two who serve on the audit and compliance commintee and one who
serves on the finance committee, actually have relationships with Enron or 18 sénior

! (Ome of those dirsciors, then-CEQ Jeffrey Skilling. resigned from both his executive and direcsor positions in
Auigast 2001,
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executives that could interfere with those directors" ability to be objective and to challenge
company decisions and policies.”

¢ Audit committes member John Mendelsohn is the president of the University of
Texas M.D. Anderson Cancer Center. The Cancer Center has received
contributions from Enron, and Enron chairman and CEO Kenneth Lay was part of
what the Houston Chronicle characterized as a “coalition” to lobby the Texas
legislature for $20 millien worth of infrastructure improvements to support the
development of the Southeast Texas BioTechnology Park, which will be built on
University of Texas land and house the Cancer Center’s Life Sciences Center.
Compensation committee chairman Charles LeMaistre is the Cancer Center’s
president emeritus and serves on its Board of Visitors,

»  According to Enron's 2001 proxy statement, directors Norman Blake and John
Duncan own common units of EQOTT Energy Partners, L.P. ("EOTT"), & limited
partmership whose general partner is a wholly-owned subsidiary of Enron. Enron
thus exercises sigmificant control over EOTT, which could affect the economic
return available (o Messrs, Blake and Duncan. Mr. Blake serves on Enron's finance
coramittes; Mr. Duncan is a member of the audit and compliance commitiee.,

»  Wendy Gramm, a member of the awdit and compliznce committes, is director of
the Mercatus Center at George Mason University. Acconding to a December 10,
2001 article in Time magazine, Enron contnibuted 50,000 to the Mercatus Center.

Uncovering the relationships described above was neither easy nor imexpensive. An
imvestor thus cannot evaluate the independence of the board and key committees at all or
even a substantial number of the companies in its portfolio without expending significant
funds. Becauss of the economics invalved in undertaking such research, even proxy voting
and research services such as the Investor Responsibility Research Center—which exploit
economies of scale in assembling corporate governance data—rely solely on the disclosures
set forth in the proxy satement when evaluating boards and key committess. Accordingly,
we believe that additional proxy statement disclosure regarding relationships between
directors and director nominees, on the one hand, and registrants and their senior executives,
on the other, is vital in enabling investors to select investments wisely, monitor companies in
which they have invested and cast informed voies in director elections,

Specifically, we urge the Commission to amend the rules to require disclosure of:
1. Relationships berween the registrant or any executive officer of the registrant and

any not-for-profit organization on whose board a director® or immediate family member”
serves or of which a director or immediate family member serves as an officer or in a similar

' We raised these cancerns in a letier io Enron’s special committes, which is ablached to this petition

Y For the sake of simplicity and readability, “director™ also refers to director mominess.

* “pmamediate family memsber” should be defined (o include a persan's spouse, parents, childzen, siblings, n-
lews and [irst cousins.
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capacity, Disclosable relationships should be defined to include contributions to the
organization in excess of £10,000 made by the registrant or any executive officer in the last
five years and any other activity undertaken by the registrant or any executive officer that
provides a matenial benefif to the organization, “Material benefit” should be defined to
inciude lobbyimg efforts such as those engaged in by Mr. Lay on behalf of the M.D.
Anderson Cancer Center as well as fundraising activities underiaken by the registrant or any
executive officer on the organization’s behalf.

2. Relationships in which the registrant or any executive officer exercises significant
control over an entity in which a director or immediate family member owns an equity
interest or to which a director or immediate famiky member has extended credit. Sipnificant
comntral shonld be defined with reference to the contractual and governance arrangements
between the registrant or executive officer, as the case may be, and the entity.  For example,
it most cases, a general partner exercises significant control over a parimership, while a
limited pariner may exercise significant control depending on the terms of the pannership

agreemenl.

It may be necessary to provide that the exizstence of significant control may depend, in
part, on the overall ownership structure of the entity and not just the stake held by the
registrant or executive officer. For example, the owner of less than a majority of a
corporation’s stock may nonetheless exercise significant conirol if the other stockholders are
Aumerous and fEagmenied,

3. Joint ownership by a regisirant or executive officer and a director or immediate
family member of any real or personal property.

4. The provision of any professional services, including legal, financial advisory or
medical services, by a director or immediate family member to any executive officer of the
registrant 1n the last five years.

We understand that in 1998 the Council of Institutional Investors (“CIT™) filed a
petition for rulemaking relating to disclosure of director conflicts of interest and that the
Commission has not responded to that request. Although CII's proposed language is more
general, we believe that our request covers many if not all of the conflicts that were of
concern to CI1

We urge the Commission (o take up these important issues immediately. Investor
confidence in the United States capital markets depends in large measure on their

mansparency. Full disclosure of director conflicts of interest will improve transparency and
enable investors to assess more accurately the quality of companies” povernance structures.

If you have any questions regarding this petition, please do not hesitate (o contact
Damon Silvers on 202-637-3953. We look forward o discussing this with you further.
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Very truly vours,

Richard Trumka
Secretary-Treasurer
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Charles L. Hill
Director of Research
Thomson Financial / Firat Call
before the joint session of
the House Subcommlttee on
Capital Markets, Insurance, and Government Sponscred Enterprises
and
the House Subcommibtes on
Cversight and Investigations
12 Qctober 2001

BROFKER AMALYST'S AMNALYSIEZ OF ENRON
Prologue

I walcome the opportunity to again testify in £ront of the House Finmancial
Services Committes. I belisve this cosmittes has besn addressing
substantive issues that are important not only to the future health of the
investment community, but important te the general public’s perception of
and confidence in the overall capitalist system.

The excesses assoclakbed wi:h‘ﬁnran that led to its bankruptcy are more Far
reaching than just their impact on Enron.

Thera is plenty of blame to go around in the mistakes made in the Enron
gituation. I am here today to £ocus on the role of the breoker analystse in
this debacle.

In my previcus testimony before this committee, I did not tread lightly on
what I thought were some sericus problems in analyst behavior that needed
Eo be remedied,

1 am heres this morning., however, to say that the analyvsts to some degree
were more victims rather than culprits in the Enron situaticn. Hot that
they were without blame, particularly in the late stages of the Enron
collapse, bub they were not the underlying cause of the excessive rise in
Enron’s stock that later proved to be irrational.

Tha performance of the analysts should be judged on two fronks. The first
is their analysis of Enron's fundamentals, particularly in regard to

earnings, The second is their valuation assessment and recommendations of
Enron stock.

Rnalysis of Enron Fundamentals by Broker Analysts
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The thing that stands ocut most visibly about the analystfs analyses of
Enron, is that over the three years up to October 2001, their estimates at
the beginning of each year for that year had minimal changes. The few
changee that did occour were always upward and usually followed che
guidance given by the company when they reported quarterly earnings. The
narrowness of the spread of estimates amensg analvets was remarkable,
aspecially for an energy company. The coefficient of variance for Enron
egtimates was consistently below the average for the E&P500 during the

gams period.

This pattern is highly suggeative that the analysts were being spoon fed
as to what Enron expected esarnings to be. The analysts might have been
willing to accept company guidance, be it overt or inferred, as long as
the company kept meeting expectations each gquarter, Since at least the
beginning of 1998, Enron has met or exceeded analyst estimates every
guarter.

One reason that analysts may have been more willing than normal to accept
company guidance for Enron was that it was becoming increasingly difficult
to understand how Enron was achieving its revenue growth and
profitability, Extensive use of derivatives, particularly when the
company 1% using mark-to-market accounting is extremely difficult in the
best of situations. We now know that a big additional reason for the
difficulries in analyzing Enron’s financials was that there were
pignificant parts of Enron’'s business that were niddem from the balance

sheeat,,

often the way out for analysts when faced with difficult teo analyze
gituations like Enron is to drup coverage. Why take the risk when there
are plenty of companies that are transparent encugh to do meaningful
analysis with confidence? The problem with dropping Enron was that it had
become the giant in the industry. TIf you were an analyat covering that
industry, you essentially had to cover Enron. That was further reinforced
if your firm was one of Enron’'s investment bankere or investment banker
wannabea .

The real problem though was having sufficient information about the off
balance sheet items. Whether the accounting for each of theae items was
within FASE rules or mobt is not yet clear, although the announced
restatement of prior periods earnings is a strong signal that at least not
all was kosher. But what i{s clear is that Enron was not providing what
could even be considered minimum transparency in its financials and that
the analysts did not have all the tools necessary to make a reasonable
analysis.

Valuation of Enron Stock by Broker Analysts

In evaluating analyst performance on recommending Enron stock, one firse
has to understand how the brokerage community’s recommendation really
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works., As I have testified before to this committees, the investor needs &
Ewo level decoder.

The first lewvel of the decoder gets all the brokers on a cosmon
recommendation scale. The most common scale is a five biered cne, where
the top category is a astrong buy, the second is a buy, the third is hold,
the fourth is sell, and the fifth is strong sell. Most brokers have a
five tier scale, some have a four tier one, and a few have a three tier
scale. In additicn, many have very different terminology. The term “buy”
may be the term ussd for the top category atb some brokers, or for the
second beet category at many brokers, or, in at least one case, for the
middle category. There are more than a dozen different terms used for
cach of the top three categories, and almost as many for the bottom two.,

Infortunately, getting all the firms on a common scale i not the end of
the decocding. Analysts are gverly biased on the positive side in their
recommendations. The typilecal discribution is about 33% of all
recommendations are in the top or strong buy category, about 33% in the
gecond or buy category, about 33% in the middle or hold category, and conly
abcut 1% in the remaining sell and strong sell categories combined.

If the recocmmendaticns are put in numeric terms where 1 is a strong buy
(or whatever the broker's term is for their top category), 2 i= a buy, 3
i a hold, 4 is a sell, and 5 is a strong sell. Using®this numerical
scale, consensus recommendations can be calculated for esach company. Most
of the time the average consensus recommendation for either the companies
in the S5&P500, or f£or the roughly 5000 companies that analvsts cover, i85 a
2.1. Occasionally, the average may be a 2.0 or a 2.2.

Therefore, the second level of the decoder would mowve the recommendations
into three more meaningful categerries. Those in the 1 or strong buy
category would really be saying buy, at least in relative terms. Those in
the 2 or buy category would really be saying they were neutral on the
stock, and those in the 3 or held, the 4 or sell, and the 5 or strong sell
categories all would be saying sell the stock.

For Enron, the consensus recommendation, as shown on the accompanying
graph, was about a 1.5 from May 2000 until the end of September 2001.

Even if we had our decoder to compensate for analyst optimism, it is clear
that the analyst covering Enron were very positive with their
recommendations .,

But during that same periocd, the analyste had similar or higher consensus
recommendaticns on competitors like Calpine and Dynegy. While the
consensus recommendation for Enron was much better than the average for
S&P500 companies, there enthusiasm was not limited to Enron.

In early October 2001, the consensus recommendation spiked up from a 1.5
L oa 1.2 as several analysts raised their recommendations absad of Boron

reporting ite 3Q01 earnings on 1€ October. On the day of the earnings
announcement one analyst raised their recommendation, pushing the
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consensus to a remarkable 1.2, But as the Enron story began to unravel
over the next few days, the recommendation downgrades exploded, plus six

of the seventeen analysts dropped coverage.

Conclusions

In these kind of situations, it is easy to point a finger at the analysts
for mistakes made. In my prior testimony, and in other forums, I have
taken the analysts to task for not performing te an acceptable standard in
certain situations. While the analysts are certainly not without blame on
Enron, they are not the real culprite in this situation.

1 am not an expert in doing the actual accounting at a company, or im
audirting a company’'s accounting, but having been an analyst for 22 years,

as wall as closely observing analyst behavior at First Call for the last

ten, I can say without reservation that this was a situation where either

the company or ite auditers or both were at fault in not providing

investors, especially including the analysts, with the tools necessary to .
understand Bnron’s business, .

Whether the letter of the accounting rules were mst or not, it is patently
obvious that the spirit of the rules was vioclated in that Enron's
financial statements did not fairly convey enough infermatien for
investors to reasonably analyze the company's operations.

In that climate, it is hard to be too critical of the analyats’ opbimism,
Enron had a long history of showing consistent and substantive earnings
growth. Tf it had been up to me if T was in that situation, T would have
dropped coverage long before October 2001. The financial reporte and
details of operations had become more and more inscrutable well before
then. But as I mentioned earlier, mest, if not all, analyets did not have
that operation. All things considered, they probably did as well as could
be expected until Qctober 2001, although in hindsight it is easy to say
that they could have at least tempered their bullish recommendaticns te
some degres.

Howewer, once the issues of the off balance sheet items became an
unexplained issue on the 16 October 2001 conference call on 3001 results,
it does seem that the analysts could have moved gquicker to either suapend
their recommendation or dramatically drop the level of their
recommendation. The unexplained $1.2 billion balance sheet writedown was
not a caution flag, it was a red flag.

But Enron is not the situation on which to challenge analyst performance.
There are far more significant situations were analyst confliccs and
performance are at issus. The lessons to be learned here ie how bte insure
that company’s and cheir auditors can be relied on te openly provide the
neceasary tools for investors te meaningfully analyze the company’s
businesa,
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