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Washington D.C.

Good morning, Chairman Hallings, Ranking Member McCain, Senator Boxer and members of the
Committee on Commerce, Science and Transportation. Thank you for the opportunity to present

testimony to the Committee on Enron’ srole in influencing the sructure and function of Cdifornia’s
deregulated energy market and its role in the energy criss.

Sincelast March | have chaired the California State Senate Select Committee to Investigate Price
Manipulation of the Wholesde Energy Market. The Committee is conducting an extensive investigation
into al aspects of the Cdiforniaenergy criss. We have held numerous hearings, taken countless
depogtions, conducted various interviews and mesetings with experts and interested parties and
reviewed millions of documents throughout the United States.

Our Committee has had protracted and at times, acrimonious, dealings with Enron. | hope my
experience in deding with Enron and my intimacy with the Cdifornia energy crigs will provide inaght
into decisions your Committee and Congress must address.

| preface my testimony with the admonition that my Committee has documents to prove the dlaims made
herein. Because of confidentidity agreements reached with market participants, however, | am limited
in my ahility to share many of these documents without aforma request by you or your Congressiond
investigators. | encourage you, Senators, to make aforma request if you wish to view these
documents.

My comments today spesk to the pivota role Enron played in influencing the design of Cdifornia’s
deregulated wholesdle market, its behavior as a market participant as the market grew more and more
dysfunctional in 2000 and 2001 and the part Enron' s conduct played in the huge price spikes Cdifornia
experienced.

Let me begin by saying that there has never been a“power shortage” in the sate of Cdifornia The
dtate has dways had a sufficient supply of dectricity to meet itsneed. That some have said the Sate
experienced periods where demand outstripped supply is one of the many myths of the energy crisis.
What Cdiforniaexperienced in 2000 and 2001 was not a crissin dectricity, it wasacrisgsin
economics. Enron and its team of economists knew this better than most.

ENRON’SEARLY FORAY INTO CALIFORNIA

Enron was involved in the Cdifornia dectricity market well before the inception of the deregulated
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market. Infact, Enron wasthe most pivota (future) market participant in shaping the regulatory and
politica environment that gave birth to the commoditization of dectricity.

Enron tetified before and submitted comments to the Cdifornia Public Utilities Commission (CPUC)
more than a dozen times before 1996, the year legidation was passed that authorized “deregulation.”
Thisisacritica point — Enron’s sophisticated lobbying efforts helped create the very market it
would later exploit. To beclear: | do not believe there is anything wrong with lobbying public officids
on behdf of one’s businessinterests. Done properly, it is good business and a democratic right.
However, Enron's lobbying consisted of hyperbolic promises thet itsinternd predictions do not appear
to support.?

For example, former Enron CEO Jeff Skilling, then the President of Enron Capital & Trade, told the
CPUC on June 14, 1994, that Cdiforniawould save billionsin afew short years under a deregulated
market.

In this indugtry in Cdifornia, the potentia savings are enormous...More specifically, in
Cdlifornia, our view is that Cdifornia is an industry run amok. If Caifornia consumers
were paying even the same costs as surrounding states' consumers are paying, the state
would save about $8.9 hillion per year. If you had $8.9 hillion that you wanted to spend,
let me tell you what you can buy every year. You can triple the number of police in Los
Angeles, San Francisco, Oakland and San Diego, and you could double the number of
teachers in Los Angeles, San Francisco, Oakland and San Diego. You could pay al the
interest on the California state debt. You could pay full interest in debt service for all
three bond issues that failed last year [1993] and you' d have enough pin-money left over
to cover the CPUC’ s budget. And you' d have another hillion dollars a year |eft over.

With Californiafacing a more-than $15 billion budget deficit this year, the hollowness of this prediction
is not wasted on anyonein my date.

Beyond what some might label insgnificant grandstanding, Enron lobbied for very specific market rules
that stood to benefit its business at the expense of consumers. Two months after giving that testimony,
and again in October 1994, Mr. Skilling appeared before the CPUC to argue for the superiority of an
“OpCo” dectricity market versus a“Pool Co” market that was modeed on smilar marketsin other
countries, including the United Kingdom.

OpCo and Pool Co refer to competing approaches of market management. In each modd, the
respective guardians of each approach — a Power Exchange for the Pool Co method and a Power
Marketer for the OpCo method — promise an optimization of market efficiency. Efficiency isachieved
by the Pool Co method through a transparent “pool” system in which buyers and their “bids’ are pooled

! To the extent that Enron knowingly published any false statement to affect the wholesal e electricity market is
worthy of further investigation, asit isaviolation of Californialaw (Pena Code § 395).
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and sdlers and their “asks’ are pooled. The two pools are then overlaid, and buyers and sdlers are
matched. The ultimate priceis posted, and participants in the “auction” use this pricing information to
make “efficency decisons’ on their own, such as the when and where of committing their generation
units.

The OpCo method championed by power marketers relies on a different underlying assumption: i.e,
“competitive markets need help in performing efficiently.”? The “value-add” of amarketer lies primarily
in its risk management, founded on superior understanding of market fundamentals, including price,
bidding and demand history. Enron argued that the resulting efficiency wrought by power marketers, in
the end, benefits consumers.

Many economigts have noted that this premise isfaulty. “Generators wish for ahigh price paid to
generators, and consumers want to see low prices paid by loads, but power marketers want the
opposite of both. They want to buy low (from generators) and sell high (to consumers). Power
marketers are a new breed and they have different objectives... .they are mistakenly viewed as market
makers....Currently power marketers often find themselvesin the position of trading wholesae power
while adding very little vdue. In this case ther principle opportunity for profit exists a being a better
speculator in the market.”® Speculaing for profit is not what Cdifornia consumers needed to ensure an
efficent ddivery of energy.

In arguing for the OpCo approach, Mr. Skilling referred to Enron-generated forward price curves.*
Enron confidently predicted that the benefit of aliquid futures market for eectricity would bring stability,
efficiency and competition — but only in an OpCo-modded market. A PoolCo method would lead to
volatile and unpredictable prices, which was bad for the consumer, he told the CPUC. Ironically, Enron
would later create volatility for profit.

But in the early days of deregulation, Enron s gpparent losses were aways mitigated by subtle gains:
Cdiforniaingtituted a modified-Pool Co approach by creeting the California Power Exchange (CaPX)
and the Cdifornia Independent System Operator (CAISO), but made key concessionsto Enron in the
process. For example, the CaPX was required to follow a strict set of protocolsin its auction
procedure that no power marketer was smilarly saddled with. The result in every instance was to make
Enron and other power marketers more nimble, more flexible to buyers and sdllers in ways the CaPX
could not be®

2 Steven Stoft’s April 29, 1997 study, “What Should a Power Marketer Want?” | ask whether thisis an unintentional
concession that a deregulated model does not work.

3 Stoft.

4 Despite a subpoena compelling their production and specific conversations about this data, our Committee has
never received copies of these price curves or the staff work that gave rise to them. Mr. Skilling has also refused to
testify before the Committee to address this and other issues.

5 In fact, consider the decision to separate | SO and PX as an example of the concession. One of the most important
advantages of a Pool Co system is the historic database available to the Pool Co of pool prices and demand,
information that is not available to any single power marketer. In creating a separate | SO to manage thisinformation,
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Needless to say, economists characterize OpCo and Pool Co as incompatible and to this end, the two
models are seen as competitors.® Asearly as 1997, anumber of economists, including Steven Stoft,
correctly predicted that these concessions would give Enron and other power marketers the tools to
bankrupt the CaPX.’

Given this, it is not surprising that the success of the CalPX seemed to be inversdly correlated with the
success of Enron, and, not coincidentaly, the success of the CaPX was directly corrdated with low
wholesde eectricity prices. When the CalPX teetered on the edge of solvency, Enron thrived and
wholesale prices skyrocketed.

On May 13, 1998, the Cdifornia Senate Committee on Energy, Utilities and Communicationsissued a
satement that demonstrated this rdationship. The committee credited the CAPX with “buying
electricity at substantially lower prices than expected.” Shortly before the release, Enron announced
that it “suspended” itsinvolvement in the Cdiforniaresdentia service market, though it did not publicly
acknowledge the relationship between the success of the CaPX and its own failure.

ENRON AND THE DEREGULATED MARKET

The state’ s deregulated market opened on March 31, 1998. Enron's misconduct in the day-ahead
market was first discovered in May 1999. Through the CalPX day-ahead auction, Enron successfully
purchased the right to sell 2900 megawatts over a 16-hour time period. The company then proceeded
to schedule all 2900 megawatts over aline with a 15-megawait capacity. Enron unabashedly admitted
that the company intentionally congested the line®

Despite dlaims from Enron CEO Ken Lay that Enron “believes in conducting business affairsin
accordance with the highest ethica standards;”® the company maintained interndly that the intentiond
congesting of the power line was a“test” and was “not abig dedl.”'® The CAPX maintained that the
“test” resulted in a$6 million detrimenta impact on the market. Amazingly, Enron was fined just

the CalPX was stripped of an inherent advantage. “If equal treatment includes taking away Pool Co’s ability to make
use of its advantage, then the experiment has been rigged,” Stoft wrote.

8 Enron later explicitly acknowledged this during an investigation of misconduct by the CalPX. “We are mystified
that our competitor, the CalPX, believes that it has the authority to be judge and jury ...Enron and the CalPX are direct
competitors.” lronically, the Committee heard testimony from a CalPX executive who denied that Enron was viewed
as acompetitor.

7 Stoft predicted the CalPX’s demise “less than ayear after the requirement islifted on January 1, 2003 that the three
major |OUs must trade through the CalPX.” The FERC effectively moved the January 2003 date forward with its
December 15, 2000 order. (The order spelled out in detail the FERC's elimination of the mandatory buy-sell
requirement into the CalPX.) The CalPX ceased trading six weekslater on January 31, 2001.

8 Undated internal Enron memorandum, “Main M essages.”

® November 23, 1999 letter to the CalPX.

19 | nternal memo provided to the Committee.
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$25,000 for the incident.

The CalPX was not the only regulator to cite Enron for market misconduct. In 2001, CAISO released
a study about market behavior between May and November 2000. The report asserted that Enron
Energy Services grategicdly bid into the market with the intent of manipulating the price of eectricity.
The company’ s “economic withholding” of megawetts resulted in excessive profits of nearly $28 million
in 190’ s red-time market.!* The cost of this behavior among al the companiesimplicated in the report
was over $1 billion.

CAISO asserted that Enron was able to charge “excessive rents’ because it was able to exercise
market power, an anti-competitive behavior in which a single company can determine a price the market
iscompelled to accept. | maintain, as | have snce the beginning of the crigs, that market power is a the
heart of Cdifornia’ s dysfunctional market. The astronomica prices of 2000 and 2001 have been
blamed on many things, and | agree that a confluence of factors contributed to the crisis. However,
Cdifornia spent billions of dollars on eectricity because a cadre of companies led by Enron were, in
industry parlance, “price makers."2

MARKET POWER AND THE ROLE OF TRADING

How did Enron acquire and exercise market power? As| mentioned earlier in my testimony, thisisa
guestion of economics and is not easily sorted out. | believe that Enron' sfiscal improprieties, dill the
subject of numerous federa probes, drove Enron's strategy and behavior in the Cdifornia eectricity
market. Thus, it isimpossible to dissect Enron's manipulation of the Cdifornia market without
understanding its aggressive culture and potentidly fraudulent accounting practices.

There are three important prongs to Enron' s businessin Californiaas: 1) adirect access provider to
large commercid and indugtrid entities, such asthe Univerdty of Cdifornia; 2) atrader and marketer of
eectricity; and 3) an unregulated auctioneer in the eectricity and, more importantly, the naturd gas
market.

| have dready discussed the relationship between Enron and the CalPX, but | will add another
digtinction between the two: the role of voldility.

In theory, Enron would not necessarily need volatility in the market to succeed as atrader of eectricity.
Bond traders, for example, make money trading and speculaing in avery stable, liquid commodity. In
fact, Enron VP Steve Kean told our State Senate Energy Committee in January 2001 that Enron “sdll[g]
protection from price volatility to both producers and end users. Consequently our interest in

1 Dr. Anjali Sheffrin, Ph.D., “Empirical Evidence of Strategic Bidding in California Real Time Market,” March 21, 2001.
2 |n afunctional market, participants serve as“ price takers,” indicating that the price is dictated by what the market
will bear. Inadysfunctional market, participants act as* price makers,” indicating that they have the ability to set the
market price above acompetitive level. Thisisacommon test for market power by economists.
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Cdifornia’ s power market is to ensure that the market works effectively. .. Enron has no interest in high
power prices.”t

Thisamply isnot true. Enron was like a glass-repair business that advertises on bricks thrown through
windows. “Buy protection from the volatility we create!” In practice, Enron did require high prices,
because high prices were a symptom of avolatile market. Not only did Enron need high prices, it
worked to ensure them, in order to do two things: 1) SELL “protection from volatility” and 2)
undermine the CaPX, in order to establish itsdf asthe primary market maker.

Let me gtate thisanother way. Inaregulated dectricity industry, protection from the impacts of
unexpected price movement is the responghbility of regulators. Since Enron sold volatility management
products, anything that increased voltility was good because it created a demand for Enron' s products.
Thus, during the height of the energy crisis when Cdiforniawas requesting that the Federal Energy
Regulatory Commission (FERC) impose price caps, Enron and its Sister traders opposed them because
price caps would staunch volatility and undermine the trading operation, which provided 90 percent of
Enron' s revenues.

The success and stability of the transparent CaPX market worked against Enron. Market participants
did not need to buy or sdll “protection’ from Enron when the CaPX was aready operating efficiently
enough to mitigate volatility. Enter the traders.

Enron argued to the CPUC that in an OpCo mode, power marketers would make the market more
efficient. Thiswas supposed to be because “risk management” trading companies like Enron were
better able to interpret market fundamenta s than other market participants. Generators, for example,
would pay apremium for Enron's expert analyss of the market instead of relying on their own
interpretation of the neutra information in atransparent pool. Once the CaPX was operating, however,
the point was moot. The CaPX handled the vast mgority of the trades, so no matter how brilliant
Enron' s interpretations were, they were based on asmal percentage of the overdl transactions done in
the market.

This created adilemma. How could Enron, as an individud company, compile alarger database of
price, bidding and demand history than the CaPX? The smple answer was to book more trades.
Since the price of energy in each bilateral contract was a proprietary secret, the more Enron traded, the

13 Jeff Skilling echoed thisview at various pointsin time. Skilling told Business Week that, Enron benefits from
volatility, not high prices (Feb 12, 2001). And Enron’s 2001 Q3 earnings release points to a direct relationship
between “alow level of volatility” and “flat” profitability. Generators also benefit from volatility. Duke, Dynegy and
Williams executives have all acknowledged the correlation between company profits and market volatility.

4 Thus, the FERC and California’s combined Spring 2001 efforts to reduce Western price volatility had a significant
negative impact on Enron’s 3 quarter 2001 financial results, confirming the claim by Anderson’s CEO that Enron’s
demise was at its heart a business failure. This paragraph (including footnote) is taken directly from a February 6,
2002 |etter from California State Senator Steve Peace to Rep. Henry Waxman.
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greater its market share became, and the more its traders became the resident experts about the future
price of eectricity.

The dimension of trading is critica in understanding market manipulation because markets are
manipulated by influencing traders expectations about the future. Those expectations establish the
forward price curves, which in turn affect the cost of long-term dectricity contracts. Since the futureis
uncertain, an eectricity user trying to minimize costs must decide whether to buy along-term contract or
commit itself to costs that might be higher in the spot market.

Traders themselves have a preference for long-term contracts because “mark-to-market” accounting
rules benefit acompany in the near term, an issue | will discusslater. Enron attempted to transfer the
long-term contract trading approach it developed in natural gas to marketing eectricity. In natura gas,
Enron had aready developed innovative long-term contracts, modeled on financial hedge contracts, that
alowed customers to purchase “insurance’ againgt future price and quantity risks, ak.a. “risk
management.” The cogt of this“insurance” was based upon traders perception of the risk that the
future could be different.

Its ahility to sdll the concept of risk management was limited by the success of the CaPX market. So
Enron had to beat the CaAPX price, which was published daily. Thisisthe reason why contracts such
as those sgned with the University of Cdiforniacalled for a discount to the CaPX price. In order to
profit from such deals, Enron had to be able to purchase dectricity a an even greater discount to the
CaAPX price. This meant finding suppliers willing to sell to Enron power for less than they could receive
sling it to the CAPX. Since thiswas virtualy impossible, Enron s Cdifornia operations as a direct
access provider were abig money loser as long as the Power Exchange wasin business. That wasdl
the motivation Enron needed to find waysto discredit the CaPX and the market it operated.

Enron' s desire to undermine the CalPX meshed with awell-documented pressure from management to
show profits on its books. Enron traders found that the way to do both was to extend the “liquidity” of
the futures market in Cdifornia®® It took to trading “bundied energy” as far out as 2020, a market so
far in the future that many wondered how it was possible to predict the price of dectricity that far in
advance — especidly because the more established naturd gas market was liquid only to aoout five
years.

In order to make it work, Enron did two things. One, it leveraged itsintellectua capital and marketing
expertise to Al itsdf (and specificdly, its traders) as the “experts’ on the long-term future price of
eectricity. Thiswas no smal feeat, snce the future price was uncertain — economist Robert McCullough

1% Liquidity in markets means the degree of ease and certainty of value with which a security can be converted into
cash. Liquid markets are heavily traded, meaning it is easy to find abuyer or seller for your position. Imagine you
have adesire to sell energy tomorrow. There would be many buyerswilling to offer you money to buy that energy.
Tomorrow isaliquid market. Now imagine you want to find abuyer for energy you want to sell in 30 years. There are
fewer interested buyers, if any, making the market for such atransaction illiquid.
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caled such predictions “highly subjective” Two, it booked thousands of trades. The company
developed areputation for buying and sdlling everything it could, with price judtifications based
exclusvey on Enron s mysterious, omniscient price curves, each used to justify thousands of trades.

We now know the folly of many of these trades, which propped up Enron' s gross misstatements of
earnings. Enron traders would sdll “bundled energy,” multi-year agreements for the future ddlivery of
power, booking uncollected future revenues as collected revenuesin the current quarter. This process,
cdled “mark-to-market accounting,” has been labeled “an incentive to abuse” by recognized economist
Robert McCullough.

In 2000, however, Enron’ s accounting practices had not yet been exposed. The company may have
been losing money on these trades — the traders called it “ sdling negatives’ — but the market only
recognized at that time that Enron was awilling and active trader of dectricity. If you wanted to buy it
or sl it, Enron was there. We know from the Daily Position Reports, which Enron provided our
Committee, that as the summer of 2000 approached, Enron' straders had taken increasingly “long”
postionsin the market, meaning they had a growing amount of eectricity to sell.

Diminishing reserve margins expected for 2000 caused some consultants to encourage such long
positions. One consultant was unequivoca: “Go long with every dollar you have in the West.”16 As
Enron acquired control of more and more energy through trades, it gained a commensurate amount of
control of the market. By May 2000, Enron aready controlled enough of the market to withhold power
until the “last minute,” i.e., the spot market.

By offering to sl its dectricity only a unacceptable, high pricesin the CalPX day-ahead market, Enron
effectively forced buyers (primarily the investor-owned uitilities) to take a pass on the CaPX market and
seek abetter ded at alater time. The better deal never came. As red-time approached, Enron's
leverage increased, and in red-time, it was CAISO buying power — without regard to price.

We heard testimony from CAISO executives who acknowledged that the directive of the CAISO did
not include a consideration of price. The CAISO Board in 2000 disagreed. It repeatedly voted to
ratchet down the price cap on dectricity in order to mitigate the exercise of market power by Enron and
other market participants. The board’ sfind vote on the subject, in October 2000, prompted Ken Lay
himsdlf to write to the FERC imploring areversd of the board’ sedict. The FERC ruled to overturn the
board the following day.

By December 2000, Enron's gods clicked off like afdling row of dominoes. Enron got the tacit buy-in
of complicit generators, the counter-parties involved in Enron’ s money-losing, long-term trades. None of
them blanched at the notion of aliquid dectricity market because they were getting sweetheart dedls; the
energy bundled in those dedls that was to be delivered in 2000 hel ped establish Enron' s market power,

18 | CF Consuilting offered this advice in July 1999.
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which in turn dlowed Enron to force the market out of the now-irrdevant CaPX, which in turn raised the
price of ectricity, which in turn created volatility, which in turn created the very condition from which
Enron said al dong it was in the market to protect buyers and sdllers.

Enron's culture of aggressiveness permested the company no matter if there were sound business
fundamentas underlying the endeavor or not. Its dectricity plan was waiting to be replicated in other
markets aswell. “The Opportunity,” one memo reads, is that “thereisalack of liquidity” in the credit
risk market. “Our response: We offer to transact on more companies than anyone e se by a significant
margin.”

Enron took pride in the aggressiveness that helped drive it to bankruptcy. | do not think it isa stretch to
argue that this same aggressiveness dictated its behavior in the Cdifornia market to the detriment of
Cdifornia

NATURAL GASAND ENRON ONLINE

My Committee has heard repeatedly from generators and other market participants, aswell as
regulators and market managers such as CAISO, that the price of natural gaswas largely responsible
for the run-up in dectricity pricesin Fal and Winter 2000. The criss reached its nadir, they tedtified, in
early December 2000 when natura gas prices at the Cdifornia border were running five times higher
than prices at Henry Hub. Henry Hub usudly provides the country’ s most accurate baseline for netura
gas pricesin the spot market.

During the course of our investigation, | have been appalled at the lack of skepticism employed by those
regulators and market managers in Smply accepting this relationship as gospd truth. Why was the price
of naturd gas so high? Could expengve naturd gas judtify expensive eectricity so completey? Was
there a certainty that generators “passing o’ the cost of natura gas into the wholesae price of

electricity were actually paying the spot market price? Had generatorsfailed to hedge natura gas by
entering into long-term contracts for gas?

These questions were answered in December 2000 when the price of dectricity and the price of naturd
gas stopped tracking each other. With price caps lifted by CAISO request and the FERC order,
electricity prices continued to rise. Meanwhile, the naturd gas market stabilized and ultimately prices
returned to historic norms. | ask you to consider whether it is unredigtic to consgder the possibility that
gas prices were atificidly highin order to “judify” aregulatory decison to remove eectricity price caps.
Evidence suggedts this possihility.

Firg you must understand the regulatory environment Enron negotiated in order to operae asit did in
the naturd gas market. Enron was the benefactor of a momentous regulatory ruling in its favor by the
Commodity Futures Trading Commission (CFTC). | will not delve into the details of the politica

processes and money trail implicated in these rulings except to say that the cozy relationship between
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CFTC commissioners and Enron provides, at a minimum, the appearance of impropriety.

The import of the legidation and CFTC ruling must be acknowledged. The firgt, in 1992, exempted
Enron' strading of futures contracts in response to arequest for such an action by Enron that same yesar.
The second, an amendment to a Senate banking bill in December 2000, alowed Enron to operate an
unregulated power auction — EnronOnline — that gained market share in the natural gas market amost
overnight.*’

Internal documents provided to the Committee by Enron indicate a colossd reversd of traditiond
market share over the span of just five quarters. In Q4 1999, Enron was responsible for trading roughly
23% of the naturd gas and power transactionsin North America. One year later, in Q4 2000,
EnronOnline dlamed to have a 74% market share, easily outpacing the “traditiond” market.
Competitors independently claim that Enron was involved in somewhere between 50-75% of the trades
in the natural gas market.’

The reason thisis so important is because of Enron's admitted role as a speculator/trader in this market.
Imagine if you will if the New Y ork Stock Exchange were a for-profit company that operated the

NY SE as an unregulated exchange. Every bid, every ask, every market trend, every individua stock
trade, would be viewed by the omniscient company responsible for making the market. If the NY SE
was trying to generate revenue, it would be logica to use this information to speculate on market trends.

Thisis precisely what Enron was alowed to do, and what it used EnronOnline to accomplish.
EnronOnline was the de facto exchange and Enron was the market maker. Enron straderslogicaly
used the “indde information’” available to them from facilitating these trades to speculate on naturd gas
futures.

Thus, when El Paso Naturd Gas (El Paso) “went long” on gas in 2000, Enron spotted the movement in
the market and mirrored the move. Staggering shifts — a veritable sea change — from short to long
positions are found in Enron' s own books. Enron clearly had the motivation to ensure demand for
natura gas, though we do not know the extent to which the company was able to restrict pipeine
capacity or delivery. Was Enron merely profiting on speculation or was it aiding and abetting physica
withholding?

El Paso is under investigation for this very thing. When natura gas capacity is purchased, the processis
regulated. But when unused or unneeded capacity is returned, the capacity can then be sold to
unregulated subsidiaries of the same company that can use the capacity asthey wish. The subsidiary
digtinction is a paper didtinction only. The subsdiary is housad in the same building, on the same floor

17 public Citizen, “Blind Faith: How Deregulation and Enron’s | nfluence Over Government L ooted Billions from
Americans,” December 2001.
18 | nterviews conducted with an Enron competitor also revealed that Enron was on the opposite sides of many trades.
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and the employees “play on the same softbdl team,” as one witness describes the redationship. The
quedtion for invedtigators is, given the motivation of along postion, did these unregulated subsidiaries
have the ahility to restrict capacity? And did they do that in Fal 20007?

The natural gas market isa pivota piece to understanding price manipulation in the Cdifornia market,
and | believe the deregulated gas market is itsdlf in dire need of oversght and investigation into past
abuse. Alleged misconduct has been the subject of investigation by the FERC, but no investigation has
provided an adequate description of Enron' s ability to speculate on gas prices and to buy back unused
capacity as an unregulated entity.

POLITICAL SOPHISTICATION

It isimpossible to deny that Enron had a keen grasp of the political and regulatory environments
necessary to carry out thisplan. Asthefirst sate to deregulate, Cdifornia was the laboratory for
Enron' s plan to trade energy in a destabilized energy market, amode they wanted to replicate in more
states across the country.

An Enron memo from October 1996 indicates the obvious import: “The Cdiforniamarket isthe largest
in the nation and Cdiforniais the sixth largest country [sic] in theworld. If Enron doesit dowdl in
Cdifornia, Enron will have a difficult time convincing anyone outside Cdifornia that they are cgpable of
and committed to providing power services.”

To accomplish this, the company had a comprehendve and well-executed strategy to gain political
influence when and where it was necessary to: @) create new markets, and b) be left lone in those new
markets. A memo from Ken Lay and Jeffrey Skilling in October 1998 codified what was dready a
gtanding practice in the company: “Our activisam in the politica and regulatory processis essentia to our
continued success....”

Media reports and campaign finance disclosures have revealed the close relationship between President
Bush, members of Congress and Enron. The company lobbied successtully a the highest levels for
regulatory change that would further its strategy. For example, Enron was responsible more than any
other company for the provisons of the 1992 Energy Policy Act that atered the historic structure of the
nation' s eectricity industry. Enron was aso responsible for sweeping deregulation approved by the
Commodity Futures Trading Commission (CTFC) that paved the way for Enron to trade eectricity
futures.

Enron was even part of the very commissions responsible for oversight. For example, Enron was a
sitting member of the CAISO board in November 1999, when the board decided to set CAISO'’s
damage control price cap a $750. When the price cap was lowered during a series of votesin Spring
and Summer 2000, Enron lobbied to have the cap remain at $750. That a $750 cap provides amuch
larger window for volatile pricing than the $250 cap ultimately adopted during its board tenure was not
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wasted on Enron.

Enron executives had unprecedented access to high-ranking public officids at both the federal and state
levels. We know from our document review of Enron’ s government affairs department how much the
company relied on political relationships. On the one hand, Cdlifornia’ s legidative leaders appeded
directly to Enron for contributions and on the other received explicit instruction about specific legidation.
It remains to be seen how close Enron executives were to the California Legidature, but documents
seem to suggest the two were very close.

ENRON UNCOOPERATIVE WITH STATE INVESTIGATION

My Committee’ s experience with Enron has been contentious, a best. Enron has engaged in delay
tactics, arrogant displays of defiance and unabashed non-compliance. Enron has defied the Sate's
authority to investigate and has continued to stand in the way of lawful investigations of its business,
including a probe by the Cdifornia attorney generd.

When our investigation was launched last April, we asked Enron to produce voluntarily severa
categories of documents. It refused. We then requested that Enron enter into a non-destruct agreement
with the Committee to ensure that documents critica to the investigation were preserved. Enron again
refused.

This issue has been a prominent problem for my Committee since well before Enron and Arthur
Andersen were ever implicated in reports of document destruction. In atypica display of Enron's
hubris, the company’ s counsel represented “as an officer of the court” that my Committee had entered
into a non-destruct agreement with Enron. Thisis patently false. The claim, made before a San Diego
judge during a civil proceeding againgt the company, was intended to deter a court-ordered imposition
of anon-destruct agreement.

When the Committee served Enron with a document subpoenain June 2001, Enron told the Committee
it ill would not hand over documents. Enron sued the Committee, arguing that my committee “had no
authority to investigate’ Enron and itsrolein the energy criss. The company relented only when
threatened with a contempt finding and a substantia financiad sanction by the Cdifornia State Senate.

Enron has openly defied the Committee in numerous ways. Enron has failed to produce documents
pursuant to our June 2001 subpoena and did not produce a company representative pursuant to a
January 2002 deposition subpoena. Nor has Enron explained its role in the destruction of documents
by Arthur Andersen or by its own employees as reported in the media

Even in bankruptcy, Enron has managed to stand in the way of our investigation. Multiple viststo
Enron' s Houston headquarters resulted in inadequate document production and ingppropriate assertions
of privilege.
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The most troubling behavior, however, has been Enron s deliberate destruction and/or conceal ment of
documents. The Committee has not been provided documentsit has compelled since June 2001.
Coupled with reports that Enron documents have been destroyed, | believe Enron has committed
crimind obstruction of justice.

This beief has been affirmed by our latest review of eectronic documents provided to my Committeein
the last week. Our technica consultant confirmed this week that emails, schedules, correspondence and
other eectronic documents have been overwritten in order to destroy evidence we presume is relevant
to our investigation. We can only assume the destroyed documents demongtrate at best information
unhelpful to Enron' s case and a wordt, crimind activity. In ether case, Enron should be subject to
crimina prosecution if thisistrue.

In light of the many reports of shady accounting practices exposed in the last few months, Enron's
conduct over the last year should come as no surprise. From my perspective, however, Enron's
recently exposed shady accounting practices come as no surprisein light of Enron's conduct over the
last year.

CONCLUSION

Electricity deregulation has engendered heated debate since the first seeds were sown for an end to
utility monopoliesin the 1980s. | cannot recommend a complete reversa of the deregulation concept at
thistime. However, the current modd is untenable.

Electricity isaunique commodity. It cannot be stored, demand isinglastic and the barriers to entry are
szable. There has been no worthwhile oversight of the industry by the federd agency charged with
policing its bad actors. “This’ deregulation, borne of Enron, adopted by regulators and foisted on the
public, has proven to be the greatest fraud ever perpetrated on the American consumer. The public
interest is not being served. Until there are fundamental changes in the present approach, | believe we
are smply biding time for the next Enron to emerge.
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