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OVERSIGHT OF INVESTMENT BANKS' RE-
SPONSE TO THE LESSONS OF ENRON—VOL.
I

WEDNESDAY, DECEMBER 11, 2002

U.S. SENATE,
PERMANENT SUBCOMMITTEE ON INVESTIGATIONS,
OF THE COMMITTEE ON GOVERNMENTAL AFFAIRS,
Washington, DC.

The Subcommittee met, pursuant to notice, at 9:37 a.m., in room
SD-106, Dirksen Senate Office Building, Hon. Carl Levin, Chair-
man of the Subcommittee, presiding.

Present: Senators Levin, Collins, and Bennett.

Staff Present: Linda J. Gustitus, Chief of Staff; Elise J. Bean,
Staff Director and Chief Counsel; Mary D. Robertson, Chief Clerk;
Bob Roach, Counsel; Jamie Duckman, Professional Staff Member;
Jessica Swartz, Intern; Beth Merrilat-Bianchi, Detailee/IRS; Jim
Elliott, Detailee/Department of State; Kim Corthell, Republican
Staff Director; Alec Roger, Counsel to the Minority; Claire Barnard,
Investigator to the Minority; David Mount, Detailee/Secret Service;
Jim Pittrizzi, Detailee/General Accounting Office; Meghan Foley,
Staff Assistant; Marianne Upton (Senator Durbin); Tara Andringa
(Senator Levin); Bob Klepp (Governmental Affairs/Senator Thomp-
son); Mike Nelson (Senator Bennett); Holly Schmitt (Senator
Bunning); Felicia Knight (Senator Collins); and Brooke Brewer
(Senator Cochran).

OPENING STATEMENT OF SENATOR LEVIN

Senator LEVIN. Good morning, everybody. One year ago, on De-
cember 2, 2001, Enron Corporation, then the seventh-largest com-
pany in the United States, declared bankruptcy. The follow-up to
this financial disaster revealed a litany of Enron corporate abuses,
from accounting fraud to price manipulation, insider dealing, and
tax abuses. Yet it is still the case today, as it was a year ago, that
most top Enron officials have walked away from the scandal that
they created with tens of millions of dollars in their pockets while
Enron employees, creditors, and shareholders have suffered sub-
stantial losses.

As disturbing as Enron’s own misconduct is the growing evidence
that leading U.S. financial institutions not only took part in
Enron’s deceptive practices, but at times designed, advanced, and
profited from them. This is the third in a series of hearings held
by this Subcommittee focusing on the role of financial institutions
in Enron’s collapse.
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Our first hearing looked at the more than $8 billion in deceptive
transactions referred to as prepays. Citigroup and J.P. Morgan
Chase repeatedly used these deceptive prepays to issue Enron huge
loans that were disguised as energy trades, which then enabled
Enron to misstate the loan proceeds as cash flow from business op-
erations. Investors and analysts were misled, along with the many
employees who lost their life savings and jobs.

Our second hearing looked in detail at a sham asset sale from
Enron to Merrill Lynch just before the end of the year 2000 so that
Enron could book the fake sale revenue and boost both its year-end
earnings and cash flow from operations. This transaction didn’t
qualify as a true sale under accounting rules because Enron had
eliminated risk from the deal by secretly promising Merrill Lynch
to arrange a resale of the barges within 6 months, while guaran-
teeing a 15 percent profit.

In both hearings, substantial evidence showed that the financial
institutions involved in the deals knew exactly what was going on.
They structured the transactions, signed the paperwork, and sup-
plied the funds, knowing that Enron was using the deal to report
that the company was in better financial condition than it really
was. In the case of Citigroup and Chase, the banks not only as-
sisted Enron, they developed the deceptive prepays as a financial
product and sold it to other companies as so-called balance sheet-
friendly financing, earning millions of fees for themselves in the
process.

Today’s hearing will look at another set of deceptive transactions
that took place over a 6-month period, from December 2000 to June
2001, involving Enron ventures in the pulp and paper business.
These transactions were known as Fishtail, Bacchus, Sundance,
and Slapshot. The evidence shows that Citigroup and Chase ac-
tively aided Enron in these transactions despite knowing that they
employed deceptive accounting or tax strategies and were being
used by Enron to manipulate its financial statements or deceptively
reduce its tax obligations. Citigroup and Chase received substantial
fees for their actions or favorable consideration from Enron in other
business dealings.

These four transactions required months of work by the Sub-
committee staff to untangle. The complexity of the deals made the
deceptions almost impossible for anyone to understand without a
detailed road map. They also show how far our financial institu-
tions have sunk in misusing structured finance. Instead of using
structured deals to lower financing costs or spread risk, which are
legitimate uses, they used structured finance to mislead investors,
analysts, and regulators about a company’s true activities and fi-
nancial condition.

I will place in the record at this time the Subcommittee staff re-
port that describes the four transactions in detail, as well as charts
and exhibits showing what happened.!

Here are some of the highlights from that report and from our
investigation. Enron constructed the first three transactions, Fish-
tail, Bacchus, and Sundance, as a sham asset sale of its new pulp
and paper business venture in order to inflate its cash flow and

1The staff report appears in the Appendix on page 150.
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earnings by hundreds of millions of dollars and to keep the sub-
stantial debts associated with this business venture off its balance
sheet and out of the view of investors and analysts.

The first two transactions took place in December 2000. Enron
first pretended to move its pulp and paper trading business off its
balance sheet to a new joint venture that it had set up called Fish-
tail. About 1 week later, in the Bacchus deal, Enron purportedly
sold its Fishtail interest to another entity for $200 million. Enron
then booked the $200 million as sale revenue and declared a profit
and earnings of $112 million on its year-end financial statement,
enabling the company to meet Wall Street expectations for its year
2000 earnings.

In the Bacchus transaction, Enron allegedly sold its Fishtail own-
ership interest to a shell company that it had established earlier
called the Caymus Trust, and Exhibit 301(a)!l shows how the
transaction appeared on the surface, and that exhibit is on the
screen.

The Caymus Trust came up with the $200 million purchase price
by obtaining a $194 million loan from Citigroup and an apparent
$6 million cash investment from Fleet Boston Financial that was
also guaranteed by Citigroup. However, as Exhibit 301(b)2 dem-
onstrates, the transaction was, in reality, a loan. The evidence
shows that in addition to openly guaranteeing repayment of the
$194 million Citigroup loan, which is permissible under accounting
rules, Enron’s Chief Financial Officer, Andrew Fastow, also made
an undisclosed, oral agreement with Citigroup to ensure that
Citigroup would not incur any loss connected with the so-called $6
million investment.

These two guarantees meant that Enron, in effect, had ensured
repayment of the entire $200 million purchase price, and those two
guarantees also meant that under accounting rules, Citigroup was,
in reality, providing Enron a loan and using the Caymus Trust as
a pass-through rather than financing a real sale to a real company.

Six months later, Enron and Citigroup set up another joint ven-
ture called Sundance to take possession of all of Enron’s pulp and
paper assets, including the asset presumably just sold to the
Caymus Trust, and to keep the debt associated with these assets
off Enron’s balance sheet. But this joint venture was also a sham.
Enron’s auditor, Andersen, had told Enron that it would approve
off-balance sheet treatment of the Sundance joint venture only if at
least 20 percent of Sundance’s capital came from an independent
investor and at least 3 percent of the total capital was placed at
risk when the venture was formed and stayed at risk during the
joint venture’s operation.

Exhibit 302(a) 3 shows that Sundance appeared to meet these ac-
counting requirements. Enron contributed approximately $750 mil-
lion in assets and cash. Citigroup appeared to have contributed
$188.5 million, or 20 percent of the joint venture’s capital.
Citigroup’s contribution included $28.5 million in stock and cash,
which supposedly met the requirement for 3 percent up-front cap-

1Exhibit No. 301(a) appears in the Appendix on page 185.
2 Exhibit No. 301(b) appears in the Appendix on page 186.
3 Exhibit No. 302(a) appears in the Appendix on page 187.
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ital at risk and $160 million in unfunded capital that supposedly
would be provided on demand.

But as Exhibit 302(b) 1 shows, the reality was that Citigroup’s al-
leged investment was a sham because it was never intended to be
at risk. As Exhibit 302(c)2 shows, the terms of the partnership in-
cluded the following provisions. Citigroup could dissolve the part-
nership at any time. Enron needed to lose its entire $750 million
before any of Citigroup’s so-called investment could be touched,
which meant Citigroup would have plenty of time to dissolve the
partnership, if necessary, before it had to produce any funds. And
Sundance had to keep the $28.5 million liquid, segregated, and ear-
marked for Citigroup so that Citigroup could recapture that part
of its so-called investment at will.

In summary and in reality, neither Citigroup’s $28.5 million nor
its unfunded $160 million were ever intended to be at risk.

The Sundance joint venture was a sham and all of its assets
should have been included in Enron’s balance sheet. Indeed, just 2
days before the transaction closed, three senior Citigroup officials
strongly urged the investment bank not to do the Sundance deal,
with one warning the following: “The GAAP accounting is aggres-
sive and a franchise risk to us if there is publicity.” Let me repeat
that. Just before this deal was approved, this was the warning. It
came from Citigroup people. “The GAAP accounting is aggressive
and a franchise risk to us if there is publicity.”

But Citigroup did the deal, earning $1.8 million in fees and pre-
ferred dividends and presumably got some good will from Enron.
Citigroup also obtained full payment of the $200 million loan that
it had provided earlier in the Bacchus deal, since one of Enron’s
contributions to Sundance was the $200 million needed to buy the
Fishtail assets from the Caymus Trust and pay off the Citigroup
oan.

On paper, Fishtail, Bacchus, and Sundance seemed to bring new
investment into Enron’s pulp and paper business venture. In re-
ality, these complex financial deals enabled Enron to use a $200
million Citigroup loan and a sham asset sale to boost its year-end
cash flow and earnings and then quietly return the funds via
Sundance. Without Citigroup’s participation in supplying the lion’s
share of the funds, Enron would not have been able to pull off
these deceptive transactions.

Finally, the Slapshot transaction, another highly disturbing ex-
ample of a major U.S. financial institution helping Enron engage
in a deceptive transaction. It is particularly disturbing because
Chase, the financial institution involved here, itself designed the
deceptive transaction. That was even more than aiding and abet-
ting. Chase designed the Slapshot deal and sold it to Enron for $5
million, enabling Enron to claim an estimated $60 million in Cana-
dian tax savings and $65 million in financial statement benefits.

The Slapshot sleight of hand took place on June 22, 2001. It was
designed as a tax avoidance scheme, and as we can see from the
next exhibit,® it was a spaghetti bowl of structured finance ar-
rangements using loans, funding transfers, and transactions involv-

1Exhibit No. 302(b) appears in the Appendix on page 188.
2 Exhibit No. 302(c) appears in the Appendix on page 189.
3 Exhibit No. 337 appears in the Appendix on page 347.



5

ing Chase and Enron affiliates in two countries, many of which
were established specifically to facilitate the deal.

In essence, Slapshot took a valid $375 million loan issued by a
consortium of banks to an Enron affiliate and combined it with a
$1 billion sham loan issued by a Chase-controlled shell company
called Flagstaff. The sham $1 billion loan created the appearance,
but not the reality, of a loan by using a shell game involving two
different transfers of $1 billion through a maze of bank accounts
belonging to Chase and Enron affiliates.

Chase provided the alleged loan by issuing a $1 billion momen-
tary overdraft to its shell company, Flagstaff. But Chase was un-
willing to allow Flagstaff to release the funds to an Enron shell
company called Hansen until Chase was sure that the $1 billion
was fully protected and going to be returned the same day, indeed,
almost at the same moment. So Chase required Enron to deposit
a separate $1 billion in an escrow account controlled by Chase be-
fore Chase would release its $1 billion to Enron. Enron obtained its
own $1 billion momentary overdraft on an account that it held at
Citibank and transferred those funds into an escrow account at
Chase.

And then through a series of near-instantaneous transactions
among Chase and Enron entities, the $1 billion sham loan was
briefly commingled with the real $375 million loan to create the ap-
pearance of a combined $1.4 billion loan to an Enron affiliate. The
sham $1 billion was then separated back out through a series of
additional transfers and moved within hours back to the Enron ac-
count at Citibank. In the meantime, the $1 billion in Enron escrow
funds was released to Chase.

Now, the $1 billion loan that was supposedly supplied by Chase
was a sham. It was issued and paid back within minutes without
any of the credit risk that is the point of a loan, even during the
few minutes that it moved from Chase’s left pocket to its right
pocket. It had no economic rationale or business purpose other
than to circulate through multiple bank accounts to create the ap-
pearance of the larger $1.4 billion loan. Chase got more than $5
million for doing it. Enron got tax deductions and better financial
statements.

Enron’s tax counsel warned that this transaction clearly involves
a degree of risk and cautioned that, “in our opinion, it is very likely
that Revenue Canada will become aware of the Slapshot trans-
actions and upon becoming aware of them will challenge them.”

Chase also knew that the Slapshot transaction was dubious. It
worked with Enron to minimize the possibility that Canadian tax
authorities would discover it, and they even developed contingency
plans in the event that Canada disallowed the sham loan. When
analyzing how to structure an interest rate swap that was a part
of the transaction, for instance, Enron and Chase jointly considered
three alternatives, two of which were described as disadvanta-
geous, in part because they would produce a potential road map,
in their words, of the transaction for Revenue Canada. So instead
of following those two roads, Enron and Chase jointly chose the
third alternative, which was explicitly described as providing no
road map.
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In addition, Enron and Chase included in the transaction docu-
ments what was called a recharacterization rider, in which they
agreed if they were caught by Revenue Canada to reclassify retro-
actively loan payments made by Enron to Chase to look like loans
from Enron to Chase. How is that for a move? If Canada disallowed
the Slapshot scheme and exposed Enron to additional taxes, Enron
would try to make it look as though Enron was lending money to
one of the world’s largest banks.

Slapshot was designed and intended to be a deceptive trans-
action. Chase set it up to pretend that a $375 million loan was
really a $1.4 billion loan by, just for a moment, inserting an extra
$1 billion in the transaction. The combined so-called loan then pro-
vided the cover for Enron’s Canadian affiliate to claim for tax pur-
poses that it had an outstanding loan obligation of $1.4 billion and
claim its entire $22 million quarterly loan repayment as tax de-
ductible interest payments on the fake $1.4 billion loan, instead of
deducting only that portion of the payments that was the true in-
terest payment on the $375 million loan.

Enron could not have completed Slapshot without a major bank
like Chase which had the resources to use $1 billion for a few brief
moments and quickly move that $1 billion through multiple bank
accounts across international lines. Chase charged Enron $5 mil-
lion for its so-called tax technology. Chase has also shopped that
same tax technology to other companies.

The four transactions at issue today, together with the sham
transactions examined at earlier hearings, all have deception at
their core. All misuse structured finance, which has a legitimate
purpose when used for real economic objectives, such as lowering
financing costs or spreading risk. But here, there was no such le-
gitimate economic objective. The goal was deception, and none of
the transactions could have been executed without the complicity
and financial resources of a major financial institution.

Now, the purpose of today’s hearing is not just to expose another
set of deceptive transactions, but also to take the next step and to
determine, 1 year after the Enron scandal broke, what is being
done to prevent future deception. Citigroup and Chase have each
announced new programs designed to prevent their employees from
participating in deals that produce deceptive accounting. We need
to learn more about those programs and whether they will prevent
the type of deals that we are going to examine today.

But we also are going to find out what our financial regulators
are doing, what concrete steps they have taken to prevent U.S. fi-
nancial institutions from designing, executing, and profiting from
illegitimate structured financial transactions intended to help U.S.
companies engage in misleading accounting or tax strategies. We
want to learn what concrete steps the bank regulators and the SEC
are taking, not only to punish wrongdoing on a case-by-case basis,
which is important, but also to create a deterrence program to be
part of regular bank examinations to stop future wrongdoing.

There is a regulatory gap now. The Securities and Exchange
Commission does not generally regulate banks, and bank regu-
lators don’t regulate accounting practices or ensure accurate finan-
cial statements. Two steps need to be taken, which together could
close this gap.
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First, the SEC should issue a policy which states clearly that the
SEC will take enforcement action against financial institutions
which aid or abet a client’s dishonest accounting by selling decep-
tive structured finance or tax products or by knowingly or reck-
lessly participating in deceptive structured transactions.

Second, the bank regulators, including the Federal Reserve that
oversees our financial holding companies, need to state that viola-
tion of that SEC policy that I just described would constitute an
unsafe and unsound banking practice, thereby enabling bank ex-
aminers to take regulatory action during bank examinations.

We also need the SEC and the bank regulators to conduct a com-
prehensive joint review of the structured finance products being
sold by or participated in by our financial institutions so that we
can root out the ones that corrupt financial statements.

One year after Enron’s collapse, we need our regulators to tell
our banks and our security firms that the deceptions and the era
of self-regulation are over. Enron was an eye opener about the ex-
tent and the nature of corporate misconduct going on in the United
States today and the role being played by our financial institutions.
The question now is whether we have learned the Enron lessons
and whether, in addition to punishing wrongdoers on a case-by-
case basis, we have taken on the tougher task of building a new
deterrence program to prevent future Enrons.

Let me call on Senator Collins, my Ranking Member for a few
more weeks and someone who has been such a great, not only sup-
porter of efforts to protect consumers and to protect our economy,
but whose staff has been so extraordinarily helpful in the produc-
tion of this report and these documents. I want to thank her. I
want to congratulate her on her new assignment as the Chair of
our full Committee, the Governmental Affairs Committee, starting
in January. But again, it has been a real pleasure serving with her,
both as her Ranking Member here and then having her as my
Ranking Member in the last few months.

OPENING STATEMENT OF SENATOR COLLINS

Senator COLLINS. Thank you, Senator Levin. I want to thank you
for your kind comments and your extraordinary leadership in this
very important investigation. Our staffs have worked very closely
together during the past year in what I believe has been an un-
precedented level of cooperation to unravel these very complex
transactions. It would not have happened without your leadership.

I particularly want to take the opportunity to salute Linda
Gustitus, who has been the leader of your staff since, I think, 1979,
and will be retiring at the end of this year. Linda and I worked
together on the Subcommittee many, many years ago and I know
that her leadership will be sorely missed, as well.

Senator LEVIN. Thank you. Thank you for mentioning Linda, who
indeed has been absolutely at the forefront of over two decades of
investigations by this Subcommittee and by a predecessor Sub-
committee that we were also both associated with. Thank you very
much for mentioning her. It is totally appropriate and, indeed, well
founded.

Senator COLLINS. Today’s hearing represents a continuation of
the Subcommittee’s extensive investigation into the collapse of the
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Enron Corporation. It is our third hearing looking specifically at
the role played by some of America’s leading financial institutions
in transactions that enabled Enron to paint a false picture of its
financial health and that ultimately contributed to the bankruptcy
of the company.

Our earlier hearings documented that certain financial institu-
tions, among them Merrill Lynch, J.P. Morgan Chase, and
Citigroup, knowingly participated in and indeed facilitated trans-
actions that Enron officials used to make the company’s financial
position appear to be more robust than it actually was. These com-
plex transactions allowed Enron to deceive its investors, its cus-
tomers, and its employees.

Today’s hearing will provide additional evidence of the complicity
of certain financial institutions in Enron’s deceptions. As Senator
Levin indicated, we will closely examine four multi-million-dollar
structured finance deals that enabled Enron to produce misleading
financial statements, and in one case claim a highly questionable
$125 million tax break. Citigroup funded two of the four trans-
actions and J.P. Morgan Chase funded the other two.

The first three transactions, known as Fishtail, Bacchus, and
Sundance, involved Enron’s so-called sale of certain assets at in-
flated values to special purpose entities that had been established
by Enron, Citigroup, or Chase. In each case, the entities pur-
chasing the assets were funded with equity commitments by
Citigroup or Chase that did not truly place funds at risk or were
supported by secret oral guarantees by Enron that invalidated the
special purpose entity’s independent status.

Each of these transactions fabricated to look like an arm’s length
transaction and sale of a financial asset was, in fact, an artifice de-
signed to enable Enron to obtain a Citicorp or a Chase loan or to
sell an asset to itself. The evidence strongly suggests that Citigroup
and Chase were not innocent pawns in these transactions. Warning
flags were abundant. As Senator Levin noted, an internal memo-
randum from a senior Citicorp official strongly objected to the
transactions, warning that the “accounting is aggressive and a
franchise risk to us if there is publicity.” Citigroup’s involvement
in helping to disguise what were essentially phony loans as phony
asset sales enabled Enron to inflate its sales revenues and produce
misleading financial statements.

The final transaction, known as Slapshot, involved a $1.4 billion
loan and related transactions that were designed to produce Cana-
dian tax benefits for Enron. This complex web of transactions was
designed by J.P. Morgan Chase and used Enron affiliates or special
purpose entities in the United States, Canada, and the Nether-
lands. In simplest terms, Slapshot involved a legitimate $375 mil-
lion loan issued by a consortium of banks and a phony $1 billion
loan issued by a J.P. Morgan Chase controlled SPE. The $1 billion
loan was issued and repaid on the same day through a complex se-
ries of structured finance transactions. The $375 million loan was
to be repaid over 5 years.

Chase provided the $1 billion for the phony loan by approving a
$1 billion daylight overdraft on an Enron account at Chase. The
overdraft presented no risk, however, to Chase because the bank
required Enron to deposit a separate $1 billion in an escrow ac-
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count for the duration of the so-called loan. Chase then circulated
the $1 billion through more than a dozen bank accounts held by
Enron and Chase affiliates and SPEs, returning the $1 billion over-
draft to the original Chase account by the end of the day.

The end result of these transactions was that Enron was able to
treat its quarterly $22 million loan repayments, each of which
were, in fact, a payment of principal and interest on the $375 mil-
lion loan, as purely interest payments on the $1 billion loan. By
characterizing each $22 million loan payment as an interest pay-
ment on the larger loan, Enron claimed that it was entitled to de-
duct the entire $22 million from its Canadian taxes, for a total tax
benefit of $125 million. In return for designing this phony loan
structure and arranging the series of funding transfers, Chase re-
ceived a fee of $5.25 million from Enron, and again, outside experts
cautioned Chase about this transaction.

The transactions that we are examining today once again dem-
onstrate the extraordinary lengths to which investment banks went
to keep Enron, an important client, happy. The checks and bal-
ances that were supposed to ensure the integrity of financial trans-
actions apparently were compromised by conflicts of interest and
the lure of big fees.

It undermines the integrity of our capital markets when some of
the most prestigious financial institutions in our country are in-
volved in designing, marketing, executing, and profiting from finan-
cial transactions intended to enable public companies to engage in
deceptive accounting and tax strategies.

In earlier testimony, the financial institutions have generally de-
nied any responsibility, claiming that it is simply not their fault if
their clients choose to account for these transactions improperly.
But the troubling fact remains that Enron could not have gotten
away with what it did for so long without the active participation
of its financial institutions.

Numerous documents examined by the Subcommittee clearly
demonstrate that the financial institutions that partnered with
Enron knew of the company’s intentions. In fact, in some cases, the
financial institutions helped to design the transactions specifically
so that Enron could cook its books.

For example, Chase’s own documents highlight a particular ad-
vantage of the deal as, “[not providing] a ‘road map’ for Revenue
Canada.” That has been explained to our staff as a selling point so
that the deal would not be easily identified by Canadian tax au-
thorities and audited.

Today, we will also hear from the watchdogs, representatives of
the Securities and Exchange Commission, the Federal Reserve, and
the Office of the Comptroller of the Currency. There are a number
of questions about the role of the regulators. To what extent do
these regulatory agencies examine the type of transactions engaged
in by J.P. Morgan Chase and Citigroup that enabled Enron to
misrepresent its financial condition? What is their view of the legit-
imacy of the transactions we are examining today? Do the regu-
lators have sufficient authority and expertise to oversee these com-
plicated transactions? Has the current regulatory structure kept
pace with changes in the financial markets and innovations in
structured finance? The answers to these questions are critical to
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strengthening our free enterprise system and to restoring public
confidence in our capital markets.

It is important that we remember that the Enron debacle is more
than just a tale of one company’s greed. As a result of Enron’s
downward spiral and ultimate bankruptcy, shareholders large and
small, individual and institutional, lost an estimated $60 billion.
Moreover, the collapse of Enron caused thousands of Americans to
lose jobs, to lose their savings, and to lose confidence in corporate
America and U.S. financial institutions.

When the individual investor does not have access to critical in-
formation to make wise investment decisions, information that is
known only to corporate management and their financial partners,
the playing field is far from level. We must ensure that our finan-
cial institutions act with integrity, and I want to acknowledge that
the institutions before us today have taken several steps since our
last hearings to put new safeguards in place. But we must ensure
that investors, large and small, have access to complete and accu-
rate information to guide their investment decisions.

I look forward to hearing the testimony of our witnesses today.
Thank you, Mr. Chairman.

Senator LEVIN. Thank you, Senator Collins. Senator Bennett.

OPENING STATEMENT OF SENATOR BENNETT

Senator BENNETT. Thank you very much, Mr. Chairman. I have
not been as involved in this issue as you and Senator Collins have,
and so I will be very brief in what opening statement I have and
I will look forward to listening to the witnesses.

I do sit on the Banking Committee, which has the legislative
responsibility of coming up with changes in regulation and was in-
volved in both the writing and in the conference report of the Sar-
banes-Oxley bill that came almost exclusively as a result of the en-
tire Enron experience. I think this hearing will be very useful,
along with the other one which you previously held, in helping us
in the Banking Committee’s responsibility to provide oversight to
both the SEC and to the bank regulators. The Banking Committee
is the place where, if legislative changes have to be made, we are
going to have to make them. This Permanent Subcommittee on In-
vestigations has made a significant contribution to the institutional
knowledge already available to the Banking Committee and I con-
gratulate you for focusing on this in a way that, quite frankly, we
on the Banking Committee could not.

I do have one area of concern that I simply will raise for the
record. As the previous hearing has gone forward and conducted in-
vestigations in a way that is very clearly within the purview and
charge of the Permanent Subcommittee on Investigations, some
lawyers have attempted to take statements made in that hearing,
turn them into evidence with some kind of legal alchemy, and then
make them part of a lawsuit that, unfortunate timing, is going on
right now. Fortunately, the judge ruled them out of order and re-
fused to allow statements made at the hearing to become part of
evidence in a trial.

I would hope that will not be attempted with anything that is
said here today. This is an investigative Subcommittee. We are
probing for information. We have not come up with a final report,
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and even when we do, I don’t think our report constitutes evidence
that can be used in a court of law to determine a fact. I think what
it says is, here are facts. Now you lawyers for one side or another
determine your own basis for these facts rather than simply
quoting us.

I wouldn’t accuse any Member of this Committee of being given
over to hyperbole in opening statements, but I do think there have
been some members of the Senate who occasionally do that, and to
take that hyperbole and try to turn it into evidence in a court of
law, I think is a little bit like what we are finding out went on
here, that is, a transaction that was intended for one purpose gets
twisted into another purpose. There are some members of the trial
bar who seem to be anxious to try to do that. They say I was glad
the judge slapped them down and said they could not do that from
previous statements that were made in these hearings and I would
hope that no one in the audience would try to do that from any-
thing that is said here today.

With that, Mr. Chairman, again, I congratulate you for your per-
sistence and your diligence in digging into these matters and I will
sit back and learn as much as I can from today’s witnesses.

Senator LEVIN. Thank you so much, Senator Bennett, and thank
you for your contributions in so many ways in the banking field
and many other fields, including your contribution to that Sar-
banes-Oxley bill and to this Subcommittee.

Let me now turn to our witnesses. Our first panel of witnesses
is from Citigroup. I thank you all for making it here today despite
the challenging weather. We welcome Charles Prince, the Chair-
man and Chief Executive Officer of Citigroup Global Corporate and
Investment Bank. We welcome also David Bushnell, Managing Di-
rector and Head of Global Risk Management at Citigroup/Salomon
Smith Barney; Richard Caplan, the Managing Director and Co-
Head of the Credit Derivatives Group at Salomon Smith Barney
North America; and William Fox, who is the Managing Director of
the Global Power and Energy Group at Citibank.

Pursuant to Subcommittee Rule 6, all witnesses who testify be-
fore this Subcommittee are required to be sworn in, and so I would
ask you at this time to please stand and to raise your right hand.

Do you swear that the testimony that you will give before this
Subcommittee will be the truth, the whole truth, and nothing but
the truth, so help you, God?

Mr. PrINCE. I do.

Mr. BusHNELL. I do.

Mr. CAPLAN. I do.

Mr. Fox. I do.

Senator LEVIN. Thank you very much. We will be using our tra-
ditional timing system today. At about 1 minute before the 10-
minute period for each of your testimony is up, the light will
change from green to yellow, which will give you the opportunity
to conclude your remarks. Your written testimony will be printed
in the record in its entirety. Again, we thank you for your appear-
ance here today and for your cooperation with this investigation.

Mr. Prince.
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TESTIMONY OF CHARLES O. PRINCE III,! CHAIRMAN AND
CHIEF EXECUTIVE OFFICER, CITIGROUP GLOBAL COR-
PORATE AND INVESTMENT BANK, NEW YORK, NEW YORK

Mr. PrRINCE. Thank you, Mr. Chairman, Senator Collins, and
Senator Bennett. Good morning. My name is Chuck Prince. Since
September of this year, I have been Chief Executive Officer of
Citigroup’s Global Corporate and Investment Bank. I appreciate
the opportunity to appear before you to discuss these important
issues and I commend you on your determination to understand
how and why a Fortune 10 company like Enron could unravel so
quickly and to such devastating effect. The collapse of that com-
pany has been a disaster for thousands of people—employees, in-
vestors, and others—and making sure that similar events do not
happen again is a critically important objective that we share.

The last year has been a challenging one on Wall Street. Indus-
try practices that were standard operating procedure for years have
come under sharp scrutiny by Congress, regulators, and investors.
Many of these practices have been changed and others are in the
process of changing. For our part at Citigroup, we want to be at
the forefront of change, setting the standard for integrity and pro-
fessionalism in our industry. This has become a guiding mission for
the senior management of our entire organization.

Part of our process has included the recognition that we have en-
gaged in certain activities that do not reflect the way we believe
business ought to be done going forward. Let me be clear, I believe
that the Citigroup professionals involved with these transactions
acted in good faith and understood these transactions to comply
with the existing law and prevailing standards of the time. But let
me be equally clear, good faith and legal compliance are no longer
the issue as far as I am concerned. Even assuming that these
transactions were entered into in good faith and were entirely law-
ful, they do not reflect our standards and they would not happen
now at Citigroup.

Recognizing the problems our industry faces, we have worked
diligently to develop new practices and policies reflecting the les-
sons we have learned. When Sandy Weill asked me to take the
helm at the Global Corporate and Investment Bank just 3 months
ago, he gave me a mandate to accelerate the process of reform and
change that was already underway. I have detailed a number of
these reforms in my written statement, but in the interest of time,
I will turn to the issue of structured transactions that is the focus
of today’s hearing and was the focus of the hearing you held, Mr.
Chairman, on July 23 of this year. As I hope you will agree when
I discuss the reform initiative we announced just 2 weeks after
your hearing and a month before I became responsible for this
business, at Citigroup, we heard you and we took appropriate ac-
tion.

First, though, let me say a few words about the specific trans-
actions under review. While I believe our people acted in good
faith, I think it is fair to say that we never anticipated that a fi-
nancial intermediary like Citigroup would be criticized for the accu-
racy of the accounting treatment that a Fortune 10 company gave

1The prepared statement of Mr. Prince appears in the Appendix on page 91.
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to its transactions with the express approval of a then-highly re-
spected Big Five accounting firm. At the time we entered into these
transactions, we never imagined that Arthur Andersen wouldn’t
even exist a year later or that a failure of ethics would have de-
stroyed Enron, a company ranked in the top 20 on the list of most
admired companies in the year 2001. But we have learned a hard
and valuable lesson, that reliance on public accountants or a com-
pany’s widely held excellent reputation has significant limits, par-
ticularly in the face of corporate malfeasance.

To say that our professionals acted in good faith and in ways
they believed to be appropriate is not to say that we consider a
“business as usual” approach to be an acceptable prescription going
forward. On the contrary, we concluded in the days and weeks fol-
lowing your July 23 hearing, Mr. Chairman, that we needed to act,
even in the absence of industry action or regulatory action, and
that the best way to protect both investors and our own reputation
with regard to the kinds of transactions that appropriately concern
this Committee was to insist on transparency.

Accordingly, on August 7, Citigroup announced a new trans-
parency policy, saying, in essence, that from that day forward,
Citigroup would execute material financing transactions for compa-
nies that were not going to be recorded as debt on their balance
sheet if, but only if, that company agreed to clearly disclose the net
effect of the transaction on its financial condition.

We announced this net effect rule for two reasons: First, to en-
courage companies to account for financing in a transparent man-
ner so that investors can adequately assess the net effect of the
transaction on the financial condition of the company; and second,
because we simply did not wish to be a party to transactions that
fail to meet a high standard of transparency.

Under our net effect rule, the transactions at issue in today’s
hearing would not and could not have happened at Citigroup un-
less Enron had made clear detailed disclosure to investors. We sim-
ply would have refused, and today would refuse, to do those trans-
actions without a commitment to make such disclosures.

Our policy is based on a few key principles. First, it applies to
any material structured or complex financing transaction of the
sort this Subcommittee has been concerned about. In determining
whether the policy applies to a given transaction, the economic re-
ality, not the form of the transaction, is critical.

Second, the required disclosures under our new policy include,
among other things, management’s analysis of the net effect of the
transaction on the financial condition of their company, the nature
and amount of the obligations, and a description of any events that
may cause an obligation to arise, increase, or become accelerated.

Third, Citigroup will obtain the client’s written commitment that
disclosure of such transactions in the client’s relevant public filings
will fairly present the transaction’s financial impact. If we do not
receive this commitment, we will not do the deal.

Fourth, Citigroup will do these transactions only for clients that
agree to provide the complete set of transaction documents to their
chief financial officer, their chief legal officer, and their inde-
pendent auditors. If there are any oral assurances from the client
in connection with any transaction that Citigroup believes may give
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rise to accounting or disclosure issues, these will also have to be
written down and those documents included with such transaction
documents.

Fifth, key decisions, such as whether the policy requires addi-
tional disclosures in a particular transaction, are made by senior
management from our accounting, legal, and risk management con-
trol functions acting together. If the senior managers of our control
functions do not approve a proposed transaction, then, very simply,
that transaction will not go forward. Any concerns about account-
ing or similar matters must be fully resolved and must be written
down, must be documented, if a transaction is to go forward.

I am personally committed to making sure that our new proce-
dures are fully observed. In order to do that, we are enhancing our
decisionmaking process so that every step of decisions are docu-
mented, and importantly, our internal audit group will review and
verify compliance with our procedures.

Promptly after we announced this new transparency policy, we
erected what amounted to a roadblock for each structured finance
and related transaction to see whether it was the kind of trans-
action that would not be reflected as debt on a balance sheet and
should, therefore, be specially disclosed to the company’s investors.
None of these transactions was permitted to go forward unless it
was submitted to a rigorous examination process by a working
group from our control functions. As we move forward, we are con-
tinually adjusting and fine tuning this process to allow for more ef-
ficient, but equally rigorous, review.

We recognize, of course, that our execution will not be perfect.
We are feeling our way, seeing what works, and discovering the
challenges of applying a unilateral policy like this to an enormous
range of complex transactions. Leaders, by definition, move in un-
charted territory, and we will make some mistakes.

But I am quite encouraged by what I have seen so far, by the
seriousness and intensity with which Citigroup professionals are
grappling with this new policy, from the transactional people on
the front lines to the most senior managers of our company. It has
already made a measurable difference in the kinds of deals we are
doing or declining to do and in the nature of the disclosure that cli-
ents are making.

Mr. Chairman, the world has changed a lot in the past year and
is continuing to change. The collapse of Enron and the turmoil that
followed on Wall Street has done tremendous damage to a great
many people and businesses. We recognize that we must take real
steps to change our ways of doing business and to get real results.
We have done this and we are continuing to do more. This is not
a time for half measures or foot dragging or public relations. We
at Citigroup understand our role as a leader, our responsibility in
that regard, and we embrace the mandate for change and subscribe
to the goal of effective, far-reaching reform.

We appreciate the seriousness and the vigor with which you and
the Subcommittee approach these issues, and we look forward to
working with you and your colleagues on these and other reforms.

I thank you, sir, and I look forward to answering your questions.

Senator LEVIN. Thank you so much, Mr. Prince. Mr. Bushnell.
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TESTIMONY OF DAVID C. BUSHNELL,! MANAGING DIRECTOR,
GLOBAL RISK MANAGEMENT, CITIGROUP/SALOMON SMITH
BARNEY, NEW YORK, NEW YORK

Mr. BUSHNELL. Thank you, Mr. Chairman and Members of the
Subcommittee, for the opportunity to speak with you today. My
name is David Bushnell. I am a Managing Director at Citicorp’s
Global and Investment Bank, and I am the head of its Risk Man-
agement Division.

The Global Risk Management Division functions as an inde-
pendent control over our business units. It is the responsibility of
my division to ensure that risks, including market risk, credit risk,
and risk to the institution’s reputation, are identified, measured,
and evaluated. No extension of credit is permitted without risk
management approval in accordance with our established policies
and procedures. Positions that our traders take are subject to lim-
its established by risk management. The firm’s Risk Management
Committee, including its Capital Markets Approval Committee, re-
port to me. I am also charged with communicating and interpreting
the risk views of senior-most management to our business units.

I understand that the Subcommittee is interested in discussing
my role in the Sundance transaction. I look forward to answering
the Subcommittee’s questions about that transaction. But before I
do, I would like to take this opportunity to explain some of the very
significant changes that Citigroup is making in the way we handle
such transactions today.

As you know, on August 7, Citigroup announced a new policy re-
garding transactions that raise significant accounting or disclosure
issues. As its chief risk manager, I have been centrally involved in
developing and implementing this policy. You have just heard Mr.
Prince’s testimony that describes the key elements of the policy and
our implementation program.

The message that I want to convey to you is that this new policy
is having a real impact on the ground at Citigroup where trans-
actions are done. Every material structured or complex financing of
the sort this Subcommittee has been concerned with is being sub-
ject to a rigorous review process. The Capital Markets Approval
Committee is thoroughly evaluating the transparency of trans-
actions and is working with our business people to ensure that in
any transaction we do, the client discloses fairly and appropriately
the net effect of that transaction on the company’s financial condi-
tion. If the client will not commit to these kinds of disclosures, the
answer is simple: Citigroup will not execute the transaction.

In the months since August 7, we have reviewed dozens of trans-
actions and we are learning a great deal. This process is helping
us to develop a uniform approach to assessing, routing, and where
appropriate, approving and documenting transactions consistent
with the principles of our new policy, and the policy has already
had a real impact on the transactions we are declining or we are
agreeing to do.

One of the most significant objectives of the past few months has
been to embed in our culture an understanding of the importance
of this policy. I can tell you that our people are taking it seriously,

1The prepared statement of Mr. Bushnell appears in the Appendix on page 101.
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from the front lines of our business units to our senior-most man-
agement. We are making this policy a living, breathing part of the
way we do business.
Thank you, and I look forward to answering your questions.
Senator LEVIN. Thank you, Mr. Bushnell. Mr. Caplan.

TESTIMONY OF RICHARD CAPLAN,! MANAGING DIRECTOR
AND CO-HEAD, CREDIT DERIVATIVES GROUP, SALOMON
SMITH BARNEY NORTH AMERICAN CREDIT/CITIGROUP, NEW
YORK, NEW YORK

Mr. CAPLAN. Thank you, Mr. Chairman and Members of the Sub-
committee. My name is Rick Caplan. I am a Managing Director of
Citigroup’s Global Corporate and Investment Bank and Co-Head of
the North American Credit Derivatives Group. The Credit Deriva-
tives Group is one of several business units at Citigroup that struc-
tures sophisticated financing for clients.

I have worked in the derivatives business at Citigroup since
1997. 1 appreciate the opportunity to answer questions about
Project Bacchus and Project Sundance. While I want to make clear
that I understood these transactions to be appropriate under the
prevailing laws and standards, I also want to reiterate the point
that Mr. Prince made in his opening remarks. Under Citigroup’s
new structured finance policies, we will not do these transactions
today unless the client agrees to provide clear, detailed disclosure
to investors.

Thank you, Mr. Chairman and Members of the Subcommittee. I
look forward to answering your questions.

Senator LEVIN. Thank you, Mr. Caplan. Mr. Fox.

TESTIMONY OF WILLIAM T. FOX III,2 MANAGING DIRECTOR,
GLOBAL POWER AND ENERGY GROUP, CITIBANK/CITI-
GROUP, NEW YORK, NEW YORK

Mr. Fox. Thank you, Mr. Chairman and Members of the Sub-
committee. My name is William Fox. I have worked for Citibank
since 1967. I am currently a Managing Director in the Global Rela-
tionship Bank and head of its Energy and Mining Department. I
have overall responsibility for Citibank’s relationship with clients
in the energy and mining industries.

I have been invited here today to discuss two transactions that
Citigroup executed for Enron, Project Bacchus and Project
Sundance. While I am generally familiar with Project Bacchus, my
familiarity with Project Sundance is more limited. I understand the
Subcommittee has several questions about these transactions and
Citibank’s role in them. I look forward to helping the Subcommittee
in any way that I can to answer questions about these trans-
actions.

While we believe these transactions met applicable legal stand-
ards, they are not transactions that Citigroup would undertake
today without clear and detailed disclosure from our clients about
the net effect of those transactions on a company’s financial state-
ments.

1The prepared statement of Mr. Caplan appears in the Appendix on page 103.
2The prepared statement of Mr. Fox appears in the Appendix on page 104.
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Thank you, Mr. Chairman and Members of the Subcommittee. I
look forward to answering your questions.

Senator LEVIN. Thank you so much, Mr. Fox.

Let me summarize the joint venture which we are going to start
with called Fishtail and then ask my questions.

At the end of the year 2000, Enron wanted to show a sale of the
interest that it held in a joint venture called Fishtail. They wanted
to show that sale in order to generate cash flow and earnings for
its year-end financial statement, and Enron contrived a sale of its
interest to an entity called the Caymus Trust for $200 million. The
funding for Caymus was a $194 million loan from Citibank, which
Enron in turn gave Citibank a guarantee on. The other $6 million
was listed as being an equity investment by Fleet Boston which
Citibank had guaranteed.

Now, that $6 million had to be true equity for this to be a real
sale by Enron, and Citibank understood this. If the $6 million was
a loan instead of true equity at risk, then this could not be shown
as a sale on Enron’s books and the whole purpose of the trans-
action would have been defeated.

But Citibank, on the other hand, wanted to reduce or eliminate
its risk on this so-called equity investment, and so Citibank went
to get an assurance from Enron’s CFO, Andy Fastow, to, in the
words of a memo, Exhibit 322 in these exhibits that are in front
of you, this is Exhibit 322(c),! Citi was looking to obtain the right
comfort from Andy Fastow.

Mr. Fox, let me ask you these questions. You are the one who
met with Mr. Fastow to obtain this comfort for your bank. At our
staff interview, you indicated that Mr. Fastow said that Enron
would take whatever steps were necessary to make certain that
Citibank’s equity interest in Bacchus would be bought out. This
was an important transaction for Enron, according to that same
Exhibit 322(c). On the second page, this transaction was said to be
“mission critical” by them and “a must” for Enron, and the words
that I have quoted were on page one of that Exhibit 322(c) when
it was said that Enron has offered to have the CFO discuss this
“at whatever level of our organization we think necessary to obtain
the right comfort.” That is comfort now for Citibank.

First of all, looking at that Exhibit 322—I am going to change
the 322 now to Exhibit 322(h),2 if you would take a look at that.
Exhibit 322(h) is a memo or e-mail from Lydia Junek to you, Mr.
Fox, and it says that, “the equity component,” if you will look at
page two at the top, that “the equity component has been approved
on the basis of verbal support verified by Enron CFO Andy
Fastow.” So they were promising you verbal support.

First of all, who is Lydia Junek, the woman who sent you the e-
mail?

Mr. Fox. Lydia Junek is a Managing Director in our Houston of-
fice and she reports to me and did at that time, as well.

Senator LEVIN. So is it true, Mr. Fox, that Citi would not have
provided the equity for this transaction unless it had this verbal
support from Enron through Mr. Fastow?

1Exhibit No. 322(c) appears in the Appendix on page 229.
2 Exhibit No. 322(h) appears in the Appendix on page 239.
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Mr. Fox. Senator, this transaction was an interim bridge financ-
ing that we were engaged in. Our firm typically does not engage
in bridge financings unless we are involved in the take-out or pro-
viding the permanent financing. In this case, we were not. So for
this reason, I went and visited with Mr. Fastow because he had
control of the take-out of this transaction. He was working with an-
other institution. So we wanted comfort from him that they were
going to take all steps necessary in order to ensure that the take-
out financing was accomplished and our entire transaction would
be repaid within its terms.

Senator LEVIN. So he gave you this assurance that your so-called
investment would be repaid within that 6-month period?

Mr. Fox. He gave me the assurance that he would take all steps
necessary to make certain that the take-out financing was accom-
plished and, therefore, the entire Bacchus transaction would be re-
paid.

Senator LEVIN. Now, would you have reassessed your participa-
tion in the deal had you not obtained that support?

Mr. Fox. I believe we would have. That assurance was important
to us. As I said, we were not involved in the take-out of the financ-
ing of Bacchus, and typically our firm would not be involved in a
bridge financing that was dependent upon a take-out unless we
were involved in the take-out, and we were not in this case.

Senator LEVIN. Now, if you take a look at the top line of Exhibit
318,1 page three, it says the equity component that we provide—
this was supposed to be equity, not a loan, supposed to be equity—
will be based on verbal support committed by Andrew Fastow to
Bill Fox. It is a commitment now. It says that the verbal support—
and by the way, that verbal support was referred to a number of
times in the memo—but is it not a fact, Mr. Fox, that the verbal
support was an oral guarantee from Mr. Fastow and Enron that
your equity interest would be returned to Citi one way or another?

Mr. Fox. Senator, no, I do not believe so. We did not view it as
an oral guarantee. It was verbal support and assurance to us that
he and Enron would take all steps necessary to ensure the take-
out financing, the permanent financing was accomplished so that
our entire transaction would, in fact, be repaid within its terms.

Senator LEVIN. You did not consider the support, the oral assur-
ance, the commitment, to be a guarantee?

Mr. Fox. The oral assurance, we did not view that as a guar-
antee. We viewed ourselves as being at risk for that $6 million
component of the transaction.

Senator LEVIN. The bottom line is, you did not consider that to
be an oral guarantee?

Mr. Fox. We did not consider that to be an oral guarantee.

Senator LEVIN. Now take a look at Exhibit 366.2 This is a
Citibank credit approval document relating to Enron. It is dated
December 2000, the month of the Bacchus transaction. At the top
of page one, it lists Lydia Junek as the “responsible officer.” On the
second-to-the-last page, she has signed the document. Citi’s loan

1Exhibit No. 318 appears in the Appendix on page 219.
2 Exhibit No. 366 appears in the Appendix on page 655.
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and so-called equity interest in the Bacchus transaction is referred
to, if you will look at pages six and seven.

Now, the numbers are a little different, because at the time the
document was written, it was expected that Bacchus would require
a $242 million loan and $7.5 million in equity, so that is the num-
bers that are in there, but these amounts are the amounts that we
are referring to here. They were reduced to the $194 million loan
and $6 million in equity, but this is the same transaction, although
the numbers were slightly reduced.

Now, on page seven of this document, under the word “support”
in the middle of that page, it says, “verbal guarantees” in capital
letters. You said there were no verbal guarantees. You didn’t con-
sider them verbal guarantees. The lady who signed this document
for the bank under your supervision, in fact, said in this document
these were “verbal guarantees” in capital letters. Now, if they
weren’t guarantees, why did she say they were verbal guarantees?

Mr. Fox. Senator, I would not—as I said, I was the one who had
the conversation with Mr. Fastow. I was the one that understood
exactly what he said. He did not give me a verbal guarantee. I did
not seek a verbal guarantee.

Senator LEVIN. Did you ever see this document that said there
were verbal guarantees?

Mr. Fox. I don’t recall that I saw it. I may have. I probably did.

Senator LEVIN. And Ms. Junek works under your supervision?

Mr. Fox. Yes, she does, Senator.

Senator LEVIN. But you are trying, then, to make the distinc-
tion—you are trying to make a distinction that what you got is a
commitment, an assurance, that all steps necessary would be taken
to repay that money. How is that different from a guarantee? All
steps necessary means all steps necessary.

Mr. FoxX. Senator, as I said before, what I obtained from Mr.
Fastow was his verbal assurance that they were going to take all
steps necessary to make certain the take-out financing was done on
a timely basis such that our entire transaction would be repaid.

Senator LEVIN. How is that different from a verbal guarantee?
“All steps necessary” sounds to me like a guarantee, and Ms. Junek
was very straightforward under your supervision in saying it.

Mr. Fox. Senator, this

Senator LEVIN. How is “all steps necessary” different from a
guarantee?

Mr. Fox. This was not legally enforceable. It was a business-
man’s understanding with the company. They had control of the
take-out, they and the other financial institution they were in-
volved in. We had no knowledge, not detailed knowledge of what
that take-out financing was going to be. So I was relying on his
verbal assurances that they were going to take the steps and they
had the wherewithal to take those steps to make certain that the
take-out financing was accomplished.

Senator LEVIN. You don’t specifically remember seeing those
words, “verbal guarantees,” in that document?

Mr. Fox. I do not, Senator.

Senator LEVIN. You knew that Enron was going to book this
transaction as a sale, is that not correct?

Mr. Fox. That is correct.
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Senator LEVIN. And you also knew that if Citibank did not truly
have a 3 percent equity at risk, that it would be improper for
Enron to book the transaction as a sale?

Mr. Fox. We understood that we had to be at risk for the 3 per-
cent of the transaction.

Senator LEVIN. Well, it seems clear to me, Mr. Fox, that Citibank
was aware that 3 percent had to be at risk. You just said so. You
had to be assured that it would not be guaranteed in order for this
to be booked as a sale. But to protect Citibank from loss, you went
out and got a verbal assurance, a commitment, a statement that
all steps necessary would be taken by Enron to pay you back. It
was characterized properly by your assistant as a verbal guarantee.
You are not a lawyer, are you, in terms of whether it is legally en-
forceable, or are you a lawyer?

Mr. Fox. I am not a lawyer.

Senator LEVIN. Did you receive an opinion that this was not le-
gally enforceable?

Mr. Fox. We did not receive an opinion with respect to this as-
pect of the transaction. As I said earlier, my view was I was there.
What I got was assurances from Mr. Fastow that the take-out fi-
nancing would be executed, and we would be paid out of the entire
transaction within its terms.

Senator LEVIN. It was clear that in doing this, you were trying
to protect yourself from loss, isn’t that correct?

Mr. Fox. No, we understood we were at risk, but since we were
not involved in the take-out and this was a short-term bridge fi-
nancing, we wanted to make certain that that bridge financing was
going to be executed and we would be out of this transaction within
the terms.

Senator LEVIN. Isn’t that the same way of saying that you were
trying to protect yourself from loss?

Mr. Fox. We clearly understood we were at risk.

Senator LEVIN. But weren’t you trying to protect yourself from
any loss from the transaction?

Mr. Fox. We wanted to make certain that we were out of the
transaction on a timely basis, that is correct.

Senator LEVIN. And you were aware of the fact, I take it, that
if this assurance, commitment was a guarantee, that that would
queer the deal, is that correct?

Mr. Fox. If we had obtained a guarantee, we understood that
they could not achieve their accounting objective.

Senator LEVIN. And that would queer the deal? The transaction
would not have occurred, is that correct?

Mr. Fox. I don’t know what Enron would have done at the time,
but we certainly knew that for them to achieve their objective, ac-
counting objective, we had to be at risk on the $6 million.

Senator LEVIN. Their financial statement, in showing this totally
as a sale, with a sale of equity, not showing any guarantee, not
showing any assurance to anybody, but just simply showing it as
a sale, was clearly deceptive. You are not going to reach a judg-
ment on the Enron books, I assume, or are you?

Mr. FoXx. No, Senator, I am not.

Senator LEVIN. Others will and others have. It was clearly decep-
tive. By not showing on its books that oral guarantee that it made,



21

in the words of Ms. Junek, it deceived the people who were review-
ing its books, and you can split hairs and say that assurance, using
all efforts, taking all the necessary steps, commitments, doesn’t
constitute a guarantee, but it is, one, hair splitting, and two, incon-
sistent with your own document which says, in fact, it was an oral
guarantee.

My final question to you is, under your current standards that
Citibank has adopted, would this transaction occur?

Mr. Fox. Senator, no, it would not occur under our current
standards without complete and full disclosure of the net effect of
the transaction on Enron’s financial statements.

y SeI}?ator LEVIN. Well, now, would it occur knowing what you
now?

Mr. Fox. We would have not done the transaction unless they
fully disclosed all aspects of the transaction and the net effect of
it on their financial statements.

Senator LEVIN. And had they done that in this case, based on
what you know, would this transaction have taken place?

Mr. Fox. Senator, I don’t know what they would have done at
the time, but——

Senator LEVIN. What would you do, knowing what you know?

Mr. Fox. We would have gone to Enron and asked them, under
our new standards, to have the complete, total disclosure of the net
effect of the transaction. We would have had to make certain that
their chief financial officer, general counsel were aware of the
transaction, all aspects of it, not only the written documents, but
also any oral understandings.

Senator LEVIN. What is the net effect of this transaction on
Enron? Was it in net effect a loan or net effect a sale?

Mr. Fox. They booked

Senator LEVIN. No, I know what they booked, but you are going
to look at the net effect, right?

Mr. Fox. Right.

Senator LEVIN. Under your new standards.

Mr. Fox. Yes. We would look at the net effect.

Senator LEVIN. In your judgment, what was the net effect of this
transaction on Enron, a sale or a loan?

Mr. Fox. I think we would have required them to disclose the
conversation with me. We would have required them to disclose all
aspects of the transaction and the net impact on its financial state-
ments. At that stage, I would assume they and their accountants
would review the transaction with their legal people and determine
how it would be booked. I am not in a position to determine how
they would have booked it. I can only suggest and require them to
have full and complete net effect exposure—disclosure.

Senator LEVIN. I am not sure, Mr. Prince, what your new stand-
ards really mean if all you are going to say is if Enron discloses
this on their books, it is OK with you, when it is so obvious, it
seems to me, to anybody that when you give a guarantee, as they
gave to you, that they would take all necessary steps to make sure
that was repaid and that they gave assurances to that. If you can
possibly then say, well, we would proceed the same way we did be-
fore providing they said that, I am not sure what your new stand-
ards really mean.
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Mr. PrINCE. Well, Senator, you have highlighted two key dif-
ferences between what happened then and what would happen
now. The first is that these oral assurances would be written down
and would be included in the transaction documents that are for-
warded to the chief financial officer, the chief legal officer, and the
outside auditors, so everyone would have the same base of informa-
tion.

And second, the net effect rule would require that the net effect
of the transaction, as I mentioned in my opening statement, on the
assets, the liabilities, the balance sheet, the income statement, the
net effect of all of the complicated moving around of assets would
have to be disclosed.

I think those are two very important differences between what
happened then and what happened now.

Senator LEVIN. And if they decided the net effect was a sale, that
is OK with you?

Mr. PRINCE. Well, Senator, it is not just a word, and it is not just
a sentence. They wouldn’t disclose the net effect was a sale.

Senator LEVIN. Pardon.

Mr. PRINCE. They would not, sir. They would not simply disclose
a conclusory sentence that this was a sale or not a sale. As part
of a sale, if it were a sale under the complicated accounting rules,
they would have to disclose the net effect of that sale on their bal-
ance sheet, on their income statement.

Senator LEVIN. And my question to you is, based on your study
of this record and your judgment, would you conclude and agree
that the net effect of this transaction was a sale?

Mr. PRINCE. Senator

Senator LEVIN. If they concluded that, would you accept their
conclusion?

Mr. PRINCE. Senator, again, I am trying to answer your question.
It is more than the word “sale.” The net effect of the transaction,
what happens to the balance sheet, what happens to the income
statement is what our rule calls for, not the word “sale” or not sale.

Senator LEVIN. The net effect on the Enron financial statement
was $112 million in earnings from that transaction, but you cannot
tell us today, based on all of these documents, that if they con-
cluded again that that was a sale, that you would not proceed with
that transaction, based on what you know?

Mr. PRINCE. Senator, I——

Senator LEVIN. You know all the underlying facts. You can say
it is not just the conclusion. I agree with you. You are going to look
at the underlying facts and conclude whether or not it is a fair
judgment that this is a sale. Otherwise, you said, it seems to me
that you are not going to proceed. My question to you is, based on
all these underlying facts which have been laid out in front of you,
would you proceed if Enron again in this kind of a situation said,
or Enron said in this kind of a situation that this was a sale?
Would you proceed?

Mr. PRINCE. Senator, if I understand your question correctly, if
you are asking me, would I make the judgment that this was a sale
or not a sale based on these various facts, I can’t make that deci-
sion sitting here today. I would want to consult with my control
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people. I would want to have a much more rigorous review than
the detail we have had here this morning.

Senator LEVIN. Mr. Fox, you told the Subcommittee staff that
Citi had a business policy that it would not engage in structural
transactions that had a material impact on reported net income.
That was the business policy that you had, and that Citi would
look further at the project and assure itself that the project would
not impact reported net income. That was your policy in place at
the time.

Yet, throughout the Bacchus transaction, you were notified that
there was a possibility that Enron would use the transaction to re-
port net income in its year 2000 financial statement. Exhibit
322(a)! is an e-mail to you and it states the following: “Enron’s mo-
tivation in the deal now appears to be writing up the asset in ques-
tion from a basis of about 5100 million to as high as $250 million,
thereby creating earnings.”

Exhibit 322(c)2 is a November 28 e-mail which states, “According
to Enron, it is possible that there will be funds flow and/or earn-
ings impacts. Although not certain at this time, we should assume
that there will be funds flow from operations/earnings implica-
tions.” That is what you said you were going to assume.

Finally, on December 6, there is an e-mail, Exhibit 322(d),3
which states, “It is probable that the monetization will add to
funds flow from operations as a portion of the assets will be from
merchant pool. It is possible but not certain that there will be earn-
ings impact.” That was the last communication on the matter.

Now, did the Citibank policy then require further investigation
at that time, since there was the possibility of an earnings impact
which your policy would not permit?

Mr. Fox. Senator, the series of e-mails you referred to, starting
with the first one, certainly highlighted the potential of an earn-
ings impact. We went back to the company. We went back to the
treasurer of the company, who confirmed to us that there would
not be significant material earnings impact.

I was shocked when I learned from your staff, which was the
first time I knew about it, that the impact of this transaction cre-
ated $112 million of earnings. Quite frankly, Senator, in this par-
ticular case, we were lied to. We relied on Enron, who was the only
one that could determine the impact of a transaction as to what the
earnings impact would be.

Senator LEVIN. So that you specifically contacted Enron after
your decision that there could be an earnings impact to see wheth-
er there would be and they told you there would not be?

Mr. FoX. I did not specifically contact them.

Senator LEVIN. Who did?

Mr. Fox. Jim Reilly, who is a Managing Director of our firm. If
you go further into that last e-mail you made reference to, he re-
ports that Enron has suggested, however, that because of their on-
going involvement in the business, it is unlikely there will be any
material earnings benefit.

1Exhibit No. 322(a) appears in the Appendix on page 226.
2 Exhibit No. 322(c) appears in the Appendix on page 229.
3 Exhibit No. 322(d) appears in the Appendix on page 232.
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Se‘z?nator LEVIN. And you accepted that without further investiga-
tion?

Mr. Fox. We relied on Enron’s word. They were a highly re-
spected company. They were a company we had a good relationship
with at the time and that is something we would have relied on,
yes, Senator.

Senator LEVIN. And their word was “unlikely”?

Mr. Fox. Their word, it was unlikely that there will be any mate-
rialEI don’t know what their word was. That was Mr. Reilly’s
word.

Senator LEVIN. But that was not enough, the fact that it was un-
likely, still possible, investigation as your policy it seemed to me re-
quired you to do to assure yourself that there would not be an
earnings impact.

Mr. Fox. I believe that this would have sufficiently satisfied our-
selves at the time.

Senator LEVIN. You were not aware yourself of the conclusion?

Mr. Fox. I was not aware. I did not have the conversations di-
rectly with the company, no, Senator.

Senator LEVIN. You had earlier, in Exhibit 322(g),! in a memo,
you were aware of the fact that this highly reliable company, one
of the largest in the country, significantly dresses up its balance
sheets at year end. You were very much aware of Enron being
someone who liked to and was willing to and typically did dress up
their balance sheets, because you wrote in that memo that is at Ex-
hibit 322(g) that, “based on 1999 numbers, it would appear that
Enron significantly dresses up its balance sheet for the year end.
Suspect we can expect the same this year.”

So you were expecting a dressing up, disguise, costume by Enron
at the end of the year 2000. You had received strong suggestions
from other Citi relationship managers that it was possible that Citi
would claim earnings from the Bacchus transaction. You were told
only apparently—you are supposed to be in a position here of some
decisionmaking import—you were told that it was—you just took
Enron’s word that it was unlikely that there would be an earnings
impact. Of course, if there was an earnings impact, that violated
your policy. But knowing that this company put on a show at the
end of its year, you nonetheless, or your bank nonetheless simply
accepted their statement that it was likely that there would not be
an earnings impact. How can you explain that?

Mr. Fox. Let me comment and address that, Senator. My ref-
erence to dressing up the balance sheet is a slang reference that
a number of companies will take certain steps at various points in
their financial cycle to address balance sheet targets. They can
stretch out payables to generate cash. They can monetize or
securitize receivables to generate cash and pay down debt. They
can borrow under their bank facilities and pay down short-term
commercial paper. Many steps that large financial—I mean, large
Fortune 500 companies take to impact their balance sheet.

The context here was that I was looking at their September 1999
financial statements, reviewed them, and if I recall correctly, the
debt-to-capital ratio appeared higher than it would at year end and

1Exhibit No. 322(g) appears in the Appendix on page 237.
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that seemed to indicate to me that they would take certain steps
as it impacts their balance sheet. That was a balance sheet com-
ment and statement. It was not related to the income.

Remember, at the time, Enron was an important relationship.
Enron was a highly respected company. We had no reason to sus-
pect or believe that we could not trust and accept their word.

Senator LEVIN. Do you recall telling the Subcommittee staff that
this unlikely earnings impact conclusion was an insufficient resolu-
tion as far as you were concerned of Citi’s policy? Do you recall tell-
ing the staff that?

Mr. Fox. No, I don’t, Senator.

Senator LEVIN. All right. Let me ask you, Mr. Prince, under your
current policy, would this be a sufficient resolution?

Mr. PRINCE. Indeed not, Senator.

Senator LEVIN. This is my final question and then we will turn
it over to Senator Collins, for this round, at least. Mr. Prince, let
me first say that we all are hopeful that Citigroup’s apparent will-
ingness to change its practice will lead to the kind of results that
you hope for and expressed in your opening statement, and I just
want to ask you some questions about your new policy.

Your new net effect rule is described as follows: Citigroup would
execute material financing transactions for companies that were
not going to be recorded as debt on their balance sheet if and only
if, as you stated, the company agreed to disclose the net effect of
the transaction on its financial condition.

The first problem that I have with this policy, or question, is that
it states that Citigroup will continue to provide financing in cases
where it knows the company isn’t going to record the debt on its
balance sheet. Doesn’t that mean that Citigroup still thinks it is
OK to sell loans that aren’t honestly reported as loans?

Mr. PrRINCE. No, Senator, it does not mean that. There are many
things that are appropriately not recorded as debt on a balance
sheet. The key for us is that even if they are appropriately not re-
corded as debt on a balance sheet, the effect of the transaction
must be disclosed. It doesn’t matter anymore whether you do just
this much or just that much and you satisfy this little rule or that
little rule and suddenly it shifts from one shoebox to another
shoebox, or one pigeon hole to another pigeon hole. You are not
done at that point. Even if you satisfy a test and it goes to the next
category on the balance sheet, the effect of the transaction, sepa-
rate from the accounting conclusion on the classification, has to be
disclosed. That is the difference.

Senator LEVIN. Are you going to make a judgment as to the fair-
ness of the conclusion relative to net effect, or are you just going
to accept the conclusion of the other company, of your client?

Mr. PRINCE. Senator, I think one of the things that we have
learned is that we have to make our own judgments in that regard.

Senator LEVIN. Because Enron could argue, for instance, in those
prepays that we made reference to and you are aware of from an
earlier hearing, they did disclose the net effect of the transactions
because it included the energy trades in its year 2000 financial
statements. It recorded $4 billion worth of cash flow from oper-
ations, but no debt. Since Enron included the energy trades in its
financial statements as cash flow from operations, would that meet
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your disclosure requirement, or would you look behind that and
make sure that it is a fair and accurate disclosure?

Mr. PRINCE. Senator, I think it is clearly the second. We would
require that the effect of the transaction be disclosed. So we would
require them to disclose it in a way where anyone could under-
stand.

One of the problems that we all face is that these matters are
way too complex and getting to a simple decision shouldn’t lead to
opaqueness, shouldn’t lead to, well, now that we have got the an-
swer from an accounting standpoint, the effect of the transaction
that goes one way or the other. Despite the accounting conclusion,
the effect of the transaction has to be disclosed.

Senator LEVIN. If I understand what you said a moment ago, not
just disclosed, but that you would reach an independent judgment
that the disclosure was a fair statement of the facts.

Mr. PRINCE. Yes, sir. We would have to be comfortable ourselves
with that disclosure.

Senator LEVIN. And one last point. In Sundance, three senior
Citigroup officials recognized the accounting problems with
Sundance and said, don’t do it. Citigroup did it anyway. What is
the solution there? If there is no agreement among your top offi-
cials, will there be a requirement that whoever approves that at a
higher level is going to have to put a stamp of approval on it?

Mr. PRINCE. Senator, as I said in my opening statement, one of
the key differences we have now is that every part of the process
has to be documented. We have to be able to pull out a paper to
put in this notebook which will say who finally and formally signed
off and why they signed off once an issue has been raised.

Senator LEVIN. Senator Collins.

Senator COLLINS. Thank you, Mr. Chairman.

Mr. Prince, I do recognize the steps that you have taken since
our last hearings to put additional safeguards in place and I don’t
minimize those actions. I think they do represent progress. But in
looking at the documents involved in these transactions, I find it
very difficult to understand how these transactions were approved
under your old procedures. There were warning flags galore, and
I want to read you some of the comments by Citigroup’s own em-
ployees, who it seems to me kept trying to raise red flags, kept try-
ing to bring concerns to the attention of senior management.

In one e-mail, for example, an Alan McDonald says, “We, Bill Fox
and I, share risk’s view and if anything feel more strongly that the
suitability issues and related risks, when coupled with returns,
make it unattractive. It would also be an unfortunate precedent if
both GRB management relationship and risk’s views were ignored.”

Another e-mail describes one of these transaction as “a funky
deal accounting-wise,” and characterizes another Citigroup employ-
ee’s view as being “amazed that they can get it off the balance
sheet.”

Yet another e-mail, which Senator Levin has referred to, “based
on 1999 numbers would appear that Enron significantly dresses up
its balance sheet for year end; suspect we can expect the same this
year.”

Yet another from a memo, the “accounting is aggressive and a
franchise risk to us if there is publicity.”
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Yet another e-mail, this one from Rick Caplan, “Sounds like
we’ve made a lot of exceptions to our standard policies. I'm sure
we've gone out of our way to let them know that we are bending
over backwards for them. Let’s remember to collect this IOU when
it really counts.”

How did this happen? Why would these transactions all be ap-
proved when you have Citigroup employees raising so many red
flags, describing the accounting as “funky,” saying that they don’t
understand how this achieves Enron’s objectives of getting off-the-
books treatment for these transactions, saying that a lot of excep-
tions were made to standard policies? How could this have hap-
pened under your old procedures?

Mr. PRINCE. Senator, I will tell you honestly, I have done a lot
of soul searching about that. As the new CEO of this business, I
am responsible for it now and I am responsible for what happens
going ahead and I have to make sure that problems can’t arise
under my leadership of the business, and so I have thought a lot
about how this could have happened when the issues that you have
identified were raised.

I think, honestly, that our people did spot some of those issues,
did raise them. You have quoted the various documents. And I
think that in hindsight, our people were too comfortable with the
ability to rely on the outside auditors, on the law firms that struc-
tured and closed these transactions, and on the representations
from Enron themselves. I think that at that time we did not view
ourselves as being responsible for what Enron did with its own
books and I think we have learned a very painful lesson in that re-
gard.

Senator COLLINS. But it wasn’t as if the representations by
Enron or Andersen or the legal team that Enron used didn’t raise
questions.

Mr. PRINCE. That is correct, Senator.

Senator COLLINS. And that is the part that is troubling. There
are some cases where there was outright deception in the informa-
tion and data that were provided to you. But in other cases, the
information provided to Citigroup raised red flags and yet the
transactions went through.

Mr. PRINCE. And indeed, Senator, I think some of the language
reflects our mental state at that time. The one you quoted that said
we are surprised they can get it off their balance sheet, it is obvi-
ous that we are observing their decision process. We didn’t view
ourselves as a participant in that decision process. We were watch-
ing it. We were relying on what they told us. We were relying on
what Arthur Andersen said was OK or not from an accounting
standpoint. We have learned a painful lesson that we can’t be a by-
stander and just watch that process.

Senator COLLINS. Mr. Prince, how much was this driven by the
fact that there was the lure of big fees? I come back to this e-mail,
and it is Exhibit 322(i),! where it says, “Sounds like we made a lot
of exceptions to our standard policies. I'm sure we’ve gone out of
our way to let them know that we’re bending over backwards for

1Exhibit No. 322(i) appears in the Appendix on page 242.
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them. Let’s remember to collect this IOU when it really counts.”
What does that mean to you?

Mr. PrRINCE. Well, Senator, as you know, I was not managing this
business and I wasn’t intimately involved in these transactions, but
in being briefed on these transactions, my understanding is that
the exceptions to our policies involved things like choice of law,
whether it is Texas law or New York law, things like that.

But the short answer is, I can’t put myself in the minds of the
people who did these transactions. I don’t believe that in a com-
pany like ours, an individual transaction would drive people to do
bad things. Based on what I know, I believe that our people, acting
under the rules as they understood them to be and with the clear
mental state that I mentioned a moment ago about relying on oth-
ers, that they acted in good faith. That is my belief. If I did not
believe that, the people would not still be with the company. But
I believe they did act in good faith under the rules as they under-
stood them at the time, and I don’t think that fees, whether on this
transaction or others, corrupted our organization.

Senator COLLINS. Mr. Fox, I want to follow up on your discussion
with Senator Levin, which still leaves many questions in my mind.
You traveled to Houston and met with Andrew Fastow, Enron’s
CFO at the time, because you wanted to discuss the verbal support
or the support for Citigroup’s investment in the Bacchus trans-
action, is that correct?

Mr. Fox. Yes. I traveled to Houston to meet with Mr. Fastow to
discuss the entire transaction and obtain his assurances that they
were going to take the necessary steps to make certain that the
take-out or permanent financing was put in place and that we
would be repaid.

Senator COLLINS. Yet in your testimony today in response to
questions from Senator Levin, you indicated that it was never your
understanding that Mr. Fastow provided you with any kind of
guarantee, is that correct?

Mr. Fox. That is correct. He did not provide me with any guar-
antee.

Senator COLLINS. And you also testified, and this is obviously the
critical point, that you considered Citigroup’s investment to be at
risk, is that correct?

Mr. Fox. That is correct.

Senator COLLINS. OK. Now, the reason I am having difficulties
understanding that is a document that is the loan approval memo-
randum, which is Exhibit 318,1 where over and over again, in fact,
I think four times in the document, there is reference to the verbal
support, the verbal commitment that you received from Mr.
Fastow.

For example, there is a sentence on page two of the memo-
randum in the first paragraph that says, “From our perspective,
the equity portion of the facility will be at risk and there is con-
sequently a large element of trust and relationship rationale in-
volved. However, this equity risk is largely mitigated by verbal
support received from Enron Corporation as per its CFO.” That is

1Exhibit No. 318 appears in the Appendix on page 219.
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obviously referring to the conversation that you had with the CFO,
is it not?

Mr. Fox. Yes, it is.

Senator COLLINS. Again in the memorandum, on page three,
there is a statement saying, “Enron’s CFO has given his verbal
commitment to Bill Fox that Enron Corporation will support the 3
percent equity piece of this transaction.” At the top of that page,
again, “The equity component we provide will be based on verbal
support as committed by Andrew Fastow to Bill Fox.” It says over
and over again in this document, which is the loan approval memo-
randum, that you had a verbal commitment. So I am trying to un-
derstand how you could view the funds as being truly at risk given
the verbal support of the investment that you received from Enron.

Mr. Fox. Senator, what we are doing here, I believe, in this docu-
ment is trying to highlight to all that were involved in the trans-
action and approving it that a portion of the transaction was at
risk as equity based solely on verbal support. It did not have a
legal obligation from Enron. It did not have the faith and full faith
and credit from Enron. It was simply that Enron through Mr.
Fastow was going to make certain that the take-out transaction
was going to be accomplished.

Senator COLLINS. What did the verbal support mean and why
was it so important that it appears four times in the loan approval
memorandum?

Mr. Fox. We, I believe I would say, we were trying to highlight
the risk for all the approvers, that this was not a legal obligation
by any stretch of Enron to pay us back the $6 million. It was
verbal support. We were at risk, but we were dependent on them
to make certain that the take-out financing, the permanent financ-
ing, was going to be accomplished.

Senator COLLINS. I have to tell you that I read it exactly the op-
posite. If it was important enough for you to go and meet with An-
drew Fastow to get that commitment, and if it appears four times
in the approval memorandum, and when there is actually a state-
ment in this memorandum saying that the equity risk is largely
mitigated by the verbal support received from Enron, how can you
continue to maintain that this commitment really had no meaning?

Mr. Fox. I think that is just the point, Senator. It was mitigated,
not eliminated. We had that risk, and I think that is what we were
highlighting to everyone, so that everyone in our firm who was ap-
proving the transaction understood that this was an incremental
risk we were undertaking.

Senator COLLINS. On Exhibit 366, the phrase is used that it is
a verbal guarantee and the percentage is 100 percent. What does
that mean.

N ]1;/11"9. Fox. Senator, I am sorry. Where are you exactly in the ex-
ibit?

Senator COLLINS. It is Exhibit 366. It is under “Support” typed
to the left. It says, “verbal guarantees,” “Enron Corporation,” “per-
centage: 100.”

Mr. Fox. Yes, I am sorry.

Senator COLLINS. Doesn’t the word “guarantee” mean something?

1Exhibit No. 366 appears in the Appendix on page 655.
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Mr. Fox. Senator, I don’t know who completed that form, and it
is a form that gets completed, but that was not what I obtained
from Mr. Fastow, and I think what I obtained from Mr. Fastow
was generally well articulated in some of the other written docu-
mentation. I obtained from him his verbal assurance that they
would take all necessary steps to make certain that the take-out
financing was accomplished and our entire financing, not just the
equity piece but also the debt piece, would be repaid.

Senator COLLINS. So are you saying that the word “guarantee”
should not have been used on this document?

Mr. Fox. That was not an accurate representation of my con-
versation with Mr. Fastow.

Mr. CAPLAN. Senator, could I make one clarification, just looking
at this for the first time?

Senator COLLINS. Yes.

Mr. CAPLAN. I am not certain that what Mr. Fox is inconsistent
with—what he is saying is inconsistent with what this says, be-
cause if you note that this section of this memo is about the term
loan, the $194 million term loan that we were providing as a
bridge, and I think you could very easily conclude that the verbal
guarantee is that Enron is going to work hard and get that take-
out done at the termination of this loan. This doesn’t actually refer
to the equity at all. It seems just to refer to the term loan.

Senator COLLINS. Let me ask one final question.

Senator LEVIN. If you would yield to me on that point——

Senator COLLINS. Absolutely.

Senator LEVIN [continuing]. Because you are inaccurate. Take a
look at the prior page at the bottom. That is the term loan.

Mr. CapLAN. Well, it says in the middle of the page, “Facility de-
scription, term loan,” and then

Senator LEVIN. I understand. I know exactly what you are say-
ing. I am saying that the larger loan, the $242 million, which was
then reduced, as I indicated in my opening statement, is on the
previous page, and that is page six. This is, without any doubt, re-
ferring to the equity, which was listed as $7.5 million, but, in fact,
as I indicated, was reduced to $6 million. But there is no doubt
that this is the equity portion, so-called equity portion, called a
term loan, by the way, in this document. I just want to—stated to
be verbal guarantees, not just mitigated, 100 percent—but the
point here is that you are wrong when you——

Mr. CAPLAN. I would agree.

Senator LEVIN. OK.

Mr. CAPLAN. But I think, though, if I might, I think this is the
beauty of our new policy, because whether we called this thing—
whether this thing turns out to be a sale or a loan, the effect of
whatever the intent behind the transaction would be disclosed in
the financials. We would require disclosure of that in the finances
of the company. I think that is really the difference we are trying
to articulate here today.

Senator COLLINS. One final question, because my time has ex-
pired. Mr. Fox, had you not received the oral commitment, whether
we are calling it a verbal guarantee or an oral commitment, from
Enron, would you have proceeded with this transaction?
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Mr. Fox. Senator, today, I am not certain I can tell you one way
or the other. If we had not received it, it would have certainly been
a different risk, as the memo highlighted. The verbal support miti-
gated some of that risk. Without that, as I said earlier, it is un-
usual for us to engage in a bridge financing where we are not in
control or involved in the take-out. So I can’t say for certain today
whether we would or would not have gone forward without it, but
it clearly was important to us.

Senator LEVIN. Thank you. Senator Bennett.

Senator BENNETT. Thank you, Mr. Chairman.

Coming to this de novo, without the kind of research that both
my Chairman and Ranking Member have done, I have a slightly
different reaction. I think the first documents that refer to mitiga-
tion on the basis of verbal support pass the smell test. The second
document clearly does not, the one that says verbal guarantee, 100
percent, and I think that is a bureaucratic slip-up that the people
who had the conversation with Fastow—you, Mr. Fox—clearly un-
derstood you were at risk, and your first document makes it clear.
We are at risk.

Now, anybody on an approval basis reading that document says,
well, what do we have to deal with the risk, and your answer is,
I have had a conversation with Fastow and he says he is going to
take it out. That is not legally binding, it is not something we can
go to the bank with, but we are satisfied that they will make good
on it and that mitigates the risk. I think that document passes the
smell test.

But as it got handled by the sausage machine down to the final
drafting of the final loan document, that reference of a mitigation
got turned into something more than a mitigation and it came out
as a 100 percent guarantee and I think that is something you
ought to look at in terms of the way documents get drafted within
large bureaucracies. I am not surprised by it. I am not horrified by
it. It happens all the time.

But I think it is a clear message to you that when a deal is made
at your level, Mr. Fox, it gets documented to the point that when
it finally comes out in the final document that is done by an em-
ployee who is used to doing hundreds, if not thousands, of these in
a very routine way, that the significant deal you made still retains
its flavor when it comes out in the final wash. That is how I read
what happened here. Now, if you want to challenge that and say,
no, that is not where it is, looking at it strictly, as I say, de novo,
that is what I see what happened here.

So just to nail it down one last time, Mr. Fox, you were con-
vinced, regardless of what the documents said, that Citibank really
was at risk here?

Mr. Fox. Yes, Senator, I was.

Senator BENNETT. And you were satisfied that it was a risk
Citibank could afford to take because Andy Fastow had told you,
“We are going to be able to meet our obligation”?

Mr. Fox. That is correct, Senator.

Senator BENNETT. OK. If that is all the farther it went, I think
that is a legitimate position for you to have. The difficulty comes
from what Enron did with this, and as Senator Collins said, you
understood what they were doing with this was really, to use the
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catch-all term, very aggressive. “Very aggressive” usually means
getting close to the edge of something that is improper.

Now, Mr. Prince outlines the actions that Citibank is going to
take, and this is what I really want to focus on, rather than the
details of this particular situation. We are talking about a new role
for banks. In the old world, banks did not view as their role—I in-
terrupt myself here. Let me lay it out as I see it and then you
agree or disagree.

In the old world, banks did not view their role as being watch-
dogs of investors and borrowers. Banks viewed their role as being
watchdogs for the investors in the bank. So as long as the bank
was satisfied that it would get its money back, it really didn’t care
what the borrowers did with the money.

Now we are saying the bank should have been part of the watch-
dog team that would blow the whistle and say, these guys are bor-
rowing the money and they are going to do squirrelly things with
it on their balance sheet, and unless they disclose the real effect
on their balance sheet of taking on this loan, we are not going to
give them the loan. Is that a fair characterization of the switch in
the role of the bank that has occurred as a result of the Enron col-
lapse?

Mr. BUSHNELL. Mr. Bennett, perhaps I could take that one. Yes,
I think that is a fair characterization of the new policy and the
switch from where we were and the policies and independencies
that we used to have versus the procedure going forward.

Senator BENNETT. It does represent a fairly significant change in
policy, because up until now, we, the Federal Government, have as-
sumed that the role of gaining transparency in financial statements
is primarily, if not exclusively, the SEC, and as long as the SEC
does its job, the banks don’t have to worry about it. They can just
make the loan as long as they are sure their shareholders will be
taken care of and leave it up to the SEC to make sure the bor-
rowers do the right thing with the money. Now we are saying, no,
in addition to the SEC, the banks must play a role in disclosure
to the shareholders of the borrower.

Mr. BUSHNELL. I think that is right, Senator. I think our feeling
is that, as Mr. Prince discussed in his opening remarks, this has
been such a painful process for us, even if our depositors weren’t
hurt or the bank got its money back in this case, which it did, it
has clearly been a damage to the financial system, to the trust in
the development and establishment of the smooth flowing of our
capital markets, and that in our own self-interest, if you will, we
need to make that trust come back and be a party to it.

Senator BENNETT. This raises a number of very interesting possi-
bilities. If the bank does assume a role and, therefore, a responsi-
bility for the accuracy of financial statements on the part of the
borrower, can the bank be sued if the borrower misstates the use
of the funds it obtains from the bank?

Mr. BUSHNELL. I understand that, Senator. I don’t think we are
looking to take on the legal responsibility or the accounting respon-
sibility for this. We do think that there are regulatory agencies and
that is others’ jobs. We just think that when there are questions
like this, the best policy as a risk manager, transparency, shedding



33

the light on what the transaction is in plain English so that every-
body can understand what happened, is the best policy for us.

Senator BENNETT. I think that is a very important point for you
to make because I don’t think you want to expose yourselves to
lawsuits on the basis that you did not adequately require trans-
parency on the part of the borrower. I think you want to keep the
wall there that the lawsuits can go to the accounting firm that
didn’t adequately provide disclosure or require disclosure. The law-
suits obviously can go to the borrower themselves if they lied, as
Enron clearly did. But that the lawsuits can’t go to the deep pock-
ets of a bank who, in their requirements for disclosure, fell short
of the kinds of requirements.

You want to make it clear, I think, that in the policies you are
adopting, you are adopting these policies to protect the safety and
soundness of the banks and the investment in the banks of the
banks’ shareholders. I think the case can be made that the kind of
disclosures Mr. Prince has described here do, in fact, reduce the
risk to shareholders of the bank, and by making these require-
ments on the part of the borrower, you are saying that the bank
will ultimately have fewer bad debts and fewer write-offs.

Let me ask the question that has not been answered here. Did
you lose the $6 million? It was at risk. Did you lose it?

Mr. Fox. No, Senator. The permanent financing was executed
and the entire Bacchus financing was repaid.

Senator BENNETT. OK. Are there any other of the transactions
we will be discussing here this morning where the bank had money
at risk which you lost?

(11\/11". Fox. Not in the transactions that we are discussing here
today.

Senator BENNETT. OK. So the changes that Mr. Prince has talked
about, if they had been in place, would not have changed the losses
sustained by the bank. In other words, these changes would not
have retrospectively benefitted the shareholders of the bank.

Mr. Fox. I think they may have benefitted the shareholders be-
cause we wouldn’t have been associated with these transactions,
but

Senator BENNETT. That is fair, yes. They would have affected the
shareholders in that they protect the reputation of the bank and
the reputation of the bank is obviously something that is of value
to the shareholders. So I will accept that, even if there was not a
specific monetary loss.

Mr. Fox. That is correct, but we did not lose money on these
transactions. They were repaid within—to us.

Senator BENNETT. That is my point, Mr. Chairman, and I will
stop there. I think the things we have heard from Mr. Prince are
salutary and we should congratulate Citibank on its willingness to
move forward.

I think it should be pursued, but I think everybody should be a
little careful about crossing the line and putting a liability on the
bank, any bank, if they fail to do these kind of things, because tra-
ditionally, regulation of disclosure and achieving of transparency is
something that should be accomplished by the SEC and by the
independent accountants who are paid handsomely to make sure
that there is transparency and that it should not be ultimately
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spilled over into a lender so that a lender could be liable for mak-
ing a loan where the disclosure requirements of the lender were
deemed to not be sufficient to protect the interests of the share-
holders and the investor. That strikes me as very dangerous
ground that would open the door for a huge number of lawsuits,
to the detriment of everybody, if we are not very careful.

Thank you, Mr. Chairman.

Senator LEVIN. Thank you, Senator Bennett.

What we are looking into is, in addition to the changes which
Citibank is indicating it is making in the way its procedures oper-
ate, we are also looking at what it didn’t do relative to the proce-
dures that it had in place on these transactions. This is not just
saying in hindsight that we have reached a conclusion. It is saying
that the investigation discloses that at the time these transactions
were inappropriate, that they aided and abetted deception, that
there were major concerns raised internally that were overridden,
set aside in order to please Enron or to make a fee.

This isn’t just a question of hindsight or under current rules
these transactions wouldn’t be approved. There were rules at the
time about not aiding and abetting deceptive transactions. That is
not a new rule for a bank. That is an old rule.

There is an old accounting requirement that was in existence at
the time that says there is no room for accounting representations
that subordinate substance to form, and you cannot aid and abet
a violation of that rule.

So that is our major concern here, it is the way in which major
institutions facilitated deceptive accounting and bent the rules or
violated the rules that existed at the time. Senator Collins has
made reference to this Exhibit 322(i),! which says, “it sounds like
we made a lot of exceptions to our standard policy.” Those are poli-
cies that existed at the time. Those aren’t new policies. “I am sure
we have gone out of our way to let them know that we are bending
over backwards for them,” for Enron. “Let’s remember to collect
this IOU when it really counts. Happy holidays to all.”

Let us move to Sundance. A few months after Bacchus, Enron
decided to create Sundance as a joint venture that would keep all
of Enron’s pulp and paper assets off its balance sheet. And, as I
discussed in my opening statement, the joint venture was a sham
because Citi really didn’t have any investment at stake, and here
are the facts.

Citibank’s $28.5 million that it was supposed to invest and have
at risk, in fact, was set aside, kept segregated, available for
Citibank. Seven-hundred-and-forty-seven million dollars of Enron’s
money would have had to have been lost before any of Citibank’s
money could be touched. Citibank could unilaterally dissolve this
venture at any time, ensuring that it wouldn’t lose anything on its
investment.

I want to go over this whole situation here with you, Mr. Caplan.
Most auditors require that for a joint venture to be unconsolidated,
the capital commitment must be split 50-50. Arthur Andersen was
a lot weaker, a lot less conservative, and the second partner in the
venture only had to put up 20 percent under Arthur Andersen’s

1Exhibit No. 322(i) appears in the Appendix on page 242.
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rules in order for the joint venture to be unconsolidated on the
books of Enron, and that is, of course, what Enron was interested
in. That was their goal.

Now, even with the weaker approach, the 20 percent approach,
Citi and Enron still went around it through all the ways that I dis-
cussed. Twenty-eight-point-five million dollars was segregated,
couldn’t be touched. Citibank could end this whole deal any time
it wanted. Enron’s $747 million had to all be spent before there
was even any Citi money spent at all, whether it was the $28.5
million or the balance, which I believe was $160 million.

Citibank also had a guaranteed return interest rate, and I would
like you to look at one Citi e-mail, Exhibit 333(i),! which appears
to me to be an accurate summation of Citibank’s so-called invest-
ment in Sundance. It is supposed to be an investment at risk. Prin-
cipal is supposed to be at risk.

Here is what the e-mail from Citibank says. “Still an equity in-
vestment of sorts, accounting and tax basis for partnership, but it
is structured in such a way that the 670 basis points are guaran-
teed or we blow the deal. Also, our invest,” I assume that means
investment, “is so subordinated and controlled,” and now these are
the key words, “that it is unimaginable how our principal is not re-
turned,” Unimaginable how the principal could not be returned.

This is supposed to be an investment at risk. Guaranteed return
interest. Unimaginable, in your own words, how your principal
would not be returned. Now, how does one realistically say that
funds are at risk under those circumstances so that Enron could
keep Sundance off its balance sheet?

No one here is suggesting that you have got to go out and inves-
tigate the other guy’s balance sheets, but my gosh, this is some-
thing that you knew. You knew that your investment was so subor-
dinated, so unlikely to be reached, so much in your control—it was
controlled by you. You could terminate that joint venture anytime
you wanted. It was unimaginable that your principal was not going
to be returned. Now, you tell me how that is an investment which
is at risk.

Mr. CapLAN. Well, I would say a few things. First, I think it is
important to note that this structure was presented to us by Enron
in exactly this form, and our investment was absolutely in a pre-
ferred position. It was senior to Enron’s investment. They abso-
lutely had to lose $700 million. But my choice of words would not
be “unimaginable.” There were many circumstances that we ran
through——

Senator LEVIN. Whose choice of words were they?

Mr. CAPLAN. Tim Leroux.

Senator LEVIN. And who is he?

Mr. CAPLAN. He is someone who works for me.

Senator LEVIN. OK. So your employee described this as unimagi-
nable.

Mr. CAPLAN. But we spent a fair amount of time going through
scenarios in which we could lose our money in this transaction.
Now, I will submit to you that they are remote scenarios, but nev-
ertheless, they are real. For example, one of the assets in this part-

1Exhibit No. 333(i) appears in the Appendix on page 296.
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nership was a paper mill in Canada sitting on the St. Lawrence
River. If that paper mill blew up and caused significant environ-
mental damage, we would have—our return would have been sub-
ordinated to the liability caused by that damage, and that was
something we were very concerned with in this transaction.

Sez)nator LEVIN. Was there insurance on the paper mill, by the
way’

Mr. CAPLAN. I believe that there was insurance on the paper
mill.

Senator LEVIN. So the risk here was that the paper mill would
blow up. That risk was covered by insurance. Get to some real risk
here, will you?

Mr. CaPLAN. In addition, the way that this transaction was
structured was presented to us by Enron and it was a combination
of things. It was a combination of this preferred equity investment,
which had the full blessing of Arthur Andersen, and my under-
standing was the more important test was not just that we had an
equity investment, but that we had voting rights in the structure,
and we had 50 percent of the voting rights. We had the ability to
control the destiny of the entity, and if we were a creditor of the
entity, that would not be true.

So I will absolutely submit to you that this is a preferred invest-
ment. It operates much like many other preferred investments out
there, and it was not our accounting judgment as to how—as to
whether this worked or not. This is an area of—I would call this
joint venture accounting, is an area of accounting that there isn’t
a lot of literature on point and the way that our understanding is,
that joint ventures are accounted for, is that the Big Five account-
ing—or Big Four now—accounting firms that give guidance, and
this was Arthur Andersen’s guidance on how to account for this
transaction.

Senator LEVIN. If you look at Exhibit 333(d),! which is an e-mail
to you, Perwein, who is a Citi tax attorney, is quoted as saying that
“Sundance was a funky deal accounting-wise, and was amazed that
Enron can get it off the balance sheet.” Do you remember getting
this?

Mr. CAPLAN. I do.

Senator LEVIN. Do you have any reason to disagree with that?

Mr. CAPLAN. With—I am sorry.

Senator LEVIN. With the statement that it is amazing that they
could get this off the balance sheet.

Mr. CAPLAN. I am not an accountant. Neither is Mr. Perwein

Senator LEVIN. You were aware of this tax attorney’s conclusion
that it was a funky deal accounting-wise and amazing that Enron
could get it off their balance sheet, is that right? You were aware
of that?

Mr. CAPLAN. Again, I think that is an accounting determination
made by Arthur Andersen on how the structure should work. They
were fully aware of all of the terms of the preferred investment. I
think interestingly in this e-mail, you will see later on in it where,
“John C. called. He is most concerned about Garden State. I am
trying to set up an environmental call.” All this is indicative of our

1Exhibit No. 333(d) appears in the Appendix on page 290.
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concerns about risks in this transaction, albeit remote risks, but
real risk to our investment in the transaction.

Senator LEVIN. And is this not your words, that in Exhibit
333(t),! that this transaction is structured to safeguard against the
possibility that we need to contribute our contingent equity and to
ensure that there is sufficient liquidity at all times to repay our
$28.5 million investment? That was ensured, wasn’t it?

Mr. CApPLAN. Well, if you think about what this was, it was a col-
lection of fairly illiquid assets, a couple paper mills, a trading busi-
ness. We were trying to mitigate our risk to the extent possible,
and to the extent we wanted to get out of the transaction, we didn’t
have creditor’s rights to call in event of default and accelerate our
debt, something like that. We only had the position of an equity
holder who could force effectively a dissolution of the company, at
which time the assets of the company would have needed to have
been liquidated. We were concerned that the assets were extremely
illiquid, so we put in steps to mitigate the illiquidity of the assets.

Senator LEVIN. Well, it was way more than that, though, Mr.
Caplan. You talk about liquidating assets. One of those assets was
an account with $28.5 million in cash which was there to protect
your $28 million, isn’t that correct?

Mr. CAPLAN. One of the assets when we closed the transaction
was $28 million of Enron commercial paper, which is a liquid asset.
It was absolutely designed to protect our ability to get out of the
transaction in what I would call a timely and efficient manner. But
again, all this was vetted fully with Enron’s accountants, and I
think this goes to the

Senator LEVIN. I am talking about your accounts. I am talking
about your advice. Your advice was funky transaction. You don’t
know how they can do it. And you knew the $28 million is there
in an account. You insisted on it, for you. That is money to come
back to you, guaranteed. This isn’t something where you have to
liquidate an asset. You don’t liquidate something that is liquid. It
is there, set aside, isolated, segregated for Citibank. That is sup-
posed to be an investment at risk? You call that mitigating risk?
That is not mitigating risk, it is eliminating risk on the $28.5 mil-
lion. It is in a segregated account. Only you can touch it. You call
that mitigation? I call that elimination.

Mr. CAPLAN. With respect, Senator, originally, the money was in
Enron commercial paper, and if they had defaulted the day after
the transaction, if they had gone into bankruptcy the day after this
transaction had closed, our $28 million would not have been

Senator LEVIN. Was there any suggestion that Enron was going
to go into bankruptcy at that time?

Mr. CAPLAN. No, none at all.

Senator LEVIN. You are talking about the possibility that they
would go into bankruptcy the next day, and you had the $28 mil-
lion there segregated for you.

Mr. CAPLAN. I am not going to argue

Senator LEVIN. Take a look at Exhibit 327,2 Project Sundance.
Investment in the Sundance partnership is an equity investment.

1Exhibit No. 333(t) appears in the Appendix on page 310.
2 Exhibit No. 327 appears in the Appendix on page 255.
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However—this is at the bottom of the page, number nine. “How-
ever, based on the way the deal is structured, it is more like debt
rather than equity.” Would you agree with that?

Mr. CapPLAN. Well, I think I would agree in the context that
Sundance as an entity had no debt, and we had a preferred posi-
tion in effectively a liquidation scenario. So in that respect, it was
debt-like because it was senior in the capital structure to Enron’s
interest in the transaction.

Senator LEVIN. Senior doesn’t make it debt.

Mr. CAPLAN. Well, if the company were to liquidate and there
were debt in the company, the debt, being senior in the capital
structure, would be repaid first. Since there was no debt in the
company, our interest was the most senior interest in the company
and, therefore, any liquidation proceeds would go to pay off our in-
vestment prior to repaying Enron.

Senator LEVIN. Whose document is this, Exhibit 327? Is that
your document? I know it is a Citibank document.

Mr. CAPLAN. It is—when we have a transaction that is unusual
or the first of its kind, we have an approval committee called the
Capital Markets Approval Committee at which we discuss the
transaction. This transaction was discussed at the Capital Markets
Approval Committee

Senator LEVIN. Was that an accurate statement, that based on
the way the deal was structured, it was more like debt rather than
equity? Is that accurate?

Mr. CAPLAN. It is accurate to the extent that Sundance as an en-
tity had no debt. Yes, it is accurate. And understood by Enron and
their accountants as to that was the structure. I think the key
thing is, we had risk in the transaction and we had voting control,
and that was the test laid out by Andersen. It was not that our risk
was pari passu with Enron’s.

Senator LEVIN. No one is suggesting that. Let me go back to this
$28.5 million. Is it correct that a couple days before bankruptcy,
that you insisted that that $28 million come back to Citibank?

Mr. CAPLAN. We had, under the transaction documents, as a
partner in the partnership, a contractual right to call a board and
dissolve the structure at any point in time, and as Enron moved
towards bankruptcy, we effectively exercised that right.

Senator LEVIN. So your statement a few moments ago that what
would happen if Enron would go bankrupt the next day, as a mat-
ter of fact, it did go bankrupt the next 2 days after, many months
down the road, and you were then able to protect that $28 million
by terminating the deal, is that correct?

Mr. CAPLAN. We were able to exit the transaction prior to the
bankruptcy.

Senator LEVIN. Exit the transaction.

Mr. CAPLAN. If the bankruptcy had happened prior to our insist-
ence on blowing this transaction up, we would have been at risk
on that $28 million for:

Senator LEVIN. After you knew that it was on the verge of bank-
ruptey, you could get your $28 million just like that, couldn’t you?

Mr. CAPLAN. That was the structure of the transaction.

Senator LEVIN. And that is what you call being at risk?
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Mr. CAPLAN. I will not dispute with you that this is a—that the
risk here was very contingent and remote. Nevertheless, it is risk
and it was sufficient risk—I think the important point is that it
was sufficient risk for Andersen to reach its conclusion that this
joint venture would not consolidate on the balance sheet of Enron.

And I think the paradigm shift that we have implemented in our
business model now is this kind of transaction would not be—we
would not execute this kind of transaction today unless we felt that
there was clear, sufficient disclosure as to the net effect of it as to
what really goes on here to investors, and I think that is the take-
away from this. We have learned something from this transaction.

Senator LEVIN. Well, I hope the world has learned something
about this transaction, as well, and that is at the time, it was im-
proper, not just now. At the time, it was improper.

Exhibit 333(n),! this is what you wrote. This is from Mr.
Bushnell, he wrote to Michael Carpenter. This will be my last
question of this panel in this round. Mr. Bushnell, you wrote to Mi-
chael Carpenter, who was the head of Global Corporate and Invest-
ment Bank at the time for Citibank, on May 30, 2001, 2 days be-
fore this deal went through, and here is what you told Mr. Car-
penter. This is on page two of Exhibit 333(n). “If you recall, this
is a complex structured transaction which I have refused to sign off
on.”

And then you later said the following. “The risk management has
not approved this transaction for the following reasons,” and then
one of your reasons, which is the one, two, three, fourth bullet, is
that “the GAAP accounting is aggressive and a franchise risk to us
if there is publicity, a la Xerox.”

This transaction was a franchise risk to Citibank if there was
publicity, that is what you said in this document. Were you telling
the truth?

Mr. BUSHNELL. Yes, Senator.

Senator LEVIN. And yet, you went ahead with this. This is what
really is so troubling to me from Mr. Prince’s testimony and other-
wise and why the explanation that we have heard this morning is
so unsatisfying. Well, this is all something in hindsight and we
were following the rules at the time. Your own rules were bent.
You made exceptions to them. You identified this transaction as
one which would actually put the reputation of your bank at risk,
and you proceeded anyway with this transaction. This isn’t hind-
sight, folks. This is a lack of foresight on the part of Citibank as
to what you were up to.

How often do you write that a project or a transaction is a fran-
chise risk? Is that a fairly common thing?

Mr. BUSHNELL. Senator, perhaps I can give some context to this
memo. First of all, I could have killed this deal and not let it go
forward. I don’t need to write a memo to kill a deal. If you read
the entirety of the memo, most of this is an alert to Mike Car-
penter about some process concerns and some internal differences
between divisions about what to do with the transaction, and yes,
I do express there are some concerns about what the GAAP ac-
counting standard is.

1Exhibit No. 333(n) appears in the Appendix on page 302.
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Senator LEVIN. If I could just interrupt your answer, that is not
my question, about concerns over GAAP standards. My question to
you was, how often do you write that a project or a transaction is
a franchise risk to us if there is publicity? Is that a fairly common
conclusion that you reach?

Mr. BUSHNELL. I am sorry, Senator. I was trying to get to that
point. I don’t write it often. I sit about ten yards away from Mike
Carpenter and he and I discussed lots of risk transactions, I would
say three to five times a day. Some, and I will admit that it is not
many, have an instance of reputational issues that could be there.
It is not frequent. I normally don’t write it down because I didn’t—
I just walked into Mike’s room or I called him on the phone.

In this particular instance, Mike was out of the country and I
was trying to give him something to look at. That is the reason
why I wrote it down. It is not frequent, but it is a risk issue that
we talk about in some transactions.

Senator LEVIN. A risk issue is a little bit different from saying
there is a franchise risk to us if there is publicity. Is that some-
thing that you said about many transactions that have proceeded?

Mr. BUSHNELL. Again, Senator, in terms of communications, not
many, but this isn’t the only one that we discussed reputational
issues.

Senator LEVIN. I am trying to go a little bit beyond reputational
issues. This isn’t quite that. This is your conclusion that this ac-
counting is—it is not an issue, it is your conclusion that accounting
is so aggressive it is a franchise risk to us. You concluded that

Mr. BUSHNELL. Yes, Senator.

Senator LEVIN [continuing]. If it is made public, and yet, it pro-
ceeded. Do you often proceed with loans, or forget that word, this
wasn’t a loan, really was a loan, but putting aside the loan-equity
question, let me get to my question. Is it common that you have
stated or concluded that accounting is so aggressive that it is a
franchise risk to us if there is publicity, and yet the transaction
nonetheless was concluded? Has that happened frequently?

Mr. BUSHNELL. It has not, no.

Senator LEVIN. Senator Collins.

Senator COLLINS. Mr. Bushnell, what was Mr. Carpenter’s re-
sponse to your memo and your concerns about the Sundance deal?

Mr. BUSHNELL. Senator, I wish I could recall those concerns. As
I said, Mike was traveling at the time. He and I had hundreds of
conversations about various risk issues. We have looked back at
the record. It is clear, I think, that we had a conversation. I can’t
remember the specifics of those conversations, or indeed, how I
might have paraphrased that concern about franchise or
reputational risk or what the conversations might be.

Senator COLLINS. Initially, you refused to sign off on the trans-
action. Did you ultimately approve it?

Mr. BUSHNELL. Yes, I did, Senator.

Senator COLLINS. And what caused you to change your mind?

Mr. BUSHNELL. One of the very things that caused my mind is
I wanted to talk to Mike Carpenter. As I said, I could have—I
didn’t need to write a memo to not do this deal. The reason why
I sent the memo to Mike and the reason why I held up on approv-
ing the deal or declining the deal is I wanted to talk to him. I
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wanted to alert him about several issues that I had about the way
this transaction came up, the way it was handled, and what some
of the concerns about it were.

Senator COLLINS. Did anyone at the bank direct you to approve
the transaction?

Mr. BUSHNELL. No, Senator.

Senator COLLINS. Did Mr. Carpenter provide some sort of ap-
proval for the transaction?

Mr. BUSHNELL. I can’t recall it, but I am sure he must have. If
ge didn’t want the transaction to go forward, we wouldn’t have

one it.

Senator COLLINS. Are you aware that the Subcommittee has re-
quested the paperwork authorizing the transaction, but that
Citigroup to date has failed to locate and provide that paperwork?

Mr. BUSHNELL. Yes, I am, Senator, and I think that is a breach
of our policies and procedures. We do have—for an equity invest-
ment like this, at this size, it required a sign-off from both the
Chief Financial Officer and Mike Carpenter. I believe we have pro-
vided the Subcommittee with the Chief Financial Officer’s sign-off,
but we don’t have Mike Carpenter’s sign-off in our files.

Senator COLLINS. Thank you, Mr. Chairman.

Senator LEVIN. You indicated that you remember today that you
approved this deal?

Mr. BUSHNELL. Yes, Senator.

Senator LEVIN. Because you told our staff when you were inter-
viewed by them that you did not recall approving the deal. Has
something changed between that conversation and today?

Mr. BUSHNELL. Yes, Senator. I have seen subsequently e-mail re-
sults that give me a conclusion—I can’t recall verbally saying, “I
am OK with this deal,” but there is an e-mail trail that says that
I did talk with one of the transactors, a person in Mr. Caplan’s di-
vision, and that we had agreed to go forward with the transaction.

Senator LEVIN. According to this memo that I think you may be
referring to, which you say refreshed your memory, I believe this
is Exhibit 333(r),! “If you recall, Mike Carpenter was out of the
country the day the transaction closed”—this is dated June 29,
2001. The approval memo was given to Mike’s assistant and faxed
to him. Mike then had a conversation with Dave Bushnell, who
shared with us Mike’s feedback. We proceeded to close the trans-
action that day, given the absence of instructions from Mike or
Dave to the contrary.”

Apparently, the transaction went through not because you ap-
proved it but because you didn’t give any instructions to the con-
trary, is that true, or did you approve it actually?

Mr. BUSHNELL. I can’t recall verbally saying I approved it. I take
this memo to mean that I had a conversation with the transactors
and said that I had talked with Mike and that met the require-
ments or my criteria for going forward.

Senator LEVIN. If you talked to Mike, what did he say?

Mr. BUSHNELL. Senator, as I say, I wish I could recall that. I
really do. It would make things a lot easier for all of us. And in
our new policies, this is the type of thing that we want to have

1Exhibit No. 333(r) appears in the Appendix on page 308.
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written down so that we can recall how we got to conclusions or
overcame issues that are brought up about structured finance
transactions. But I can’t recall the nature of that conversation.

Senator LEVIN. This is an unusual transaction. You just testified
it is uncommon that there be a transaction where you would say
there is a reputational risk serious to your bank, could actually
risk your bank’s reputation if made public. And yet, you went
ahead and approved it. You can’t remember the conversation with
Carpenter. The approval document is missing. There are a number
of very disturbing and unusual aspects to this transaction. It would
seem to me that something which is this unusual should be remem-
bered by you in terms of your conversation with Carpenter.

Mr. BUSHNELL. Senator, I wish I could remember it, but as I
said, I had three to five conversations a day on all significant risk
transactions. This was 18 months ago, and I just can’t recall having
thlf gonversation or, obviously, any specifics of the conversation if
I had it.

Senator LEVIN. If you look at the first page of Exhibit 333(n),!
which is an e-mail that Alan MacDonald, Head of the Global Rela-
tionship Bank, sent to Michael Carpenter the day after you wrote
your memo, that previous memo we talked about. In it, he forwards
Mr. Carpenter another copy of the memo and writes the following.
“We, Bill Fox and I, share risk’s view and, if anything, feel more
strongly that suitability issues and related risks, when coupled
with the returns, make it unattractive. It would be an unfortunate
precedent if both GRB relationship management and risk’s views
are ignored.”

Mr. Fox, Mr. MacDonald writes that you shared the views of Mr.
Bushnell. Did you have concerns about this project?

Mr. Fox. I had some questions about the project, mostly sur-
rounding the returns we were attempting to achieve. I was con-
cerned that it was going to potentially disenfranchise another prod-
uct area of ours called capital structuring. Initially, I had raised
some issues concerning the fact that I didn’t understand how the
accounting was able to achieve Enron’s objectives. Those were the
areas of my concern.

Senator LEVIN. Were you satisfied?

Mr. Fox. With respect to the accounting question, I received an
e-mail back from an individual that confirmed that Arthur Ander-
sen had reviewed and utilized this type of structure elsewhere.

Senator LEVIN. And what about the reference to the franchise
risk if there is publicity?

Mr. Fox. I had not seen Mr. Bushnell’s memo until after the fact.
My communication, though I don’t recall it, must have been with
Mr. MacDonald directly.

Senator LEVIN. So here, we have got serious concerns raised by
Mr. Bushnell and Mr. Fox about the accounting associated with it.
You, at least, Mr. Bushnell, about the risk to the bank’s reputation.
You, Mr. Bushnell, as head of risk management, refused to sign off
on the project because, in part, the aggressive accounting did create
a franchise risk if it was made public, if it came to light. And yet,
the deal went through, helped Enron to make its balance sheet look

1Exhibit No. 333(n) appears in the Appendix on page 302.
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a lot better than it was entitled to look, and I am afraid that that
story is a sad story.

This is not just a story about should we make banks look at the
books of clients. This is a story of how a bank with serious con-
cerns, even to its reputation, was willing to proceed with a trans-
action which its own people thought was incredible in terms of its
accounting techniques, and nonetheless, you went ahead and did it.
You did it for a couple of reasons, I assume. One was there was
money in it, and two, you wanted to keep a good client happy.

But I do think it is important as we look at what our regulators
are going to do about it and what your new procedures are to hope-
fully stop this from happening, that we recognize that these are
problems that were raised at the time. This is not retroactive ap-
plying new standards. This is looking at how a bank of high rep-
utation that should be a pillar in our economy stooped pretty low.
We have got to learn from that lesson. The bank says it has. I am
glad to hear you have. I hope you have. For the sake of our econ-
omy, I even pray you have, because this has got to stop.

We are going to rely to some extent on self-regulation, but we
cannot rely totally or even to a great degree on self-regulation be-
cause it hasn’t worked in the past. There is too much temptation
out there, to please customers and to make money, and I guess
those are one and the same thing. And so we are going to need to
talk to our regulators, and we will a little later on today, after we
talk to Chase, as to how we, as a government, can be sure that
these kind of activities are not repeated.

I want to thank our witnesses. Again, I know this was a difficult
day for you to get here. We also want to again repeat that Citibank
as well as Chase has cooperated in our investigation. You have pro-
vided us with documents, obviously, and you have appeared. You
have come and been interviewed by us, and those are important
pluses on the ledger. We thank you and you are excused.

Mr. BUSHNELL. Thank you, Senator.

Mr. CAPLAN. Thank you, Senator.

Mr. Fox. Thank you, Senator.

Senator LEVIN. We are going to take a 5 minute recess.

[Recess.]

Senator LEVIN. We will come back to order. I would like to call
now our second panel of witnesses. I want to thank all of you, as
I did our first panel, for making it here in this weather. It was bad
enough when you got here. I think it is worse now. I don’t know
if that is good news or bad news, but it is the fact, apparently.

We want to welcome Michael Patterson, who is the Vice Presi-
dent of J.P. Morgan Chase and Company; Andrew Feldstein, the
Managing Director and Co-Head of Structured Products and De-
rivatives Marketing at J.P. Morgan Chase; Robert Traband, Vice
President of J.P. Morgan Chase in Houston; and Eric Peiffer, a
Vice President of J.P. Morgan Chase in New York.

Pursuant to Rule 6, witnesses who testify before the Sub-
committee are required to be sworn and so I would ask you all to
please stand and raise your right hand.

Do you swear that the testimony that you will give before this
Subcommittee will be the truth, the whole truth, and nothing but
the truth, so help you, God?
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Mr. PATTERSON. I do.

Mr. FELDSTEIN. I do.

Mr. TRABAND. I do.

Mr. PEIFFER. I do.

Senator LEVIN. As I mentioned before, a minute before the red
light comes on signaling that you should end your testimony, you
will be given a green to yellow light, which will give you the oppor-
tunity to conclude your remarks. We will print testimony in its en-
tirety in the record, so we would ask you to limit your oral testi-
mony to no more than 10 minutes.

Mr. Feldstein.

Mr. PATTERSON. Mr. Chairman, with your permission, may I
begin?

Senator LEVIN. Sure. Do you want to start off?

Mr. PATTERSON. Yes, sir.

Senator LEVIN. Sure. Mr. Patterson.

TESTIMONY OF MICHAEL E. PATTERSON,! VICE CHAIRMAN,
J.P. MORGAN CHASE AND COMPANY, NEW YORK, NEW YORK

Mr. PATTERSON. Mr. Chairman and Members of the Sub-
committee, my name is Michael Patterson. I am a Vice Chairman
of J.P. Morgan Chase and head of the firm’s Policy Review Office
since August of this year.

I am joined today by my colleagues Andrew Feldstein, a Man-
aging Director and Co-Head of Structured Products and Derivatives
Marketing since March of this year; Robert Traband, a Vice Presi-
dent of J.P. Morgan Chase; and Eric Peiffer, also a Vice President
of the bank. After my statement, Mr. Traband will read a joint
statement for himself and Mr. Peiffer, and with the permission of
the Subcommittee, Mr. Feldstein will then give a brief opening
statement.

Senator LEVIN. That is fine.

Mr. PATTERSON. I am pleased to be here to discuss the firm’s
policies and practices regarding transactions with publicly traded
U.S. companies. As requested in your invitation letter, I will ad-
dress policies and practices relating most particularly to structured
finance, accounting, and tax matters.

J.P. Morgan Chase and its predecessor firms have long had in
place policies and procedures governing transactions with clients.
These policies and procedures address, among many other subjects,
compliance with external legal and regulatory requirements, as
well as the aspects of the transaction that could raise reputation
risk for the firm. These policies and procedures are periodically re-
viewed and updated to take account of our experience and external
developments.

Structured finance encompasses a wide variety of transactions
and instruments designed to help clients achieve their risk man-
agement, financing liquidity, and other financial objectives within
the framework of applicable and often complex legal, regulatory,
tax, and accounting rules and principles. Securitization, special
purpose vehicles, and derivatives are among the well-recognized

1The prepared statement of Mr. Patterson appears in the Appendix on page 105.
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techniques used to allocate risks, capital, and cash flows to meet
client objectives.

To make sure that our structured finance transactions comply in
all respects with that framework, the business transaction approval
process requires adherence to applicable policies, as well as review
and sign-off from internal legal, conflicts, tax, and accounting pol-
icy groups, among others, such as credit and market risk manage-
ment. Transactions involving a special purpose vehicle receive spe-
cial scrutiny and must comply with a special purpose vehicle policy
administered by a committee to ensure that every such entity is
properly approved, documented, and monitored.

The primary responsibility for adherence with all policies and
procedures, including those designed to address reputation risk,
lies with the business units conducting the transactions in ques-
tion. But in addition to this framework, J.P. Morgan Chase in Au-
gust of this year put in place a new set of procedures designed to
reinforce our focus on reputation risk and provide a senior level of
review of transactions with clients.

Business units are required to submit to regional policy review
committees proposed transactions that may raise reputation risks
for any reason, but specifically including transactions where a ma-
terial objective is to achieve a particular accounting treatment,
those designed to achieve a particular tax treatment, those where
there may be material uncertainty about legal or regulatory treat-
ment, those with highly complex structures or cash flow profiles,
and those which have as a significant purpose or effect the pro-
viding of financing, but which take the form of derivatives.

The members of the regional policy review committees, including
the Americas Committee, are senior representatives of the business
and the support units, including tax and accounting policies, in the
region. Transactions are reviewed from every angle that could af-
fect reputation risk, but including specifically, where applicable,
the intended financial disclosure of the transaction by the client,
and the committee approves, rejects, or requires further clarifica-
tion or changes in the transaction. These committees and their de-
liberations are overseen by a Policy Review Office, which I lead,
and transactions can be formally escalated by the committees to
me.

We at J.P. Morgan Chase believe that one of the tests of our
leadership in the financial marketplace is to learn from our experi-
ences and to adjust our practices in light of these experiences and
the changing environment. The core lessons we have learned are,
one, that we cannot rely solely on our clients and their experts to
determine that our transactions with them will be properly ac-
counted for and disclosed; two, that we need to make sure that our
transactions with clients are not misused to deceive investors or
others; and three, that even where these tests are met, we need to
consider carefully whether transactions could be viewed adversely
in a way that would be harmful to our reputation for integrity, fair
dealing, and doing first-class business in a first-class way.

I believe that the policy review process we have put in place and
which I have just outlined, together with our business transaction
approval policies and procedures, are well designed and are already
serving to enable us to meet these standards.
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As a final note, I would add that as the biggest corporate lender
in America and as one of the largest investment managers, we
have as much interest as anyone in increased transparency and
disclosure and integrity in financial markets. We have our money
and our investment management clients’ money at risk in our be-
lief that those financial statements are accurate.

I would, of course, be happy to respond to any questions the
Chairman or other Members of the Subcommittee may wish to put
to me regarding the policy review process. Thank you, Senator.

Senator LEVIN. Thank you very much, Mr. Patterson.

Mr. Traband, I believe you were going to proceed next.

TESTIMONY OF ROBERT W. TRABAND,! VICE PRESIDENT, J.P.
MORGAN CHASE AND COMPANY, HOUSTON, TEXAS; ACCOM-
PANIED BY ERIC N. PEIFFER, VICE PRESIDENT, J.P. MORGAN
CHASE AND COMPANY, NEW YORK, NEW YORK

Mr. TRABAND. Thank you, Mr. Chairman. My name is Robert
Traband and I am currently a Vice President of J.P. Morgan Chase
Bank. I am making a joint statement on behalf of myself and Eric
Peiffer.

Let me say at the outset, Mr. Chairman, that while we believe
that our participation in the Fishtail and Flagstaff transactions
was perfectly legal and followed established rules, had we known
then what we know now about Enron’s practices, we would not
have engaged in these transactions with Enron. We would not have
accepted at face value, as we did in 2000 and 2001, Enron’s state-
ments that its requests to structure Fishtail or Flagstaff in par-
ticular ways were designed to properly achieve Enron’s desired fi-
nancial statement treatment of the transactions in accordance with
Generally Accepted Accounting Principles.

In addition, we would have wanted to know more about the as-
pects of the transactions in which the firm was not involved. But
at that time, we, like many other parties, dealt with Enron in the
belief that it was one of the most respected companies in America
and that it was not our role to second guess our counterparties’ ac-
counting or other structuring determinations.

In the case of Enron, the firm suffered substantial injury, not
only by the loss of hundreds of millions of dollars from its own
transactions with Enron, but also from the injury to its reputation
from the erroneous suggestions of some that the firm was involved
in Enron’s wrongdoing. For these and many other reasons, we re-
gret that we ever dealt with Enron.

Let me now turn to the specific transactions with respect to
which the Subcommittee has requested information from the firm.
The first of these transactions has been referred to by the Sub-
committee and others as Fishtail. This transaction was a $41.5 mil-
lion loan commitment extended by the firm in December 2000 to
a special purpose entity named Annapurna LLC, established by
Enron. This commitment expired by its terms in June 2001 and
was never funded.

1The joint prepared statement of Mr. Traband, Mr. Peiffer, and Mr. Feldstein, appears in the
Appendix on page 107.
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Enron informed the firm that in anticipation of its ultimate con-
tribution of the existing pulp and paper business to a joint venture,
Enron wanted to deconsolidate its pulp and paper business from
the rest of its businesses. Enron also told us that in consultation
with its accounting advisors, it had devised a structure to achieve
this objective. Enron would contribute its economic interests in the
present and future contracts of the pulp and paper business to a
newly formed entity, Fishtail, which would be jointly owned by
Enron and Annapurna.

As I have said, the firm’s participation in this transaction was
limited to a 6-month commitment to make a bank loan to
Annapurna. The firm had no other involvement in the transaction.
The decision to make a commitment to Annapurna was a reason-
able credit decision and it is not at all unusual, as banks often
make loan commitments with the expectations that they will not
be funded.

The firm acted as a leader—a lender in this transaction and, con-
sistent with industry practice, it did not make any determination
whether completion of the transaction would achieve Enron’s ac-
counting objective, a deconsolidation of Enron’s pulp and paper
business. Such determinations were properly for Enron to make
with the advice and assistance of its internal accountants and ex-
ternal auditors. In this connection, I note that the Subcommittee
staff report states that Arthur Andersen actually did approve this
transaction.

In December 2000, when the Fishtail transaction was agreed to,
the firm had no reason to believe that any such determinations
were not being made by Enron and/or Arthur Andersen, which was
then one of the Nation’s premier accounting firms, in accordance
with Generally Accepted Accounting Principles.

There is one final point I would like to make about the Fishtail
transaction. It appears that Fishtail included a broader set of
transactions by Enron to effectuate not just the deconsolidation of
Enron’s pulp and paper trading business, but to recognize income
in connection with the sale of those assets. The firm was not in-
volved in these other transactions, and indeed was told very little
about them by Enron or anyone else, for that matter.

The Subcommittee has also asked for information concerning the
firm’s understanding of and participation in the Slapshot project,
particularly with regard to the Flagstaff transaction. As I will ex-
plain in greater detail, Slapshot was the name given by the firm
to a generic form of transaction intended to permit a loan by a U.S.
lender to a Canadian borrower, to be structured in a manner that
would provide advantageous tax treatment to the Canadian bor-
rower under Canadian law.

Flagstaff was the name under which a specific transaction with
Enron was undertaken in June 2001 to provide long-term refi-
nancing for the acquisition of a Canadian pulp and paper mill,
Stadacona, acquired by a joint venture in which Enron was a eq-
uity participant. In short, Flagstaff was an actual transaction;
Slapshot was not.

As the Subcommittee is aware, there are substantial differences
in tax codes of other countries that taxpayers, including both indi-
viduals and businesses, may lawfully and properly take advantage
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of. Such a situation existed under Canadian tax law, but before
proposing the transaction to any client, the firm’s structured fi-
nance group solicited and received a written opinion of an inde-
pendent and highly regarded Canadian law firm setting forth the
likely tax consequences of that structure under Canadian law. Ulti-
mately, the firm obtained written opinions from two leading Cana-
dian law firms that the structure and the Canadian tax benefits it
provided were legal and valid.

As I have indicated, the Flagstaff transaction had its genesis in
the planned purchase of the Stadacona Canadian paper mill by
CPS, a Canadian corporation owned by a joint venture, Sundance,
between Enron and another party. The firm did not participate in
the formation of the Sundance joint venture. Documents shown to
employees by the firm by the Subcommittee staff during interviews
in preparation for this hearing reveal that there were many aspects
of the structure and funding of the joint venture that were com-
pletely unknown to us. Indeed, at the time of the Flagstaff trans-
action, the firm did not know the identity of Enron’s partner in the
joint venture.

In January 2001, representatives of the firm met with Enron to
present a proposal under which a group of banks would make a
loan to finance the acquisition of the mill. During the meeting, the
firm advised Enron that it had concluded, based on the opinion of
counsel, that the loan transaction could be structured in a manner
that would provide advantageous tax treatment to a Canadian bor-
rower under Canadian law. Enron informed the firm’s representa-
tives that Enron was aware of and had itself already devoted sub-
stantial attention to analyzing a substantially similar Canadian
tax structure.

Enron ultimately selected the firm to lead the bank group, but
opted to complete the acquisition of the Stadacona mill in March
2001 with a bridge loan of approximately $375 million provided by
Enron. The Flagstaff transaction was thereafter completed in June
2001 in order to repay the bridge loan and provide the long-term
debt financing. The Flagstaff loan transaction was structured in a
manner intended to permit the realization of the Canadian tax ben-
efits by the Canadian borrowers. To the best of the firm’s knowl-
edge, this structure did not provide otherwise unavailable U.S. tax
benefits to any party. We understand that Enron obtained and re-
lied upon its own written opinion from Canadian tax counsel and
that the anticipated Canadian tax benefits could and should be re-
alized under the structure.

As the Subcommittee is aware, the Flagstaff structure is highly
complex, and among the several transactions that comprise the
structure was an intraday loan of approximately $1 billion provided
by the firm to Flagstaff. It also involved two special purpose enti-
ties created by Enron or its affiliates. The complexity of the Flag-
staff financing and the legal documentation required to implement
it was necessitated by Canadian tax considerations and were un-
dertaken in reliance of the opinions of Canadian tax counsel to fa-
cilitate realization of the Canadian tax benefits.

As the Subcommittee also is aware, the credit support for the
loan was provided by Enron, principally through a total return
swap and certain supporting transactions, rather than as originally
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contemplated, a guarantee by Enron. This change was specifically
requested by Enron. One or more members of our team understood
at the time that a principal reason for Enron’s position on this re-
spect was that Enron had concluded that a guarantee might re-
quire consolidation of the entire Sundance joint venture, the assets
of which included CPS and the Stadacona mill.

The firm understood that the use of a total return swap to facili-
tate the continued deconsolidation of the joint venture had been
vetted by Enron with its external auditors, Arthur Andersen, and
had been approved by them. The firm did not attempt to second
guess this accounting judgment. As I have noted earlier, under ap-
plicable law and practice, each party is properly responsible to en-
sure that it correctly accounts for the transactions to which it is a
party. At the time, the firm had no reason to believe that any such
determinations were not being made by Enron and its external
au(ilitors in accordance with Generally Accepted Accounting Prin-
ciples.

Consequently, from the firm’s standpoint, the issue presented by
Enron’s decision not to provide a guarantee was whether the total
return swap provided sufficient credit support for Flagstaff loans,
that the new arrangement could prudently be accepted by the
banks in lieu of a direct Enron guarantee. Ultimately, we and the
other members of the bank group each concluded that the total re-
turn swap provided adequate credit support.

This concludes my statement, Mr. Chairman. I am happy to an-
swer any questions.

Senator LEVIN. Mr. Peiffer, you are not going to give a statement
at this point?

Mr. PEIFFER. It was a joint statement on behalf of both of us.

Senator LEVIN. Mr. Feldstein.

TESTIMONY OF ANDREW T. FELDSTEIN,! MANAGING DIREC-
TOR, CO-HEAD STRUCTURED PRODUCTS AND DERIVATIVES
MARKETING, J.P. MORGAN CHASE AND COMPANY, NEW
YORK, NEW YORK

Mr. FELDSTEIN. Thank you, Mr. Chairman. My name is Andrew
Feldstein. As Mr. Patterson said, I am a Managing Director at J.P.
Morgan Chase, and since March of this year, I have been the Co-
Head of our Structured Products and Derivatives Group in North
America. In addition, I work closely with Mr. Patterson on the
firm’s Policy Review Office, designing and implementing the poli-
cies to guard against participation in transactions that don’t com-
port with our standards for integrity and our commitment to trans-
parent financial markets.

I would like to say four things. First, based on my review of the
facts from this Subcommittee’s report as well as from my internal
inquiries, I am convinced that neither Mr. Traband nor Mr. Peiffer
nor anyone else at J.P. Morgan Chase knowingly aided and abetted
Enron’s apparently deceptive activities.

Second, Mr. Chairman, you mentioned earlier today the need to
root out corruption in financial statement presentations. We agree

1The joint prepared statement of Mr. Traband, Mr. Peiffer, and Mr. Feldstein, appears in the
Appendix on page 107.
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with you 110 percent. We think it is incumbent upon all partici-
pants in our capital markets to combat that type of conduct at
every turn. We are with you.

Third, what has changed? The processes that our firm has imple-
mented and the culture that we are endeavoring to create at all
levels of the firm are meant to avoid our firm’s participation in
transactions contrary to the principles of integrity and trans-
parency.

One thing in particular bears noting here. We now insist not only
everyone that works for me in structured finance, but everyone in
the firm, to ask questions, more questions, and more specific ques-
tions than were commonly asked 1 year ago. We no longer rely on
the assurances of clients or their outside advisors when the facts
and circumstances of proposed transactions should give us pause.

I like to think that senior management chose people like Mr. Pat-
terson and me to play a big part in this cultural evolution because
we have the ability to be real thought leaders and we can work
with all professionals in the firm to identify the indicia of trans-
actions that must be thoroughly questioned.

Finally, let me end with this. The fact that things are changing,
whether internally at firms like ours or with the accounting rules,
that is evidence of what is good in the U.S. capital markets. Par-
ticipants join together with the encouragement of committees like
yours to help make the markets work even better.

I appreciate being given the opportunity to appear before you
today and I look forward to answering any questions. Thank you.

Senator LEVIN. Thank you all.

Mr. Peiffer, let me start with some questions to you. You worked,
as I understand it, on the implementation of the Slapshot deal and
the negotiations with Enron, is that correct?

Mr. PEIFFER. That is correct.

Senator LEVIN. As I indicated in my opening statement, I believe
the details of that structure show it to be a sham and I would like
to go through the $1 billion so-called loan that Chase, through an
SPE or special purpose entity that it created called Flagstaff, made
to the Enron special purpose entity called Hansen.

The $1 billion that Chase sent to Flagstaff, which again was
under its control, was returned to it on the same day, as a matter
of fact, within a period of a few hours or even a few minutes, and
I want to look at some slides that show the general schematic of
the transaction.

First, step one. Chase provided a $1 billion so-called daylight
overdraft loan to Flagstaff, its own special purpose entity. That is
a loan which existed for just a few hours, if that long.

This is, I believe, Exhibit 303(a),! if you want to take a look in
your book. It may be hard for you to see that far. So step one, at
the bottom right, a $1 billion loan from Chase to Chase’s special
purpose entity, Flagstaff. That is the daylight overdraft loan for the
few hours.

Step two, Enron gets the $1 billion daylight overdraft from
Citibank, runs the money through a few of Enron’s subsidiaries,
and puts it in an escrow account at Chase, and that escrow account

1Exhibit No. 303(a) appears in the Appendix on page 190.
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you will see there is called Newman and that is another Enron spe-
cial purpose entity.

Step three, Flagstaff at that time, and only then, releases the
Chase $1 billion and it goes through a number of Enron entities
to Citibank. So Citibank now has got its $1 billion back a few mo-
ments later. And then as soon as Flagstaff releases the Chase $1
billion, Newman releases the $1 billion from the escrow account to
Flagstaff and then back to Chase. Now, all of these transactions
occur within a matter of hours, some within a matter of minutes.
One billion dollars this way, a billion dollars, that way.

Exhibit 3521 is the funds flow schedule that was attached to the
opinion of Enron’s tax counsel, who is also your tax counsel. Nota-
tions next to the funding steps show that certain steps will be com-
pleted by certain times, and it shows that the $1 billion would be
returned to Chase between 10 a.m. and 12 noon the same day that
it left Chase.

Chase released over $1 billion from its left hand, took the money
back with its right hand, and you designed the structure so that
even though $1 billion was returned almost instantaneously, at
least on the same day, there would be an appearance to Canadian
tax authorities that there was an outstanding loan of $1.4 billion.

Now, Mr. Peiffer, isn’t it the case that the amount of the $1 bil-
lion, $1.039 billion to be precise, was mathematically derived to en-
sure that interest payments made on the $1.4 billion apparent loan
would equal the principal and interest payments on the $375 mil-
lion loan?

Mr. PEIFFER. That is correct.

Senator LEVIN. So the $1.03 billion amount wasn’t derived from
some independent business need, it was simply the number re-
quired to make the tax transaction work, is that correct?

Mr. PEIFFER. It was the number required to make the tax trans-
action work as it was intended.

Senator LEVIN. Now, the company receiving the loan, the so-
called loan, was Hansen, a Nova Scotia unlimited liability corpora-
tion which had been established by Enron. Do you know when
Hansen was incorporated?

Mr. PEIFFER. Where it was incorporated? I am sorry.

Senator LEVIN. When Hansen was incorporated.

Mr. PEIFFER. Nova Scotia, I believe.

Senator LEVIN. No, when, not where.

Mr. PEIFFER. I don’t know when it was incorporated.

Senator LEVIN. Well, I will tell you when it was formed, less than
2 weeks before this transaction took place. That was also the same
day that Newman, the company that formed the escrow account,
was created.

Given how new Hansen was, do you believe that it was a com-
pany with an identified business purpose that warranted a $1 bil-
lion loan?

Mr. PEIFFER. I think here, it depends on what context you are
defining business purpose.

Senator LEVIN. The normal.

Mr. PEIFFER. In my understanding——

1Exhibit No. 352 appears in the Appendix on page 525.
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Senator LEVIN. Just normal understanding.

Mr. PEIFFER. My understanding is that Enron set up both Han-
sen and Newman to help effect this transaction and that for Cana-
dian tax purposes, based on advice we and they received from our
Canadian tax counsel, that the contracts they entered into con-
stituted a business purpose.

Senator LEVIN. So these were set up for this transaction, these
companies?

Mr. PEIFFER. That is my recollection, yes.

Senator LEVIN. What was the commercial business purpose that
was associated with this $1 billion loan to Hansen?

Mr. PEIFFER. The loan to Hansen was actually $1.4 billion, and
as you

Senator LEVIN. I want to talk about the $1 billion portion of it.
What was the commercial business purpose associated with that $1
billion, which was the majority of the $1.4 billion?

Mr. PEIFFER. I think it is hard to talk about, with all due re-
spect, just the $1 billion portion, since it was one $1.4 billion loan.
I will acknowledge that, of course, as you did, that $1 billion came
from J.P. Morgan into Flagstaff and that J.P. Morgan was repaid
that same day, and so at the end of the day, there was $375 million
remaining in this joint venture.

Senator LEVIN. Which was the real loan, correct?

Mr. PEIFFER. Yes, the real loan, the economic loan is what I
would prefer to call it. However, if you look at the actual contracts,
there actually was a $1.4 billion loan. Those were actual contracts
that continue to be respected from a legal perspective to this day,
and in addition to that, from a Canadian tax perspective, which fol-
lows much more form over substance type of regime, my under-
standing, not being a Canadian tax lawyer, but given the advice
that we are given, that the Canadian tax advisers would respect
that as a $1.4 billion loan.

To answer specifically your question as to what the business pur-
pose is, the business purpose of this transaction as a whole was to
provide financing to Enron in a tax advantageous way, and the $1
billion:

Senator LEVIN. Tax advantageous way

Mr. PEIFFER [continuing]. And the $1 billion helped with that.

b 1?en%‘cor LEVIN. That was the tax advantageous part of the $1.4
illion?

Mr. PEIFFER. I think the right way to say it is that it did help
with the making, of course, of the $1.4 billion loan, and that, taken
together with the other contracts, given the advice that we were
given from Canadian tax counsel, helped to generate the Canadian
tax benefits that were intended.

Senator LEVIN. But the $1 billion was the tax advantage portion,
was it not, of the $1.4 billion? That is what created the tax advan-
tage.

Mr. PEIFFER. The $1 billion helped to create the tax advantage.

Senator LEVIN. Was there any other tax advantage, other than
what was created by the $1 billion?

Mr. PEIFFER. There were only Canadian tax advantages gen-
erated with respect to the full $1.4 billion loan interacting with the
other contracts.
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Senator LEVIN. But I am saying, if it had just been the economic
loan, as you put it, the business loan of $375 million, there would
not have been any tax advantage from that, would there?

Mr. PEIFFER. Right. I think it is fair to say that if it were only
a $375 million loan, that Enron would have received tax deductions
on that $375 million loan and that is it.

Senator LEVIN. The interest on it?

Mr. PEIFFER. Yes.

Mr. FELDSTEIN. May I add something, Mr. Chairman?

Senator LEVIN. I would rather not. I want to just keep going with
Mr. Peiffer and then you can come in a little later, if you like.

Mr. Peiffer, would Chase have approved the $1 billion loan, that
portion of the $1.4 billion loan to Hansen, if it had not been as-
sured that it would receive the money back immediately from an
escrow account held by Enron?

Mr. PEIFFER. I think it is fair to say it would not. From a credit
perspective, Chase obviously would be concerned about getting paid
back that amount of money, and so felt more comfortable if Enron
was either paying to us $1 billion first via a separate transaction,
and preferably through an escrow account, which I recall is what—
where Newman had the money prior to paying to Chase under the
subscription assumption agreement.

Senator LEVIN. So is it fair to say, then, that the $1 billion por-
tion of that loan to Hansen would not have been made by Chase
unless you knew that there was money in escrow to immediately
pay that money back to you, is that fair?

Mr. PEIFFER. That is fair.

Senator LEVIN. Now, Mr. Peiffer, you are listed on the incorpora-
tion papers of Chase’s special purpose entity Flagstaff as Flagstaff’s
Vice President, and Mr. Traband, you are listed as the Treasurer
of Flagstaff. So as corporate officers of Flagstaff, both of you, with
fiduciary duty to the company, I take it that you would not have
felt comfortable loaning $1 billion to Hansen if you didn’t know
that the same amount of money was already in an established es-
crow physically located at Chase and that Chase would imme-
diately receive the money back from Enron, is that a fair state-
ment? You wouldn’t possibly be handing $1 billion out to this new
company without being darn sure that that $1 billion was coming
right back to you, is that fair to say?

Mr. PEIFFER. I think it is fair to say we would go to measures
to make sure that $1 billion was repaid.

Senator LEVIN. Mr. Traband, do you agree with that?

Mr. TRABAND. Yes. We understood the full scope of the trans-
action.

Senator LEVIN. Now, even though the $1 billion, then, of the so-
called $1.4 billion was already returned, you have asserted that
the—Mr. Feldstein, did you want to interrupt at this point?

Mr. FELDSTEIN. No, I think I will wait.

Senator LEVIN. OK. Even though the $1 billion was already re-
turned, you nonetheless have asserted in your testimony that the
tax deduction for interest on the entire $1.4 billion was allowed in
Canada, and Chase has put a great deal of emphasis on that asser-
tion in its statements. I am aware that a Canadian law firm in-
formed Chase that Slapshot would be acceptable. However, that
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same law firm had provided services to Enron and told their client
that Slapshot was likely to attract scrutiny by Revenue Canada.

Were you aware of the fact that advice was given, by the same
lawyer who advised you, to Enron that this transaction would at-
tract scrutiny by Revenue Canada, Mr. Peiffer?

Mr. PEIFFER. At the time of this transaction, I was not aware.
I have since become aware. But to comment on that, I don’t think
it necessarily would be surprising to say that this transaction or
any necessarily complex transaction with tax advantages would—
might invite some scrutiny.

Senator LEVIN. But you designed the structure to be hidden from
authorities, Canadian authorities. For example, Flagstaff, which is
your special purpose entity, was concerned because the $375 mil-
lion that it received from the bank consortium had a different in-
terest rate than the so-called $1.4 billion loan, so Chase could lose
money.

And so Enron and Chase considered alternatives to avoid that
risk, and Exhibit 344,1 if you will turn to that, contains a chart de-
picting various alternative strategies to alleviate Chase’s interest
rate risk. The chart on page 12 of that Exhibit 344 addresses alter-
native one under this section, entitled “Advantages.” Advantages—
there were three alternatives you were looking at to address your
interest rate risk, three alternatives.

Alternative one had the advantage of not having a road map for
Revenue Canada, and to read the exact words there, “No road map
for Revenue Canada. No swap by Enron on economic interest.”

Now, a few pages later in Exhibit 344 is a chart that summarizes
all three alternatives. One of the advantages of alternative two—
excuse me, one of the disadvantages of alternative two is that it
leaves a potential road map. Do you see that on page 15, under al-
ternative two, disadvantages?

Mr. PEIFFER. Yes, I do.

Senator LEVIN. Potential road map. Who does it leave a potential
road map for? That same Revenue Canada.

And then looking at the disadvantages listed for alternative
three, it lists under disadvantages, possible road map for Revenue
Canada with respect to these alternatives. So it clearly was your
design and your joint decision with Enron, is it not correct, that
you wanted to avoid providing a road map to Revenue Canada, is
that a fair statement?

Mr. PEIFFER. Well, what I think is unfair is to say that the trans-
action was designed to avoid scrutiny. I think with any tax advan-
taged transaction that any company would do, there is an inherent
desire to avoid highlighting the transaction. This, in particular, the
interest rate swap, I don’t think had on the margin very significant
ability to highlight or not highlight the transaction.

As you can see, there are a number of boxes and arrows, so to
speak, with the transaction. I think that if the transaction was to
be audited or not audited based on that, and to isolate it to the in-
terest rate swap, I don’t believe was the case.

I mean, it was one of many advantages or disadvantages under
each alternative that we considered and Enron ultimately ended up

1Exhibit No. 344 appears in the Appendix on page 396.
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choosing the alternative based on whether it felt it could get com-
fortable with taking on additional fixed-rate interest rate exposure.
There was very little discussion as to the road map, and when
Enron actually chose that alternative, my recollection of the con-
versation was that it was based entirely on its ability to absorb ad-
ditional fixed interest rate exposure and that there was no concern
or discussion about this potential road map issue that we are look-
ing at here.

Senator LEVIN. Whether there was discussion of it or not, this is
a document that you used to pitch this particular approach, did you
not? Didn’t you design this? Wasn’t this a Chase design?

Mr. PEIFFER. I was not heavily involved at all in designing the
structure, as I am not a tax expert.

Senator LEVIN. Was it Chase’s design, though?

Mr. PEIFFER. It was Chase’s design, using a good deal of existing
technology, tax technology, let us call it, that existed and other tax
regimes where form took a great deal of place over substance.

Senator LEVIN. So in the Chase design, or its tax technology, as
you call it, you listed the advantages and disadvantages of each of
three approaches, and Chase listed an advantage of there not being
a road map to a potential customer, and listing alternatives two
and three having disadvantages of having potential road map or
possible road map. That is what you were pitching to a client here,
is that not correct?

Mr. PEIFFER. Well, at this point

Senator LEVIN. Whether there was discussion of it or not, this is
your document, isn’t it?

Mr. PEIFFER. Right. This was an organizational meeting. It was
discussing the transaction, assuming that the transaction would go
forward. It is our document, but, again, it naturally would have
been this company’s preference to not highlight a transaction.

Senator LEVIN. Which company, yours or Enron’s, when you
say

Mr. PEIFFER. Enron’s.

Senator LEVIN. Why would you want to not have a transaction
be apparent, or be transparent? Why would you want to try to sell
an advantage of an option as not being transparent to the tax folks
and to avoid giving them a road map? Why did you want to avoid
that? Why did you think Enron wanted to avoid that?

Mr. PEIFFER. I think it is customary that any company would
rather not highlight a transaction with tax advantages, given that
I think that the transaction itself would more or less highlight
itself were it to be looked at by Revenue Canada, and they cer-
tainly would.

Senator LEVIN. Well, if they were going to look at it anyway,
then you wouldn’t have to pitch the absence of a road map as being
an advantage, would you?

Mr. PEIFFER. In the end, there ended up being very little, if any,
discussion around this particular aspect of choosing the interest
rate swap precisely because of that.

Senator LEVIN. I am not so interested in whether there was a
discussion. I am much more interested in why Chase would design
a structure and make a pitch for one of the options as having the
advantage of being less transparent to the tax authorities. If you
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have nothing to hide, it would seem to me that Enron would be
perfectly willing to share all the information with the tax authori-
ties. They would not care if they gave it a road map or not.

Something was being hidden here by Enron. They didn’t want
this to come to the attention of the tax authorities. They had an
opinion, as a matter of fact, which you say you didn’t know about,
but they had an opinion from the tax lawyer who also gave you tax
advice on this transaction. The opinion from their tax lawyer and
yours, but you say only to Enron, was that this would be chal-
lenged, or might be challenged by tax authorities in Canada, and
then you went and pitched this deal to them on something that you
obviously thought would be attractive to them, which is that it
would not give a road map to the people that would challenge this
or might challenge this.

Mr. PEIFFER. With all due respect, the opinion that Blake Cas-
sels wrote to Enron took place a good number of months after this
was put together, and so based on the opinion that we had, we be-
lieved, given the strength of the opinion, that even if it were chal-
lenged, that it was a strong transaction and that the tax benefits
inherent in it would stand.

Again, the interest rate swap was a very small aspect of this
transaction, and so to say whether it was not highlighted or not,
I think it is very difficult to extrapolate and say we are trying to
hide or even not highlight the entire transaction.

Senator LEVIN. That is not extrapolation. I am reading your doc-
ument.1

Mr. PEIFFER. But with all due respect, this is a very small part
of the entire transaction, and to say

Senator LEVIN. I am not extrapolating.

Mr. PEIFFER [continuing]. And to say on the margin that this is
what is hiding the transaction——

Senator LEVIN. Advantage No. 1, no road map. Advantage No. 2,
no swap fees. Advantage No. 3, most preferable alternative, Cana-
dian tax perspective.

Mr. PEIFFER. That is—I am sorry.

Senator LEVIN. That is listed by you as advantage No. 1 for alter-
native No. 1. I am not reading something into this. I am reading
your words. That is advantage No. 1.

Mr. FELDSTEIN. May I say something that——

Senator LEVIN. Sure.

Mr. FELDSTEIN [continuing]. Maybe helps to make sense of this,
and if you will give me permission, I wanted to say something more
broadly. I will get to your questions about the swap transaction, at
least my impressions of what went on. But, as well, I wanted to
talk about the $1 billion which you mentioned previously.

So I want to start maybe with just some general comments on—
very brief, I promise—on transactions with big tax consequences
like this. I want to give you my impressions of the Slapshot deal
based, of course, on 20/20 hindsight, and I want to really briefly,
I promise, talk about what is different at our institution relative
to when this transaction was done.

1Exhibit No. 344 appears in the Appendix on page 396.



57

So first, unlike in the United States, tax principles in some juris-
dictions elevate the importance of the form of a transaction. Some-
times that helps taxpayers and sometimes it works to their det-
riment. It is usually accepted in these jurisdictions that taxpayers
are entitled to structure a business transaction in the most advan-
tageous form for tax purposes. In fact, their shareholders might say
that companies are obligated to do that. So that is just general ob-
servation.

My second point, which is on this specific transaction, I, too, am
not a Canadian tax expert, but from what I have gleaned, from
what I have read, including the report and internal inquiries, I be-
lieve that the Canadian tax laws relevant to this transaction are
very formalistic. The business transaction, you described correctly,
was a $375 million borrowing. The form of the transaction, includ-
ing the economic reality, what was an economic reality, the $1 bil-
lion flow of funds, if respected, including all the separate entities
and the separate instruments that were created under some very
formalistic Canadian tax laws, showed a $1.4 billion borrowing and
it was tax advantageous to do that and it was very formalistic.

My impressions of the swap, to get back to the questions you
were asking, is that it was also important, being a very formalistic
regime, to make the swap look like it was swapping the trans-
actions that were trying to be respected as the form of the trans-
action, i.e., swapping the $1.4 billion transaction, not swapping
what the underlying business transaction was, which was the 5375
million loan.

From the review I have done and from your report, I glean also
that the structures on this transaction received advice from Cana-
dian tax counsel that the form should be respected. Tax counsel
didn’t say it was 100 percent certain, and generally, that is not a
condition for structuring deals with material tax consequences.

We know now, after the fact, that Enron received an opinion
from tax counsel, and you were right, it was the same tax counsel
that had previously represented Morgan, but my understanding in
talking with people is that it was at Enron’s request that we stop
using that counsel so they could because it was their regular tax
counsel. They received an opinion from that counsel on the specific
facts of this transaction that heavily caveated the advice. My un-
derstanding is that no one from J.P. Morgan Chase saw that
caveated opinion.

So that brings me to item No. three, which is what would we do
differently now, because I think we would do things differently.
First of all, we now insist on advice from our own internal cor-
porate tax department, which is separate from the business unit,
an independent third party tax counsel of their choosing to give us
advice on the specific facts of any transaction. I presume that on
the specific facts of this transaction, given what we learned after
the fact about the opinion that Enron received, that we might have
had new and different information that may have—I was not there,
so I don’t know for sure, but that may have caused us to act dif-
ferently in this case.

Senator LEVIN. Why would you have acted differently, only if you
had access to the legal opinion?

Mr. FELDSTEIN. Again, let me try to maybe——
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Senator LEVIN. You said you might have acted differently. I am
trying to figure out why.

Mr. FELDSTEIN. Maybe I wasn’t——
hSe‘I;ator LEVIN. What would you have now that you didn’t have
then?

Mr. FELDSTEIN. I guess I didn’t explain it well enough. What we
didn’t do then, but we do now, is with respect to any transaction
with material tax consequences or transactions which appear to us
to have material tax consequences, we take that transaction and all
the specific actual facts of that transaction to our corporate tax
group, a completely separate group within the firm, not part of the
business unit. Based on the facts that we provide to the corporate
tax group, their review of them, but also the review of outside
counsel selected by the corporate tax group reviewing the specific
facts of the deal, we get advice on the strength of the tax con-
sequences or the tax analysis of that specific transaction.

That step was not part of our policy when this transaction was
undertaken, so that as you pointed out, the opinion delivered to
Enron, not seen by us, caveated the original advice that J.P. Mor-
gan Chase had received about the certainty of the tax con-
sequences. It caveated it heavily.

I presume, I don’t know for certain, but I presume that if we had
engaged our corporate tax group, if the people working on the
transaction had engaged the corporate tax group and the corporate
tax group had engaged the outside counsel, independent outside
counsel that they would today, that J.P. Morgan Chase, as well as
Enron, based on the specific facts of the deal as it was structured,
would have received very heavily caveated advice about it. And if
that were the case, the fact that we received very heavily caveated
advice may have caused us to walk away from this transaction.

The big policy change, again, because maybe I didn’t express my-
self clearly the first time, is that all transactions of this nature,
and not just ones where we know explicitly there is a material tax
consequence, but ones that have certain indicia that lead us to pre-
sume that there are material tax consequences, there is a rule that
now everybody follows willingly to take that transaction, the spe-
cific facts of the transaction to the corporate tax group for inde-
pendent advice.

Senator LEVIN. You very much hedged your statement. I think
the bottom line is, would Chase be pitching this deal today? This
is your design. This is your structure.

Mr. FELDSTEIN. Let me first——

Senator LEVIN. This isn’t something Enron cooked up. This is
something Chase cooked up. Would you be pitching this deal today?

Mr. FELDSTEIN. I think that is an excellent question.

Senator LEVIN. I appreciate your saying that, but let me just
have a clear answer. Would you be pitching this today?

Mr. FELDSTEIN. Let me answer it in two ways, first, specifically.
We don’t pitch this transaction today. Second, more generally

Senator LEVIN. How would you pitch it today, given what you
know about it?

Mr. FELDSTEIN. We would not pitch it today, given what we
learned are the—we would not enter into this transaction the way
it was
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Senator LEVIN. Let us get to it. You designed this structure. It
is not entered into it.

Mr. FELDSTEIN. Let me

Senator LEVIN. You designed the structure. Would you design a
structure like this today?

Mr. FELDSTEIN. I do not believe we would. I was not there at the
time, so I don’t know what went into designing this structure.

Senator LEVIN. That is why I am saying today. Would you design
this structure today?

Mr. FELDSTEIN. Let me talk more generally, then, about what we
do today that is different from what we did then in the design of
transactions and the marketing of transactions.

I would characterize the way the firm approached the business
last year as a product-out approach. That is, the firm would design
products like this and they would go and market those products to
clients. We have reoriented our approach. I would describe the ap-
proach today as a client-in approach.

As opposed to designing generic transactions that we market to
any number of clients who may or may not have the appropriate
situation for those transactions, we start from a specific client situ-
ation, understand what makes the most sense for that client, and
sometimes there are tax consequences to transactions where we ad-
vise clients to do things in a certain way to take—to create a trans-
action that most effectively—with the most effective tax con-
sequences. But that is different from what I think the old orienta-
tion was, which was to design a transaction generically and market
it.

So on your specific question, I don’t think we would have done
this transaction today given the policies we have in place to under-
stand more about it, and more generally, I don’t think we do busi-
ness the way we did business then. As a business matter, we are
much more client-in as opposed to product-out.

Senator LEVIN. But putting that aside, generic change, client-in,
client-out, this is a structure, whether you design it or whether it
is designed by somebody else. Would you be using this structure
today?

Mr. FELDSTEIN. We don’t use this structure today, so it
wouldn’t

Senator LEVIN. Based on what you know about this structure, I
know you don’t, but would you use it, given its $1 billion fake ap-
pearance of a loan? Would you participate in this thing

Mr. FELDSTEIN. Given the tax

Mr. PATTERSON. Can I take a crack at that, Senator Levin?

Senator LEVIN. You folks helped to create the appearance of a
$1.4 billion loan. It wasn’t. It was an economic loan of less than
$400 million. The billion you handed with this hand got it back
with this hand. You helped them create an appearance which then,
as you knew it, allowed that—because you sold it—allowed that
company to claim an interest payment for the full amount of what
was really a payment of interest and principal. You knew you were
participating in that.

Now, you also knew that it might be recharacterized by the tax
authorities in Canada and you even took steps to what would hap-
pen if the jig was up, if they caught on, if they didn’t allow the in-
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terest payment on the $1.4 billion and they took that payment as
being payment of interest and principal. You even then went to the
lengths of deciding what would you do if Revenue Canada said,
hey, wait a minute. That is not a $1.4 billion loan. That is a $400
million loan and the repayments of it are payments of principal
and interest, not all interest. We are not going to give you a tax
deduction, Enron. You folks even worked with Enron on what you
would do then.

My question is, would you participate in this kind of a trans-
action now? I don’t care whether you design it or someone else de-
signs it. You know what this transaction was. You know the details
of it. Would you participate in this transaction today? That is my
question.

Mr. PATTERSON. I think not. The result that you describe seems
quirky, but as Mr. Feldstein explained, there are some tax jurisdic-
tions where form seems to triumph over substance. That is why we
rely on the advice of tax counsel in those jurisdictions before we go
ahead.

In this case, as Mr. Feldstein said, we didn’t consult the tax
counsel in the same way that we would today, and I won’t repeat
everything he described, but we would have our corporate tax de-
partment, which is charged with looking after the firm’s reputation
in these matters, get its own outside counsel and get an opinion
based on all the facts.

I do not know, because I am not a tax counsel, whether we would
get as clean an opinion today as would be necessary for us to go
forward. But even if we did, sir, as I mentioned in my opening
statement, beyond assuring compliance with all external require-
ments, including tax laws, even if we thought this one might work,
I personally, as head of the policy review function, would have to
take into account how this would look to the world if, as we always
have to assume, it would be publicly disclosed, and whether even
if it met all the legal requirements and passed muster under Cana-
dian tax law, it would be difficult to explain and might adversely
affect our reputation. And on that basis, knowing what I know, I
would not market this structure today.

Senator LEVIN. Is this just a matter of how it looks to the world?
Is this just a matter of that? Isn’t there something rotten about
something which looks like a $1.4 billion loan which is a $400 mil-
lion loan? Doesn’t that trouble you as a banker?

Mr. PATTERSON. Well, the public perception of it troubles me. If
you put the—what if we went to the Canadian tax authorities and
got an opinion from the Canadian tax authorities that it worked?
It would still look kind of quirky, but it would not be viewed in
Canada as rotten.

Senator LEVIN. Would you be willing to do what you did with
Enron back then in terms of figuring out, what are we going to do
if the Canadian tax authorities find out about this, despite your
lack of a road map, that they track it anyway, that they spend as
much time as this Subcommittee staff had to spend to figure out
what was really going on here, Canadian tax authorities, if they
did that, if they reached the same conclusion that this was more
than quirky, this is just simply misleading because you are pre-
tending that there was $1.4 billion which was lent, when in fact
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it was only $375 million, and if they reached that conclusion, you
folks worked, and if you will take a look here at Exhibit 351,1 you
folks even had a recharacterization rider. You had a fallback. You
had a safety net here if they caught on and if they recharacterized
this.

This is your document. The rider attempts to recast any principal
paid in excess of 25 percent of the recharacterized loan as instead
being a loan to Chase, instead of from Chase. Here you have got
Enron. You are cooking up a deal. This is something you are pitch-
ing, you pitched.

Mr. PATTERSON. I actually think that was added by Enron to the
deal we pitched.

Senator LEVIN. All right. You accepted it.

Mr. PATTERSON. We accepted it, yes.

Senator LEVIN. You agreed to this rider, which says if they de-
cide, if the Canadian authorities find out about it despite your lack
of a road map, if they find out about it, you agreed with Enron that
you would then retroactively recast this as a loan to Chase instead
of from Chase. One of the biggest banks in the world is being lent
money by a client. That is what you agreed to. Does that trouble
you, not just the appearance if it is made public, does that bother
you as a person, as a banker?

Mr. PATTERSON. Well, the fact that we borrow money from a cli-
ent doesn’t bother me. It seems to me not surprising that one
would try to anticipate what we would do if the initially intended
tax results were rejected by the Canadian tax authorities. I assume
in that context, I don’t know, but I assume that the whole trans-
action would be transparent to the Canadian tax authorities at
that time, including the recharacterization, and they might accept
it or not accept it.

Senator LEVIN. Is there any way in just common sense under-
standing that that could accurately be characterized as a loan to
you?

Mr. PATTERSON. To be honest, I am not familiar enough with the
transaction to be able to answer that question.

Senator LEVIN. Well, think about it, would you, and give us an
answer for the record.2

Mr. PATTERSON. Whether

Senator LEVIN. Would you do that? Would you give it a little
thought and give us an answer for the record?

Mr. PATTERSON. Whether it would be possible to characterize

Senator LEVIN. Whether you think

Mr. PATTERSON [continuing]. Recharacterize a transaction as a
loan to us?

Senator LEVIN. Whether you think that in any way could be fair-
ly described as a loan from Enron to Chase.

Mr. PATTERSON. Happy to.

Senator LEVIN. My understanding, by the way, is that opinion
that came to Enron from the lawyers came within a couple days
of, what, the completion of the transaction. It wasn’t, as you indi-

1Exhibit No. 351 appears in the Appendix on page 514.
2 Exhibit No. 391 appears in the Appendix on page 1006.
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cated, Mr. Peiffer, months later. It was just right around the trans-
action.

Mr. PEIFFER. My understanding

Senator LEVIN. It is obvious Chase knew that there was a ques-
tion about this. We might as well cut to the chase. It is obvious
that you knew that there could be a problem. Whether that same
tax lawyer gave you that advice that they gave Enron or not, you
knew it because you had worked out what would happen if the Ca-
nadian authorities decided that this wasn’t right. You worked that
out. So you knew that there could be a problem with this.

To that extent that you had a retroactive recharacterization to
turn something which was a loan from you into a loan to you, and
it is that recharacterization document which seems to me to speak
volumes.! It may only be a page, but it speaks volumes. It speaks
about what Chase really believed. Whether you saw that opinion
that the Enron folks got from that same lawyer or not, you knew
there could be a problem.

Mr. PEIFFER. Could I make a comment on this?

Senator LEVIN. Please.

Mr. PEIFFER. Again, Enron came to us with this. We are not sure
why—actually, I can say I do know why Enron came to us with
this. In the event that the Canadian tax authorities would re-
characterize this, or choose

Senator LEVIN. Disallow it.

Mr. PEIFFER. Disallow, yes, choose to disallow it by choosing to
recharacterize it as a $375 million loan, Enron was concerned spe-
cifically in that situation, if that was, say, a 20, 25 percent chance
of that happening, which would be consistent with a “should” level
opinion, then they wanted to limit the specific downside with re-
spect to withholding tax. They and their counsel thought that this
provision would have a chance of success with that. It is not some-
thing we came up with, nor was it something we even thought
made sense for Enron to put in that, and we voiced that opinion
to them.

Senator LEVIN. You agreed to it.

Mr. PEIFFER. We didn’t think it was needed.

Senator LEVIN. Did you agree to it?

Mr. PEIFFER. Because of our strong opinions and what we knew
their opinion to be, or that we thought it was going to be, but yes,
we agreed to it and it was something that Enron even amongst
themselves was deliberating. And so I think it would be incorrect
to mischaracterize this as saying this is a reflection of what every-
body thought of the deal. I think this was a specific clause to re-
characterize something specifically, withholding tax benefits, with-
holding tax that would need to be paid

Senator LEVIN. Sure.

Mr. PEIFFER [continuing]. If the intended tax benefits were not
achieved, and my understanding——

Senator LEVIN. You agree

Mr. PEIFFER [continuing]. With a lot of tax transactions, whether
in the United States, Canada, anywhere, is that there are provi-

1Exhibit No. 351 appears in the Appendix on page 514.
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sions to address certain things like that if the intended tax benefits
aren’t achieved.

Senator LEVIN. But Chase agreed to recharacterize something as
a loan to it instead of a loan from it in order to help Enron avoid
taxes.

Mr. PEIFFER. I think in order to, under the Canadian tax rules,
potentially avoid withholding taxes if the transaction were—if the
tax benefits with respect to the transaction were disallowed. That
doesn’t take away the strength of the opinions or what we or Enron
believed to be the high probability of the tax benefits.

Senator LEVIN. There is nothing to take away from those opin-
ions, because you knew—Chase knew that this loan was not $1.4
billion. That much, we know you knew. You have acknowledged
that. You knew it was an economic loan of $400 million.

Mr. PEIFFER. It was an economic loan of $375 million

Senator LEVIN. Three-hundred-and-seventy-five million.

Mr. PEIFFER [continuing]. For legal and Canadian tax purposes,
the advice we received is that it was, indeed, a $1.4 billion loan.

Senator LEVIN. And you also knew that it was going to be chal-
lenged or could be challenged, and you also then agreed with Enron
that if it were challenged, you would retroactively change its na-
ture. You would recharacterize it so that Enron wouldn’t be hit
with taxes by Canada. You helped to perpetrate a fiction. You
{1elped them perpetrate a fiction, because there was no $1 billion
oan.

Mr. PEIFFER. I am sorry, I take exception with that.

Senator LEVIN. You might take exception:

Mr. PEIFFER. I don’t look at this as perpetrating a fiction.

Senator LEVIN. That is a fiction. There was no $1 billion lent to
them.

Mr. PEIFFER. We have opinions from Canadian tax counsel——

Senator LEVIN. Was $1 billion lent to them or not?

Mr. PEIFFER [continuing]. With that——

Senator LEVIN. Was $1 billion lent to them? I know there was
$375 million. I am not talking about that. Was there $1 billion
lent?

Mr. PEIFFER. There was a $1.4 billion loan made to the sub-
sidiary of-

Sﬁnator LEVIN. Of which $1 billion was repaid within minutes,
is that——

Mr. PEIFFER. Under a separate contract, with money coming
from elsewhere in Enron.

Senator LEVIN. Separate contract, it was repaid within minutes,
wasn’t it?

Mr. PEIFFER. I think the distinction here again to make is that
Canada follows a very form over substance——

Senator LEVIN. I am not talking Canada. I am talking Chase,
your reputation, transparency. We hear lectures about trans-
parency, that you are going to be transparent. I am not talking
about Canada. Canada will take care of itself. I am talking about
Chase. You knew that the $1 billion of the $1.4 billion came right
back to you, did you not? You knew that much.

Mr. PEIFFER. I knew $1 billion was coming back to us, that is
correct.
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Senator LEVIN. Of that $1.4 billion.

Mr. PEIFFER. Money is fungible and it was two separate trans-
actions and we were advised that the transaction as a whole should
be split up into two separate transactions, and yes, we did receive
$1 billion back.

Senator LEVIN. Did you get a legal opinion about this re-
characterization?

Mr. PEIFFER. We did not

Senator LEVIN. When you agreed to this

Mr. PEIFFER. There was no need for Chase to.

Senator LEVIN. When you agreed to this, was there a legal opin-
ion on this that Chase got?

Mr. PEIFFER. With respect to this, in the context of this, Chase
did not need to receive a legal opinion, but my understanding is
that Enron received advice from their Canadian tax counsel that
it might be advantageous to put this in there in the event that this
were audited and all the facts had become known and that there
is the potential that this might do something for them.

Senator LEVIN. You understood that Enron got an opinion from
its lawyers about this?

Mr. PEIFFER. Yes, I do.

Senator LEVIN. But you didn’t?

Mr. PEIFFER. We had an opinion based on the generic trans-
action, the generic structure——

Senator LEVIN. No, I know that

Mr. PEIFFER [continuing]. But with respect to

Senator LEVIN. The recharacterization.

Mr. FELDSTEIN. My understanding is J.P. Morgan Chase did not
get an opinion on the specific details of the transaction.

Mr. PEIFFER. Right.

Mr. FELDSTEIN. Today, we certainly would.

Senator LEVIN. Mr. Peiffer, you helped dream up Slapshot and
helped develop it. Were you rewarded in any way by your super-
visors for this, any special way?

Mr. PEIFFER. I think it is fair to say?

Senator LEVIN. Was there a bonus, special bonus of any kind?
Did you get——

Mr. PEIFFER. There was no special bonus with respect to this. I
think it is fair to say that it was one of many elements that, you
know, played into the paying of a year-end bonus. We would all
have been much better off, I think, also, if we had never made any
of these loans to Enron and Enron had not gone bankrupt and the
bank had more money to pay the bonuses. We all would have been
better off if that were the case.

Senator LEVIN. Let me conclude by just saying this. You have got
some language on your website which says that banks were victims
in fraud cases, not accomplices. All I can tell you is this, that this
is a structure which you folks designed. You are not the victim
here. You designed a structure. You sold a structure. Part of the
sale was that it would not be providing a road map. You then
agreed if, in fact, the Canadian tax authority would find that was
not allowable, even agreed retroactively to recharacterize a loan
from you into a loan to you. You folks aren’t victims here.

Mr. FELDSTEIN. May I add something?
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Senator LEVIN. You folks helped a deceptive practice by Enron to
be perpetrated, and it is—I am glad you are changing your ap-
proach. I can’t tell you how glad I am. I will look forward, Mr. Pat-
terson, to your answering the question for the record that you said
you would think about.?

But it is important that we all worry about how things look, and
that is important. But what is more important is how things really
are.

Mr. FELDSTEIN. Could I just address your comments about the
victim? My interpretation of that was that financial institutions
were the victims of deceptive accounting practices and disclosure
practices, or apparently deceptive practices at Enron. This trans-
action, and we have gone through the certainty or lack thereof in
terms of the tax consequences, but this had nothing to do with the
accounting presentation that Enron provided, but rather was a
transaction which rested upon whether Canadian tax law would re-
spect the form in which it was structured, and the victim comment,
I think, is about the apparent accounting deception practiced by
Enron, which is a different subject, I believe.

Senator LEVIN. Your prepay pitch book back in 1998, if you look
at Exhibit 128, says the following. This is what you were pitching.
Prepayment received for a forward sale of inventory, fixed quantity,
specific delivery locations. Your third dot says, balance sheet-
friendly. Is that still the kind of pitch you would make, balance
sheet-friendly, or balance sheet accurate? Which is more impor-
tant?

Mr. FELDSTEIN. Balance sheet accurate.

Senator LEVIN. Is it fair to say, Mr. Patterson, you wouldn’t be
making a pitch quite like that anymore?

Mr. PATTERSON. I don’t have it and can’t see it, but——

Senator LEVIN. It is Exhibit 128.

Mr. PATTERSON. I don’t think we have No. 128 here.

Senator LEVIN. I am sorry, I have got the wrong number. It is
Exhibit 169.

Mr. PATTERSON. I don’t think we have that, either.

Senator LEVIN. Let me try again, Exhibit 369.2

Mr. PATTERSON. Three-sixty-nine. No, I think that we probably
would not use that terminology today. That doesn’t mean that ac-
counting considerations are not relevant to our clients and to the
transactions they enter into. They are structured in a way to com-
ply with accounting rules. So accounting considerations continue to
be an important part of structured finance. The key is that the ac-
counting treatment be correct and not misleading.

Senator LEVIN. Thank you. Thank you all for your appearance
here today and we wish you good luck in greeting the weather on
your return home, and we also wish you good luck in implementing
fully and forcefully your new approach. It is important that our in-
stitutions, the ones we rely so heavily on, such as Chase and
Citibank and others that have been such an important part of this
economy, have the confidence and credibility of the public. I hope

1Exhibit No. 391 appears in the Appendix on page 1006.
2 Exhibit No. 369 appears in the Appendix on page 687.
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your new guidance has an impact in that regard, both internally
and externally. Thank you all for coming.

Mr. PATTERSON. Thank you, Senator.

Mr. PEIFFER. Thank you.

Senator LEVIN. Ms. Siebert, we now welcome you, President and
Chair of Muriel Siebert and Company of New York. Ms. Siebert
gained fame as the first woman member of the New York Stock Ex-
change and Superintendent of Banks for the State of New York,
now an owner of a discount stock brokerage firm, one of our wise
elders—I hope you won’t mind that description—when it comes to
finance and the securities business. I want to thank you for your
travels here today from New York, also fighting the elements.

Pursuant to Rule 6, as I have mentioned to all of our witnesses,
our witnesses need to be sworn because of that rule of the Sub-
committee, and so I would ask you to please stand and raise your
right hand.

Do you swear that the testimony that you will give before this
Subcommittee will be the truth, the whole truth, and nothing but
the truth, so help you, God?

Ms. SIEBERT. Yes, I do.

Senator LEVIN. Ms. Siebert, I think you have a statement, which
we would ask you now to proceed with.

TESTIMONY OF MURIEL SIEBERT,! PRESIDENT AND CHAIR,
MURIEL SIEBERT AND COMPANY, INC., NEW YORK, NEW YORK

Ms. SIEBERT. Yes. I submitted a written statement, but I have
an abbreviated oral statement. I would like to thank you for invit-
ing me. I am sorry I was late, but I came by way of LaGuardia Air-
port and then the train because they canceled our flights, so I
apologize for being late.

Senator LEVIN. Actually, you are right on time, except you
missed some testimony.

Ms. SIEBERT. Terrific. I commend your Subcommittee for tackling
this very tough, nasty job. You know, it will be 35 years ago that
I became the first woman member of the New York Stock Ex-
change, and at the time, while many people did not want me, I
joined a group where your word was your bond and you would go
broke before you broke your word. Things have changed when I
look at the Enron transactions. The money became too vast and it
was made too fast. I am sorry to say that greed became the creed.

Enron, in my opinion, represents a total moral bankruptcy. It
took more than the officers and the directors of the company. It re-
quired help from the accountants, the lawyers, and the investment
and commercial banks. Many people profited from these trans-
actions, except the investing public, many of whom will never be
able to make their losses back. It has affected their future retire-
ment and we have to make sure this does not happen again.

My interest in Enron really began in February. I received a call
from the man that runs our retail discount operations and he told
me that he was seeing things that he never saw before. We had cli-
ents selling out their entire portfolios and requesting a check. We
would not see that transaction if they sold their entire portfolios

1The prepared statement of Ms. Siebert appears in the Appendix on page 113.
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and went into a money market fund. That would be an automatic
sweep. But when they requested a check, it took an action on their
part and our part.

I asked Peter, because we call every customer that leaves our
firm, and if it is because their nephew has gone to work for Merrill
Lynch, so be it. God bless them and good luck. If it is because of
something we have done wrong, I want to know about it.

So I started to get the reports every week, and the answer was,
don’t trust the integrity of the system. The system is against us.
We can’t let this happen. The reports have continued to come in
that way, although very few people compared to what we had be-
fore.

Our capital raising system is a national treasure. In the 1990’s,
the United States created tens of millions of new jobs. Every new
technological development was made in the United States, and for
most of the decade, at least the early part and middle part of the
1990’s, the market was orderly and the public, the small investors,
started to invest. First, they bought mutual funds. They wanted to
own a piece of America.

After I received the same answers for a few weeks, I realized the
seriousness of the abrupt change in our investors’ attitudes. Many
of them, when we called them, specifically mentioned Enron. Sure,
that was probably because there was a lot of publicity going on at
that time, but they had been hurt in bond funds and other prod-
ucts.

I will give you an example. When I gave a speech for the Miami
Herald at their yearly investors’ conference, a man in his 80’s dur-
ing the question and answer period told me, “I lost a third of my
money. Will they go to jail?” This is serious.

Enron could not have happened without two new financial prod-
ucts, derivatives and structured finance. These products in them-
selves are not bad. It was the purpose that was employed that was
terribly wrong. They were used to deceive. The financial engineer-
ing permitted operations by legal loophole.

Derivatives are not new. I testified in 1988, I have it here, after
the 1987 market break. That was portfolio insurance. The regu-
lators passed some laws and portfolio insurance is finished.

I testified in 1998, 10 years later, after long-term capital market.
Our country, frankly, lucked out in Long-Term Capital Manage-
ment. Bob Rubin was our Secretary of Treasury and he was the
only Secretary of Treasury that has ever come from the trading
desks. He had helped invent derivatives. He knew what to do.
Long-Term Capital Management had an equity, it is reported, of $4
to $5 billion and they were carrying, using derivatives, the notional
value was over $1 trillion. When they made the wrong bet, major
margin calls were threatened. The Federal Reserve called in the
firms downtown. They called in the banks and they put together
money and they took over the operations of Long-Term Capital
hManagement and we liquidated it in a way that the public was not

urt.

When I continued to see the attitude of our individual investors,
in late spring, I said, well, I had better go down to Washington and
tell some people what I am seeing, because I had never seen this
before. So I had lunch with Larry Lindsey. I had a telephone ap-
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pointment with Secretary O’Neill and I spent time with Mr. Pitt
and his deputies. I recommended three things.

Under Sarbanes-Oxley, officers of corporations must certify the
authenticity of the earnings reports. I recommend that we add a
statement to those reports that these figures represent economic
reality. That would eliminate the sham transactions. That would
have eliminated the phony energy trades. No officer would sign a
statement that the transactions that your Subcommittee is exam-
ining represented economic reality.

Enron was the leader in energy trading when it became deregu-
lated. They used legal loopholes to create an illusion of activity.
The trading practices of buying and selling on the same day, the
same amount, at the same price, are illegal. They are considered
to be wash sales in the listed markets. In the over-the-counter mar-
kets, they were legal. Other formerly solid conservative utilities
participated in these trades, which are still being unraveled. As a
result, some of these utilities have had to reduce or suspend their
dividends. Most of these stocks are owned by individuals who count
on the dividends for their livelihood.

In some cases, the price of some of these utility stocks have been
cut in half very fast, literally overnight.

Now, when companies issue debt, they have an indenture which
spell out the terms that these bonds are being issued under. It is
their covenants, for example, the ratio of interest coverage, the
ratio of asset coverage, the rating of bonds by rating agencies. If
these covenants are violated, they have debt triggers in there
whereby certain things are triggered. They can force a company to
repay the bonds immediately. It is very difficult for individuals or
institutional investors to get the terms of these bonds. They would
not have owned a lot of these securities had these terms been read-
ily available.

I recommend that the debt triggers and terms of indentures on
bonds, as well as covenants or terms in the preferred stocks, be
made available easily and be listed on the corporation’s website so
that anyone who takes the effort, who wants to invest money, I do
not care if it is 100 share of a Duke preferred stock or a Dominion
preferred stock, can see the terms and see under what cir-
cumstances their income might be stopped or they will lose their
protection.

Finance is now global. It is almost impossible for regulators to
keep up with the fast-moving technology. The SEC and Federal
and State regulators, bank regulators, together could identify these
transactions if the information was furnished. Otherwise, it is very
hard for them to get into this. The SEC could have identified it.
The Federal bank and the State bank regulators could have identi-
fied some of these transactions. It is difficult for U.S. regulators to
act unilaterally. It will have the effect of driving the business off-
shore, but will not stop the business.

We know we are going to have global bank regulations. We have
some now. We will have global accounting standards. I suggest that
our country be the leader to establish global securities regulations,
that we include derivatives and margin requirements and other
things that are used to get around the purpose of the laws.



69

Certain laws and regulations have been passed which will stop
the same practices from occurring again, but we must make sure
that our focus is on the individual investor also, and that it is
geared towards reinstating their faith in the system.

Thank you for inviting me and allowing me to participate.

Senator LEVIN. Thank you very much, Ms. Siebert, for your very
thoughtful testimony.

I don’t know how much of the testimony this morning you were
here to hear. I know you had to take a train when you expected
to fly, but I think you have had an opportunity to look at the trans-
actions which we were discussing here this morning in the report
of our staff. What is your reaction to those transactions that you
read about in our report?

Ms. SIEBERT. They were designed to deceive. They were designed
to create the illusion of certain economic events. I do not see the
economic reality for it.

Senator LEVIN. I think your testimony probably answered this
question, but I will ask it, in effect, again. Are these the types of
transactions that we want our major banks not only participating
in, but designing and selling to public companies and to other cli-
ents?

Ms. SIEBERT. No, they are not the kind of transactions, and I
would also say that if they do participate in those kind of trans-
actions, they should not have the benefit of FDIC insurance.

Senator LEVIN. We are going to be hearing from our regulators
in our next panel and we want to find out what is being done to
stop this kind of deceptive practice, and I am wondering whether
you would agree that our regulators need to not only take enforce-
ment actions on a case-by-case basis to punish wrongdoers, but also
:cio construct a regulatory deterrence program to deter future wrong-

oing.

Ms. SIEBERT. I believe they can do it. Our regulators are really
a top quality group. The Federal Reserve and Federal bank regu-
lators, the State bank regulators, the SEC, they have dedicated
staff there. I mean, it is wonderful to see them. But I also believe
that the information must be furnished them so they don’t have to
go hunting for it.

Senator LEVIN. And if that information is furnished for them, or
to them, excuse me, would it be useful if they can design, as you
put it in your testimony, acting together with the SEC and the
bank regulators acting together to regulate the kind of transactions
which we have heard about and talked about here at this Sub-
committee.

Ms. SIEBERT. I believe it is. For a long time, I have said that we
need regulation by function, because investment banks are doing
the job previously done by banks and banks are doing the job pre-
viously done by investment firms. So they will have to work to-
gether. Normally, I don’t like to see Uncle Sam and the regulators
get too big, but it is probably the only way where we can effectively
put our arms around this problem.

Senator LEVIN. And in terms of the information that you say is
so important for them to have so that they can act, would you feel
it would be helpful if the SEC and the bank regulators conducted
a comprehensive joint review of these structured finance products
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which are being sold by or used by our financial institutions so that
they could identify the ones that are designed to deceive?

Ms. SIEBERT. Yes, I believe that would be very welcome and nec-
essary.

Senator LEVIN. Our thanks again. You are a frequent visitor to
committees of the Congress, to be providing the kind of testimony
which comes from your experience and we are very grateful for
that testimony and for your experience, for what you bring to the
world in which you spend a great deal of your time.

Ms. SIEBERT. I believe in the system. It has been very good to
a lot of us.

Senator LEVIN. It has, and we are going to do everything we can
to make sure that system is strengthened and that credibility in it
is restored, and it is going to take, I believe, at least, a combination
of the entities, the institutions, the financial folks acting on their
own to clean house, but it also is going to take a stronger regu-
latory arm, and we are going to talk to our regulators right now
and see whether they are in agreement with that. Thank you
again.

Ms. S1EBERT. That is great. Thank you.

Senator LEVIN. Let me now introduce our final panel of witnesses
who represent one of the most important pieces to this puzzle and
that is our regulators. We not only thank you for making it—I don’t
think you came quite as far as our other witnesses, but you have
waited longer. I hope that it was worthwhile to you in terms of the
testimony that you heard here. It is a very complicated subject that
you live with and we are dealing with and we have spent a lot of
time attempting to understand it and our staff has spent a huge
amount of their time putting together a staff report, which I think
has been made available to you.

We have at our witness table today Richard Spillenkothen, Direc-
tor of the Division of Banking Supervision and Regulation at the
Federal Reserve. I think Ms. Annette Nazareth is on her way. She
is the Director of the Division of Market Regulation at the Securi-
ties and Exchange Commission. And Douglas Roeder, Senior Dep-
uty Comptroller for Large Bank Supervision at the Office of the
Comptroller of the Currency.

This is a very distinguished panel. We know that they are in-
volved in a lot of things and had to sort out their schedule to make
it possible to be here today. We look forward to hearing your views.

As I have indicated, pursuant to Rule 6 of this Subcommittee, all
witnesses who testify before us are required to be sworn, and at
this time, then, I would ask you to stand and raise your right hand.

Do you swear that the testimony that you will give before this
Subcommittee today will be the truth, the whole truth, and nothing
but the truth, so help you, God?

Mr. SPILLENKOTHEN. I do.

Mr. ROEDER. I do.

Senator LEVIN. I think, Mr. Spillenkothen, we are going to call
on you first.
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TESTIMONY OF RICHARD SPILLENKOTHEN,! DIRECTOR, DIVI-
SION OF BANKING SUPERVISION AND REGULATION, THE
FEDERAL RESERVE, WASHINGTON, DC

Mr. SPILLENKOTHEN. Thank you, Mr. Chairman, for the oppor-
tunity to testify on the continuing efforts of the Federal Reserve
Supervisors to address issues emanating from the excesses of the
recent credit cycle, including large corporate defaults and account-
ing irregularities.

The focus of today’s hearing, on how complex structured financial
products provided by banks and other financial institutions were
used by their customers to obscure financial statements or to en-
gage in questionable tax strategies, is timely. Events of the past
year, such as the bankruptcy of Enron, have focused attention on
the need for strong risk management, sound accounting, improved
disclosures, and more active corporate governance oversight to
avoid the kinds of losses that have been costly both in very real
human and economic terms.

The Federal Reserve has been reviewing bank participation in
the types of structured financial activities that have raised signifi-
cant legal and accounting questions and I will discuss the status
of our efforts in a moment. I will also briefly discuss both our su-
pervisory expectations for banks involved in transactions such as
those that have been the focus of this Subcommittee, as well as
how we are considering amending our procedures and refocusing
our Supervisory reviews.

But first, I would like to say a word about the role of bank super-
visors. The primary focus of the Federal Reserve’s supervision is
ensuring an institution’s overall safety and soundness, as well as
compliance with banking and consumer laws and regulations in a
way that protects the Deposit Insurance Fund and the consumer
while promoting stability of the financial system. As part of this
risk-based approach to supervision, examiners focus primarily on
areas posing the greatest risk to the institution, primarily credit
risk, market liquidity, legal, and reputation.

In carrying out our responsibilities, the Federal Reserve coordi-
nates its supervisory activities with other Federal and State bank-
ing and securities agencies, such as my colleagues here from the
OCC and the SEC, other functional regulators, and the bank regu-
latory agencies of other nations. If in the course of their review ex-
aminers have reason to believe that a bank is engaging in question-
able activities that might relate to a possible violation of securities
laws, then supervisors would refer those matters to the SEC as the
primary interpreter and enforcer of those laws.

I would say for an example, recently, Federal Reserve super-
visors identified transactions by a banking organization, not one
the subject of these discussions, but by a banking organization that
raised concerns regarding the bank’s accounting and public disclo-
sure. In this case, we referred those potential securities law viola-
tions to the SEC, and in coordination with the SEC and the bank’s
primary regulator, took enforcement action and remedial action in
a coordinated fashion.

1The prepared statement of Mr. Spillenkothen appears in the Appendix on page 117.
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Now, some basic principles and expectations for banking organi-
zations guide our work in examining complex financial trans-
actions. First and most obviously, banks must obey the law. In par-
ticular, they must have policies and procedures in place to ensure
that they are in compliance with all applicable laws and regula-
tions with regard to a particular activity or product.

Second, banks should perform thorough due diligence on the
transactions they are engaged in or involved in and check with ap-
propriate legal, accounting, and tax authorities within their own
organizations, as well as their outside experts when appropriate,
and also provide appropriate and relevant information to their cus-
tomers. However, banks ordinarily should not be held legally re-
sponsible for the judgments and actions or malfeasance of their
customers. Such an expectation would require, inappropriately, in
my judgment, banking organizations to assume management re-
sponsibility for their customers and also could place undue signifi-
cant costs on banking organizations to audit the activities of their
customers. However, banks must not participate in activities of
their customers that the banks know to be illegal or improper, nor
should banks engage in borderline transactions that are likely to
result in significant reputational or operational risks to the banks.

Third, the role of banks is to assume and manage all the attend-
ant risks related to their activities as financial intermediaries. In
light of recent events, banking organizations should be, and indeed
are, reevaluating the risks related to both their traditional as well
as their new products, recognizing that as financial markets and
practices change, legal and reputational risks may manifest them-
selv?ls in new ways or in new magnitudes not previously recog-
nized.

As part of our supervisory review of complex structured trans-
actions, we are assembling and evaluating the various findings and
observations of our examiners, as well as the conclusions of other
primary and functional regulators we work with, and identifying
any necessary follow-up. While I am unable to discuss ongoing Fed-
eral Reserve supervisory reviews, as you know, there are several
transactions that are currently under investigation by the SEC and
other enforcement agencies with whom we have strong working re-
lationships and with whom we have conferred on these matters.
We are continuing to collaborate with them and receive their views
and conclusions on various matters on an ongoing basis. As our fact
finding is completed and our conclusions are drawn, we will pro-
vide institutions with feedback on any identified weaknesses, and
if warranted, take appropriate supervisory corrective actions, in-
cluding referrals to other authorities.

More generally, in light of recent events, we have already modi-
fied our examination plans for larger bankmg organizations to
focus more fully on evaluating the largest customer relationships,
that is, the large relationship with the customers that they have
and also looking at the overall customer relationship, not just a
transaction-by-transaction basis. These plans or examinations cover
the specific areas of concern in the structured finance business and
an evaluation of the steps banks are taking to manage the credit,
legal, and reputational risks in response to events of the past year.
We will also be looking at the new product review process and how
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they manage the real and reputational risks in the new product re-
view process.

We have already begun the process of modifying our examination
guidance and are considering additional supervisory guidance or
regulatory changes, especially in the area of structured finance,
and if we do this, we will obviously work with our colleagues from
the other banking agencies and, as appropriate, the SEC.

In this connection, we will also evaluate the range of reforms
banking organizations are adopting, and once we are able to ob-
serve their performance and practice, consider whether there are
some sound practices that should be adopted more widely within
the industry.

In closing, the fallout from the recent round of excesses and large
corporate defaults appears to be resulting in some positive steps by
corporations, banks, and capital markets. Supervisors should play
a positive leadership role and work to ensure that these corrective
actions, that their ongoing supervisory activities reinforce these
corrective steps and help them to endure over the longer term. If
banking organizations, corporations, and supervisors are attentive
to the lessons learned over the past year and adopt appropriate
policies and controls, the risk of repeating similar excesses in the
coming years should be substantially reduced. Thank you.

Senator LEVIN. Thank you very much, Mr. Spillenkothen. Mr.
Roeder.

TESTIMONY OF DOUGLAS W. ROEDER,! SENIOR DEPUTY
COMPTROLLER FOR LARGE BANK SUPERVISION, OFFICE OF
THE COMPTROLLER OF THE CURRENCY, WASHINGTON, DC.

Mr. ROEDER. Thank you. Chairman Levin, thank you for inviting
the OCC to participate in these important hearings. I am Douglas
Roeder, Senior Deputy Comptroller for Large Bank Supervision.

Let me begin by commending the Subcommittee for holding these
hearings. Enron’s failure has been nothing short of a national trag-
edy, especially for the thousands of Enron employees who lost their
jobs and retirement savings. At its height, Enron was a multi-bil-
lion-dollar corporation whose influence was wide ranging and far
reaching. Inevitably, some of its business involved national banks
which operate under OCC supervision. In my statement, I would
like to focus on the steps that national banks and the OCC as their
supervisor are taking to help prevent Enrons from occurring, future
Enrons.

The OCC is responsible for supervising over 2,000 banks, some
of which are the largest in the world. Resident examiners working
in these large banks use a risk-based approach to supervision, an
approach that takes into account the various sources of risk to a
bank. Because credit risk has traditionally posed the greatest
threat to safety and soundness of banks, much of our supervisory
attention has traditionally focused on credit issues. However, the
Enron situation demonstrates just how significant other types of
risk can be. As a result, we have asked ourselves how our current
approach could be enhanced.

1The prepared statement of Mr. Roeder appears in the Appendix on page 123.
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First, we intend to focus more intently on banks’ procedures for
authorizing new products. Our examiners will evaluate the bank’s
system to ensure that a comprehensive process exists for senior
managers to review and approve new product offerings. Also, we
believe it is important that the new product approval process is
sufficiently robust to capture even seemingly small changes that
could transform an existing product into one that poses an entirely
different degree or type of risk. When in doubt as to whether a
product requires vetting through the new product approval process,
we encourage bank management to take a conservative approach
and to apply the process to the proposed product or activity.

Going forward, we will sample more extensively transactions
going through the banks’ new product approval process. In par-
ticular, we will check to see whether banks are complying with
their own processes and whether proper review and authorization
are received prior to engaging in complex structured transactions.

In addition, we are in the midst of discussions with the other
banking agencies to determine whether interagency guidelines
should be revised to more specifically address board and senior
management responsibilities for the approval and oversight of new
products, such as complex structured products.

Second, while banks’ board and senior management may place
their stamp of approval on a new product, the bank must also care-
fully consider the appropriateness of complex structured trans-
actions from the standpoint of the bank’s client. This represents a
shift in our approach into supervising such transactions. In the
past, our focus has been on how well the bank assesses the sophis-
tication of the customer and that customer’s ability to perform
under the terms of the contract. We will now ask our examiners,
in addition, to determine whether bank management understands
the customer’s disclosure and accounting intent.

While it is not realistic for banks to be held responsible for how
customers account for transactions on their own financial state-
ments, it is incumbent on bank management to carefully consider
the potential impact of their actions on the bank and to decline to
participate in transactions that do not meet the standards of integ-
rity that the bank has established.

Third, we plan to review large relationships, even if credit risk
is low, and flag structured products during our credit work for po-
tential further review. We think it is important that bank manage-
ment establishes controls that encompass the bank’s total relation-
ship with its large customers. Competitive pressures are a natural
part of any business environment, but care must be taken to en-
sure that line managers eager to retain or expand business with
important customers don’t cross the line and jeopardize the trust
and credibility that forms the foundation of a bank.

It is encouraging to report that banks are studying and learning
from the Enron experience, whether or not that experience was
firsthand. Banks that offer complex structured transactions have
come to realize that they stand to suffer great harm if they are im-
plicated in questionable activities conducted by their customers. As
a result, banks have taken steps to improve their internal controls
of complex structured transactions and special purpose entities.



75

Some banks have made changes to management, establishing
new oversight committees, developing new policies and procedures,
tightening controls, upgrading internal reporting to management
and the board, and improving the quality and quantity of disclo-
sures. Banks have also strengthened their review and approval
processes for complex structured transactions. This includes ex-
panding the definition of products to be approved and enhancing
the approval process to provide for a broader range of senior-level
management review. Also, banks are putting a greater focus on as-
sessing customer motivation and appropriateness, including secur-
ing representations from customers regarding disclosures and ac-
counting treatment.

We believe that these are all positive steps toward strengthening
internal processes. We are currently evaluating the responses of
national banks and will assess these reforms as they are imple-
mented.

I also want to highlight another important facet of the super-
visory process. That is the interaction among the Federal regu-
latory agencies. The ability to make and receive referrals ensures
that the agency with the appropriate authority and expertise is in-
volved. We are coordinating our reviews of national banks’ previous
involvement with Enron with the Federal Reserve and the SEC.
Because this is an open matter, I am unable to comment institution
specific details that pertain to the current reviews underway.

Thank you once again for inviting OCC to testify at this impor-
tant hearing.

Senator LEVIN. Thank you very much, Mr. Roeder.

Let me welcome Ms. Nazareth. We know that you were late, tied
up somewhere, but we are going to need now to swear you in as
we do all of our witnesses, so I would ask you to stand and raise
your right hand.

Do you solemnly swear that the testimony that you will give be-
fore this Subcommittee will be the truth, the whole truth, and
nothing but the truth, so help you, God?

Ms. NAZARETH. I do.

Senator LEVIN. Thank you. Ms. Nazareth, thank you.

TESTIMONY OF ANNETTE NAZARETH,! DIRECTOR, DIVISION
OF MARKET REGULATION, U.S. SECURITIES AND EXCHANGE
COMMISSION, WASHINGTON, DC

Ms. NAzARETH. Thank you, and I apologize for being late, Mr.
Chairman. My name is Annette Nazareth and I am the Director of
the Division of Market Regulation at the Securities and Exchange
Commission. I would like to submit my written testimony for the
record and briefly summarize, if I may.

Ser(liator LEVIN. Thank you, and it will be made part of the
record.

Ms. NAZARETH. Thank you. I will take just a few minutes to
highlight a couple of key points. First, the SEC has significant pow-
ers to investigate possible violations of the Federal securities laws
and to enforce those laws through civil and administrative actions.
The Commission to date has charged two former Enron officers

1The prepared statement of Ms. Nazareth appears int he Appendix on page 134.
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with fraud based on their participation in transactions designed to
mislead investors about Enron’s financial results. The Commis-
sion’s investigation is ongoing and the Commission’s Division of
Enforcement continues to work diligently and vigorously with the
Justice Department’s Enron Task Force to ensure that all those re-
sponsible answer for their misdeeds.

While I cannot speak publicly regarding the specifics of any on-
going investigation, several aspects of the Commission’s general en-
forcement authority are particularly relevant to the issues of disclo-
sure and transparency that are at the root of the problems you are
examining today.

The Commission has clear authority to proceed against public
companies that file false information as part of their financial
statements. Such conduct is potentially subject to various provi-
sions of the Federal securities laws, including the requirement that
companies’ filings with the SEC be materially complete and accu-
rate and the SEC’s general anti-fraud authority.

The Commission brings numerous actions, 163 this past fiscal
year, based on false and fraudulent financial reporting and disclo-
sures. Among these was an action the Commission recently brought
against a public company for, among other things, using an undis-
closed off-balance-sheet special purpose entity to dramatically over-
state the company’s cash flow from operations. Cases like this
make clear that public companies using off-balance-sheet special
purpose entities must ensure not only that their accounting treat-
ment compiles with Generally Accepted Accounting Principles,
known as GAAP, but also that they have accurately portrayed the
economic realities of the transaction.

The Commission also has explicit statutory authority not only to
proceed against primary violators of the Federal securities laws,
but also against aiders and abetters of those violations. The Com-
mission aggressively employs this authority. In addition, the Com-
mission may order any person who is or was a cause of a violation
of any provision of the Exchange Act due to an act or omission the
person knew or should have known would contribute to the viola-
tion, to cease and desist from causing such violations.

Aggressive enforcement not only punishes wrongdoers, but also
helps deter future illegal behavior, and in fulfilling this mission,
the Commission cooperates with the Federal bank regulators,
among others. The SEC obtains evidence of possible violations of
the securities laws from many sources, including from other regu-
latory authorities, such as the Federal bank regulators. In addition,
when appropriate, the Commission coordinates its investigations
with Federal banking regulators, which can result in coordinated
regulatory settlements.

For example, in a recent case, the SEC took action with respect
to accounting improprieties of the PNC Financial Services Group,
Inc.,, a bank holding company. The Commission’s order found,
among other things, that PNC materially overstated its earnings
by failing to consolidate into its financial statements three special
purpose entities to which it transferred approximately $762 million
of volatile, troubled, or under-performing loans and venture capital
assets. Based in part on this conduct, the Commission found that
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PNC had violated the anti-fraud record keeping and reporting pro-
visions of the securities laws.

At the same time the Commission’s order was issued, the Federal
Reserve announced that PNC had entered into a written agreement
to address bank supervisory matters. The Commission acknowl-
edged the substantial cooperation provided by the board in this
matter.

The Commission has long recognized the need to consult and co-
ordinate with the Federal banking agencies on matters involving fi-
nancial institutions that are public companies. For example, the
chief accountants of the Commission and the Federal Deposit In-
surance Corporation, the Federal Reserve Board, the Office of the
Comptroller of the Currency, and the Office of Thrift Supervision
meet periodically to discuss matters of mutual interest. Similarly,
key decision makers meet regularly to implement supervisory pro-
grams, work on international agreements, and guard against
money laundering.

While our enforcement activities are ongoing, there are numer-
ous other efforts underway at the Commission to improve the qual-
ity of reported financial information, the reliability of that informa-
tion, and the timeliness of that information. The fall of Enron,
along with other corporate scandals, has crystallized the impor-
tance of efforts to strengthen the accountability of public company
officers as well as other so-called gatekeepers of our financial mar-
kets, the lawyers, the accountants, the auditors who work with
public companies as part of the financial reporting process. Enact-
ment of the Sarbanes-Oxley law also will help ensure that regula-
tion with regard to these parties is stronger.

Some of these regulations are already final. For example, as of
August of this year, the CEOs and CFOs are now required to cer-
tify the financial and other information in issuers’ quarterly and
annual reports. Other rules to implement the Act are proposed and
are on track to be finalized in January. For example, in November,
the Commission proposed rules regarding standards of professional
conduct for attorneys, and in October, the Commission proposed
rules that would significantly tighten the requirements for compa-
nies to disclose non-GAAP financial measures and for corporate
management to disclose material off-balance-sheet arrangements.
Individually and in their totality, these rules should have a signifi-
cant effect on the quality and reliability of financial reporting and,
thus, should serve to enhance investor confidence.

At the same time that we are working to strengthen our own
rules and regulations, we are also diligently exercising our over-
sight role through our Office of Chief Accountant to make sure that
the private sector’s standard-setting bodies, including the FASB
and the AICPA, are making improvements in their auditing and
accounting standards. You will find the details of these improve-
ments outlined in my written testimony.

To conclude, Mr. Chairman, there is no question that as we con-
tinue to unravel the improprieties of the Enron scandal and others,
we will take away many more important lessons, and in response
to these lessons, we will continue to refine our internal procedures,
cooperate with other regulatory bodies, and hone our rules and reg-
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ulations so that Enron-type disasters are less likely to occur in the
future. Thank you.

Senator LEVIN. Thank you, Ms. Nazareth.

We have seen in a number of transactions financial institutions
participating, aiding and abetting, contributing to deceptive pre-
pays which were constructed to look like energy trades instead of
debt, deceptive asset sales that are backed by secret guarantees,
ensuring that the buyer will get its money back when the asset is
sold a second time, deceptive joint ventures that are formed to
move assets off balance sheets but ensure that the second investor
never has any funds at risk, and deceptive tax products that in-
clude fake business transactions.

I know that each of you, because you are leaders in your field,
are troubled by those kinds of deceptive transactions and, indeed,
spend your professional life in trying to see if we can’t remove de-
ceptive transactions or deceptive accounting from our financial
world.

It seems to me what we are facing is the following, that we have
both our banking regulators and our SEC doing case-by-case en-
forcement, that when it comes to banks, we have a gap. We have
a gap because, on the one hand, the SEC does not generally regu-
late banks, and we, on the other hand, don’t have our banking reg-
ulators that do the work relative to banks that the SEC would do
if it did regulate banks.

I know you all work together, and that is really essential, that
you do work together if we are going to overcome and to end some
of the deceptive practices that we have both heard about and we
have written about, our investigation has uncovered, and so forth,
and I am not going to ask you to comment on any specific practice
of any specific institution for obvious reasons.

Is it possible that you could, working together, end that, or fill
that gap in our regulatory regime, in the oversight that you carry
out, because the SEC doesn’t generally regulate banks and the
bank regulators don’t generally regulate accounting practices or en-
sure accounting financial statements, we have got that gap. Unless
we have our regulators working together, we are not going to be
able to deter. We may be able to, on a case-by-case basis, get to
a problem in terms of punishment after the fact, but in terms of
examining the books of financial institutions, we are not going to
be able to do the deterrent work which is usually available in most
regulatory bodies. We need a deterrence program.

I would like you to react to the following approach. First, that
the SEC issue a clear policy statement, that the SEC would take
enforcement action against financial institutions which aid or abet
a client’s dishonest accounting, or, of course, if they participate in
a deceptive structured transaction. We know the SEC has the au-
thority to go after aiders and abetters, but what I am suggesting
here is not just a case-by-case going after an aider or abetter, but
issuing a clear policy statement that the SEC would take enforce-
ment action against financial institutions if they aid or abet a cli-
ent’s dishonest accounting or participate in a deceptive structured
transaction. Now, that would be the SEC side of the two-step ac-
tion which I am suggesting.
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The second step would be by the bank regulators, here, informing
the banks that violation of that SEC policy which I have just de-
scribed would constitute an unsafe and unsound practice. That
would enable bank examiners to take appropriate action during
regular bank examinations.

If the SEC issues a clear policy statement relative to aiding and
abetting by the financial institutions and if then the banking regu-
lators as part of their regular bank examination let the financial
institutions understand that a violation of that SEC policy, in turn,
would constitute an unsound and unsafe practice, we then will
have addressed this gap which exists, which I think most people
would agree should somehow or other be filled.

So I am wondering whether or not I could get a reaction from
our three witnesses today to that, and if that is something which
needs to be looked at, fine. If there is a different approach where
you can join together to fill this regulatory gap, then we would wel-
come your comments on it. Let me take you in the same order that
I called on you before. Mr. Spillenkothen.

Mr. SPILLENKOTHEN. Mr. Chairman, I think if the SEC had a re-
quirement that said a certain activity was a violation of securities
laws or a violation of the law or securities regulation, then I think
it would be the responsibility of bank regulators, if they found a
situation that was a violation of an SEC rule, to take action, to
deal with that, take enforcement action or refer to the SEC.

So I would, again, without having had a chance to work this
through entirely—I am not a lawyer—but if an activity is clearly
stated, if an activity is a violation of a securities law or regulation
that the SEC has established or that is established, then I would
think banking regulators would have no difficulty in taking steps
when they found a violation. Obviously, you still have to make a
judgment as to whether the organization is violating the law. But
if the clear established rule is that a certain activity is a violation
of the law, then the bank regulators would take an action it would
be unsafe and unsound to violate securities law.

Senator LEVIN. This would be part of their bank examination, or
it could be part of their routine, regular bank examination?

Mr. SPILLENKOTHEN. If we found a violation of a securities law,
we should take action or refer to the SEC in the course of our ongo-
ing supervisory process, yes.

Senator LEVIN. You say law. My reference and my question was
to either a law, regulation, or a policy clearly stated by the SEC
as to what action they would take if they found certain activities.
So I tried to identify the word “policy.” Now, it can’t just be general
and it can’t just be oral. It would have to be a clearly stated en-
forcement policy of the SEC, obviously, but would that do it or does
it have to be a regulation?

Mr. SPILLENKOTHEN. I am not a lawyer, sir.

Senator LEVIN. OK. If you could just take that back to your law-
yers, I know they are waiting for work and will welcome the ques-
tion. [Laughter.]

Senator LEVIN. Mr. Roeder.

Mr. ROEDER. If the SEC issued a policy statement as you indi-
cated, I think from our standpoint, a bank that would violate that
statement, we would consider that an unsafe and unsound practice,
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because as Mr. Spillenkothen indicated, we expect banks to obey
and comply with law.

If we, in our examination process, detected noncompliance with
that statement, in addition to referring that matter to our col-
leagues at the SEC, our own current enforcement authorities allow
us to initiate action against an institution ourselves for unsafe and
unsound practices. So I think what you propose is workable.

Senator LEVIN. Thank you. Ms. Nazareth.

Ms. NAZARETH. I think to a large extent, what the Commission
does is consistent with the spirit of, I think, what you are looking
to achieve. Our enforcement actions are all settled pursuant to SEC
orders that are very highly negotiated and contain, I think, very
clear articulations of what is the Commission’s position with re-
spect to the activity, and as you know, we have a—one reason why
people find it particularly painful to have had an enforcement ac-
tion with the SEC is that we really name and shame. We are quite
public in these actions in terms of making public what the activity
was and what the Commission’s articulation of the issue was.

In the cases that you are discussing, those cases would be
brought under our general anti-fraud authority. I think that, in
general, our position is that we want it very clear—in other words,
we would want to make it very clear to people, as we have in some
of our recent aider and abetter cases, that there is aiding and abet-
ting liability for this type of activity. You can see the specific exam-
ples in those cases as to what resulted in aider and abetter liabil-
ity.

But we, frankly, by not putting out a specific policy statement,
we don’t limit the context or the fact patterns in which we could
find that activity to be violative, which I think is important. We are
careful not to find ourselves in a position, I think, where ultimately
someone could say, well, what I did was technically around the
edges of your policy statement. Rather, I think we leave ourselves
sufficient room so that regardless of how imaginative some of these
schemes can become, that we will be on all fours in being able to
bring a case against the parties.

But again, that having been said, I think the language is quite
clear in these enforcement orders and would provide sufficient
guidance to other regulators to ascertain what we had found to be
a legal activity, and I suspect as a result of all of this, all of us
at this table and other regulators, as well, will be thinking through
our own, as we have testified, our own examination procedures in
terms of the kinds of activities that we will be looking for, the
kinds of internal procedures that we will expect these entities to
have in order to ensure that they are not engaging in these types
of activities.

Senator LEVIN. Would you take up with the SEC the suggestion
that you adopt a policy statement relative to types of special pur-
pose entities or structured transactions which you would consider
to be improper? The advantage of that, obviously, is the one that
I set out, that then the banking regulators would have not just the
case-by-case results from your shop, but would have a policy state-
ment which could appear prospectively. They wouldn’t have to just
interpret from a case or a finding in a specific case from a different
agency, but they would have a policy statement of that agency.
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I think if you would be willing to take that back, that idea back,
it also could contain within it a statement that your enforcement
actions are not limited to those particular examples of practices
which you would feel to be deceptive or not reflective of good ac-
counting practices. You could make that clear that those are simply
examples and don’t represent the total universe of what your en-
forcement actions might be.

But if you could at least consider taking that kind of action, it
would, I believe, be an important step to filling what is a real gap,
and that is the gap which I have identified, which is that SEC gen-
erally doesn’t regulate banks and that banking examiners generally
don’t do—generally don’t look for the kind of things that you look
at in public corporations in terms of their financial statements. So
would you be willing to do that?

Ms. NAZARETH. Yes, of course, I will take that back.

Senator LEVIN. Let me turn now to Senator Bennett for a time.

Senator BENNETT. Thank you, Mr. Chairman. I apologize to the
members of the other panels that I missed. I had a longstanding
lunch engagement that I felt I had to keep, but you are still going
forward, so I appreciate the opportunity to be back here.

One of the things that has come out of all this is a recognition
that contrary to general impressions, accounting is not an exact
science. Indeed, accounting can be quite philosophical.

My brother, who taught philosophy at the University of Utah, de-
scribed getting acquainted with the new head of the accounting de-
partment at the University of Utah and the two of them would go
to lunch together and discuss the philosophy of accounting, and in-
terestingly enough, this fellow, whose name I do not know, was ul-
timately asked to leave the University of Utah because his philos-
ophy of accounting was sufficiently upsetting to other members of
the faculty, that even though his recruiting had been considered a
great coup by the university at one time because he had something
of an international reputation, it didn’t mesh culturally with the
other members of the faculty and he was ultimately asked to teach
someplace else.

I think the average person on the street thinks of accounting in
the same terms as he does balancing his own checkbook or filling
out his tax return and doesn’t realize that there are all kinds of
different ways that you can account for economic activity and all
kinds of justifications that can be raised and defended for these dif-
ferent approaches.

So the challenge that you face as regulators is not just one to
make sure that the checkbook balances and all the numbers add
up, but that the philosophy, if I can use that term, that is being
applied will, in fact, be the clearest statement of what things really
are.

In the Banking Committee, we have had long and sometimes ac-
rimonious debates about accounting in mergers and acquisitions, of
whether you do it on a pooling basis or a purchase basis, and those
that favor pooling insist that philosophy of accounting is respon-
sible for the boom of the 1990’s, and those that favor the purchase
basis insist that pooling is a shell game that is hiding real value.

The question that the Chairman of the Banking Committee, Sen-
ator Graham, raised, was is there really a depreciation of the value
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of some of the intangible assets? For example, does the reputation
of Coca-Cola really go down to nothing over a 40-year period? Does
the value of the Coca-Cola formula depreciate over time that can
show up as a number on the income statement or in the balance
sheet? And we debated that with all of the fervor of medieval
theologians discussing how many angels can dance on the head of
a pin.

I would like your reaction to the following that has come to me
as I have listened through all of this and contemplated the true
disaster that Enron represents. It was a disaster for its employees
and a disaster for its shareholders, but as I have reviewed the tes-
timony of Muriel Siebert, it was also a disaster for the system as
a whole and shook investor confidence in the entire American sys-
tem in a way that we are still living with.

You can manage earnings. That is a phrase that has come out
of the whole Enron experience, that executives are managing earn-
ings so that they will meet the numbers that the analysts have pro-
jected. I have been the CEO of a company and I know how, very
rudimentarily, how to do some things to produce that result, how
to put a particular loss in this quarter as opposed to next quarter,
how to set up reserves that are perfectly legitimate, but you set
them up in such a way as to manage how much money shows up
on the bottom line. You can’t manage cash flow. The cash is either
in the bank or it is not. You can’t fudge that one.

As we are debating what to do about the economy in the next
year, one of the proposals that is on the table has to do with the
deductibility or tax treatment of dividends, and it has occurred to
me that if we were to make dividends tax deductible or tax free to
the individual investor who receives them, the investor would,
therefore, have an incentive—economics is all about incentives—
have an incentive to purchase a stock whose return could rival that
of municipal bonds.

Management would have a very difficult time managing the divi-
dend flow, managing the cash flow that would make it possible to
pay dividends. It would be much more difficult to try to manipulate
market perceptions of your company if you had to come up with the
cash every quarter to maintain your dividend payment in order to
maintain your stock price, and that would change the incentive on
the part of the CEO very dramatically.

Instead of going into his CFO and saying, “Find me an offshore
special purpose entity that I can play with and pretend I have cre-
ated earnings,” the CEO would go to his operational leaders and
say, “Find me a place where I can get a little more cash so I can
meet my dividend so that my stock price won’t be hurt if the divi-
dend is cut.”

In today’s market, it is considered a sign of weakness if a com-
pany pays dividends. I remember speaking to a CEO of a company
that was awash in cash and saying to him, why don’t you pay some
dividends, and he said, “If we paid dividends, it would be an admis-
sion that we were not in a position to earn more money for our in-
vestors’ dollars within the company than they could earn with
after-tax dollars investing it themselves, and we don’t want to
admit that we are not good enough managers to do better with
their dollars keeping them here as pre-tax dollars than we would
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be if we gave them the money and then they had to pay taxes on
it and then they could get a still better rate of return.”

Now, I know this is economic policy. I know this is part of the
tax debate. But thinking of it in terms of a corporate governance
issue as opposed to a tax issue, do you see any change in corporate
behavior if dividends were tax-free to the recipients and, therefore,
corporations had a strong incentive in terms of the impact on their
stock price to accumulate enough cash, not phony accounting activi-
ties, cash, to be able to pay out dividends?

I would appreciate any reaction you might have. This is a little
bit afield from what we have been talking about, but it is very cur-
rent in what we will be talking about in January and it has come
to my mind as I have tried to think my way through Enron and
what could have been done to prevent it. If the Enron executives
had had an incentive to meet genuine cash responsibilities, they
would probably not have engaged in some of the very high-risk ac-
tivities that they did engage in. I would like your reaction.

I have caused all three of you to look at each other and smile.
I won’t interpret that as being, this Senator is completely out of his
mind, but a more benign interpretation, but whoever might want
to take it.

Mr. SPILLENKOTHEN. Well, Senator, you are right, this question
is beyond my bailiwick as a mere bank supervisor, so I don’t have
a good insight there. I think your point about accounting being not
science certainly is a true one and I think that—but we would
argue as a bank supervisor that banking organizations and private
sector firms still have an obligation to get the accounting right.

Senator BENNETT. There is no question about that.

Mr. SPILLENKOTHEN [continuing]. An obligation to get it right,
and speaking as a bank supervisor, I am very strongly supportive
of efforts by the Financial Accounting Standards Board, by the
Congress in establishing reforms. We think the progress on getting
the Auditor Oversight Board set up and getting that process work-
ing to provide more discipline to the accounting profession are all
very good things and they are very critical for bank supervision.

So I don’t have an opinion on your original point, but getting the
accounting right, bringing discipline to the accounting profession,
bringing to bear some of the reforms that this Congress has estab-
lished, the oversight board for accountants, the Auditor Oversight
Board, the reforms that the FASB is trying to do, the steps that
the SEC has been taking to improve disclosure and accounting are
very critical to our role as bank supervisors.

Ms. NAZARETH. I feel like it is a trick law school question.

Senator BENNETT. Not at all. I am unburdened with a legal
education——

Ms. NAZARETH. Excellent.

Senator BENNETT [continuing]. So you can go in any direction
you want.

Ms. NAZARETH. Well, I can assure you, a legal education doesn’t
necessarily bring you to the right answer.

It is not clear to me as a lawyer and as a securities regulator
what the consequences of that would be from a corporate govern-
ance perspective. I really haven’t had time to think it through.
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I think what it is fair to say, though, is that I think we do need
to continue to think creatively about ways that we can appro-
priately incent companies, incent boards of directors, to act in the
best interests of shareholders, in the best interests of their corpora-
tions and their businesses, and to account for their activities in ap-
propriate ways. And so, certainly, that is a creative idea that we
could consider, as well as others, to get to that desired goal.

Senator BENNETT. As I say, economics is about incentives, and as
I have gone through the Enron disaster, I realize there was a
strong incentive in terms of the stock price to, again the phrase I
mentioned this morning, be aggressive in reporting earnings, a
strong incentive in terms of the stock price to find every possible
way within the law, if you were determined to abide by the law,
or outside the law if you were of that mind, to account for earnings
in a way that would inflate them and hope that somehow the real
business would catch up with that later on and you wouldn’t get
trapped.

But I am old enough to have come from the school that says you
manage the business properly and the earnings take care of them-
selves, and ultimately, they take care of themselves in the terms
of money in the till. If you could share that money with your inves-
tors without their having to pay the double taxation on it, that be-
comes an incentive to move in the other direction. I won’t berate
that hobby horse any further. We will have debate about that.

Mr. Chairman, I appreciate your indulgence. I noticed going
through Mr. Spillenkothen’s statement, his statement more clearly
than I made it this morning on an issue that came out of this
morning’s comment, where he says banks should not be held le-
gally responsible for the judgments, actions, or malfeasance of their
customers, nor should they be required to second guess their cus-
tomers’ accountants, tax, or legal experts, or police their customers’
activities. Such an expectation would require, inappropriately,
banking organizations to assume management responsibility for
their customers and place potential legal liability on banking orga-
nizations that would compromise their ability to perform their role
as financial intermediaries or threaten their safety and soundness,
and that is the point I was trying to make this morning, sir, and
you have made it more eloquently.

But you say in the next paragraph, as we all agree, that banks
must not participate in activities of their customers that the banks
know to be illegal or improper, and that is the area that the Chair-
man is looking into, very appropriately.

Thank you very much for your testimony.

Senator LEVIN. Thank you very much, Senator Bennett.

We have all encountered some of the deceptive accounting prac-
tices since Enron in various forms and guises. In one instance that
we discussed today, three senior officials of the investment bank
told the head of the investment bank not to go forward with a
transaction. They used words like it would put the reputation of
the franchise at risk, but nonetheless, they proceeded because
Enron had pressured the bank to go forward.

So you have got client pressure, you have got competition pres-
sure, and in the last few years, banks have begun competing for
business on the basis of who can sell the product that makes the



85

client’s financial statement look the best, and that is the race to
the bottom. So our banks and our security firms need accurate fi-
nancial statements, but too often, instead of promoting honest ac-
counting, they have been sold and are selling products that produce
dishonest accounting.

I just really need a good, clear statement from our regulators,
because you are at the top of your professions, that this is unac-
ceptable, that our financial institutions have got to stop facilitating
accounting deceptions, they have got to stop helping clients manip-
ulate their financial statements. I would ask you for a clear state-
ment of that without commenting on any specific case.

Mr. SPILLENKOTHEN. Mr. Chairman, I think in my statement I
indicated that we do not think banks should engage in borderline
transactions because they can pose operational and legal risks to
the bank and they can also expose the bank to risks and ultimately
risk to the depositors and the insurance funds. So we do not believe
banks should engage in borderline transactions.

Ms. NAZARETH. I concur with that statement, as well.

Mr. ROEDER. And I take no disagreement with that.

Senator LEVIN. Now, when it comes to the area of structured fi-
nance operations at banks and security firms, the question is how
do you separate the legitimate from the illegitimate. There are ob-
viously some legitimate purposes, as we have all indicated, for
structured finance operations, but there are some clearly illegit-
imate uses to which they have been put, where there is no business
purpose, where all they have been used for is to try to turn a loan
into income or to try to pretend that there was an asset sale when
there wasn’t, there was a loan, where you have this kind of decep-
tive structure which is created.

We have got to, if we are going to restore confidence in these fi-
nancial statements, we have got to be able to identify, describe
what separates the wheat from the chaff when it comes to these
structured finance operations. Would you be willing to conduct, or
take back to your agencies the suggestion that there be a joint re-
view of structured finance operations at banks and security firms
in order to identify the ones which are promoting deceptive ac-
counting and to distinguish them from the legitimate uses of these
structured finance operations? Would you be willing to take that
suggestion back about such a joint review? Let me start with you,
Mr. Roeder.

Mr. ROEDER. I think we have to absolutely work together, and,
of course, do so around the ongoing matters under review or inves-
tigation within our agencies.

One of the difficult things, as you mention, is separating good
from bad, especially considering the large number of transactions
that these banks conduct. Fortunately, the transactions that we
have talked about today are, we believe, limited in banks.

In addition, the life of some of these transactions is very short,
so the scope and how you might go about conducting that review
would clearly be something we would have to spend time talking
about. We are all faced with limited resources, so I think you have
to bear down on those things that are very complex and assess the
reforms that the banks have adopted and try to determine how you
could extract best practices in hopes that would lead us to maybe



86

a better differentiation between what is appropriate and not appro-
priate. But I think a coordinated review, as long as it doesn’t
interfer with our current reviews, is sensible.

Senator LEVIN. Ms. Nazareth.

Ms. NAZARETH. I think that there are a number of lessons that
we are going to—that will ultimately emerge from this period and
I think it would be incumbent on all the regulators to look back
on this after we have completed all these enforcement investiga-
tions and see what the lessons learned are.

Certainly, I think we will be much more knowledgeable about the
types of transactions that were problematic. I think we could share
information on that, and perhaps with assistance from the various
auditing and accounting groups who assist us in these efforts, per-
haps we could try to give some guidance for terms of what we saw
that was problematic.

Senator LEVIN. Thank you. Mr. Spillenkothen.

Mr. SPILLENKOTHEN. Thank you, Mr. Chairman. As I said, the
Federal Reserve is actually reviewing a handful of organizations
that are engaging in these transactions, so we are involved now in
a review of these transactions. We are consulting with our col-
leagues at the OCC and the SEC in this process, so we will con-
tinue that.

As I indicated, we will, after this process is finished and we have
had a chance to assess our results, consider the need for additional
supervisory guidance to our examiners or to the industry. We will
consider the need for additional sound practice guidance in some
of these procedures that the banks are putting in place. I think the
banking organizations themselves have recognized, as they have in-
dicated to you, that they need to revise their internal controls and
vetting processes.

So we are engaged in a review and we will consider, after that
review is done, whether we need to provide additional supervisory
guidance or sound practice guidance in this area.

Senator LEVIN. What is the time table for that review?

Mr. SPILLENKOTHEN. Hopefully in the next weeks and months. I
don’t know exactly. We have got a lot of people doing a lot of
things, but we are attempting to get this done.

Senator LEVIN. Do you expect perhaps in a few months, it would
be done?

Mr. SPILLENKOTHEN. I would hope so.

Senator LEVIN. Do you think it is likely that you will be issuing
some guidance which we could, or you could label as being guid-
ance that was contributed to by the other regulatory agencies?

Mr. SPILLENKOTHEN. Well, we would certainly coordinate with
the other agencies. We also need time to make our own assess-
ments, and I think I should also point out that whatever we do,
we would have to go to our oversight board and make an evalua-
tion of all this. But we certainly would do this in coordination with
the other regulators.

Senator LEVIN. One of the recommendations we will be making
in our report is that there be that kind of a joint review so that
we can have that kind of guidance come from not just the Fed, but
from all of our regulatory agencies working together. It would be,
I think, a very important step in what we are trying to accomplish.
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Some time ago, if you could take a look, Mr. Spillenkothen, at
the exhibits—let me see if I can find the number here—Exhibit
370.1 I think we shared this with the folks at the Fed some time
ago. This was an e-mail back in 1999 that is dated March 5, 1999,
and it is entitled, “Disguised Loans.” It says that we are making
disguised loans, usually buried in commodities or equities deriva-
tives, and I am sure in other areas. With few exceptions, they are
understood to be disguised loans and approved as such, but I am
queasy about the process.

And then the employee of Chase listed a number of concerns, and
one of which he said was he worried about loans that escape rou-
tine transparencies. The loan is buried in the trading books, and
when we say we have X loans to Country Y, it is not included. And
then he says further down, as a policy matter, I think we need a
small task force to not eliminate disguised loans, but to make sure
they are done right.

I am wondering if your staff at the Fed has talked to you about
it, are you aware of it, and whether anyone has talked to Chase
about that.

Mr. SPILLENKOTHEN. Mr. Chairman, I——

Senator LEVIN. It does address a safety and soundness problem.
When a bank evaluates risk, how much of its money is tied up in
a particular country or company or currency, how does it take into
account all the loans disguised as energy trades or derivatives or
asset sales and so forth? How do you do a risk analysis when you
are missing important transactions? Are you familiar with this
particular:

Mr. SPILLENKOTHEN. Not in detail. I think because we are re-
viewing these transactions, I really can’t discuss specific questions.

Senator LEVIN. All right, fair enough.

Mr. Roeder, your office at the OCC oversees about 2,000 national
banks, and you stated in your prepared testimony that complex
structured transactions such as those entered into by Enron are
generally offered at only a small number of large banking compa-
nies. About how many banks are we talking about?

Mr. ROEDER. Our review would indicate fewer than ten.

Senator LEVIN. So that the banks that would require extra scru-
tiny on structured finance would be a small population?

Mr. ROEDER. There are a number of institutions that offer very
standard structured finance products and services. The most com-
plex products tend to be concentrated in fewer than ten institu-
tions. So, yes, it is not something that we have found to date to
be widespread.

Senator LEVIN. Therefore, I presume that makes the regulatory
burden a little narrower in terms of the targets?

Mr. ROEDER. It helps, yes.

Senator LEVIN. One last document.2 This was a Chase document,
too, in which it was back in 1998 selling or pitching prepays and
used the term “balance sheet-friendly.” I take it you would all
agree that our balance sheets should be accurate, neither friendly

1Exhibit No. 370 appears in the Appendix on page 701.
2 Exhibit No. 369 appears in the Appendix on page 687.
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nor unfriendly, but accurate. Would that be a fair statement, Mr.
Spillenkothen?

Mr. SPILLENKOTHEN. That is a fair statement.

Senator LEVIN. Ms. Nazareth.

Ms. NAZARETH. Yes.

Senator LEVIN. And Mr. Roeder.

Mr. ROEDER. Absolutely.

Senator LEVIN. OK. Let me close by thanking you all. It has been
a long day, but we have learned a lot. A lot of practices which we
believe are deceptive have been analyzed. Some of our leading fi-
nancial institutions, in our judgment, helped Enron cook the books,
and the safety and the soundness and the vitality of our financial
system depends on honest accounting and accurate financial re-
porting. So we need these banks that are the guardians and pro-
moters of honest accounting to be that and not willing accomplices
in accounting deceptions.

We have heard testimony today which is extremely troubling
about the extent of financial deceptions that Enron and its banks
engaged in. The banks say that they recognize the problems now.
They are changing the way in which they do business, and they say
what was acceptable a year ago is not acceptable today. Hopefully,
they will take the actions that are promised.

But we simply cannot rely upon self-regulation and promises. We
need our regulators to step in, ratchet up efforts to ensure honest
accounting, and put an end to banks assisting their clients to
produce deceptive financial statements.

The gap now in the regulatory oversight area needs to be closed,
the gap that exists because the SEC does not generally regulate
banks and the bank regulators don’t generally look at accounting
practices or ensure accurate financial statements. We need to con-
tinue the effort to get regulators working together, of course, pun-
ishing wrongdoers on a case-by-case basis, but that is not enough.
We need to design a new deterrence program.

It needs a lot of work. Steps need to be taken together by our
regulators, our watchdogs. I have outlined a couple steps that I
thought would be useful, and we welcomed our witnesses’ willing-
ness to take those suggestions back to their agencies. We will make
those suggestions, as I indicated, part of a Subcommittee report
based on our staff investigation and our staff report.

It would be very helpful if the SEC would issue a clear policy
statement, that the SEC will take enforcement action against fi-
nancial institutions that aid or abet dishonest accounting by a cli-
ent. At the same time, we need bank regulators to tell banks that
violation of such an SEC policy would constitute an unsafe and un-
sound practice, which would then enable bank examiners to take
appropriate action during regular bank examinations.

A comprehensive joint review, such as apparently is being under-
taken by the Fed, would be very helpful if it is a joint review of
the structured finance products that are being sold or participated
in by our financial institutions so that we can clearly separate the
products and the structured finance arrangements which are decep-
tive from the ones that serve a legitimate financial and economic
purpose.
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The short story is that we need to send our financial firms, some
of which are the most renowned firms in the world, much less in
the country, we have got to send them an unmistakable message,
that while we welcome their self-regulation and their growing
awareness of what they participated in, willingly or unwillingly,
wittingly or unwittingly, the message has got to be that touting
balance sheet-friendly deals that allow clients to hide debt or to re-
port deceptive amounts of cash flow or earnings are simply not
going to be tolerated. Our financial institutions must be part of the
restoration of credibility by helping us to return to that good old
fashioned honest accounting.

We all look forward to working with the banking industry and
the regulators to get that message out and to establish that deter-
rence program that is needed to prevent future calamities, such as
Enron.

We again thank all of our witnesses here today. We thank our
last panel for your patience, for your contributions, and most im-
portantly, for the day-to-day work that you are engaged in and
committed to, in which we place so much faith, that you will take
aggressive actions against wrongdoers where you find them and
that you will help us design a deterrence regime and a procedure
so that we can deter wrongdoing in the future.

With that, we stand in recess.

[Whereupon, at 3:17 p.m., the Subcommittee was adjourned.]






APPENDIX

Opening Statement of Charles Prince
Before the Senate Permanent Subcommittee on Investigations
December 11, 2002

Introduction

Thank you Mr. Chairman and members of the Commitiee.

My name is Chuck Prince. Since September of this year, | have been Chief
Executive Officer of Citigroup’s Global Corporate and Investment Bank. Before that, |
was Chief Operating Officer 6{ Citigroup, and have been‘with the company or its
predecessors for thé past 23 years. | apprsciate the opportunity to appear before you to
discuss these important issues aﬁd commend you on your determination to understand
how and why a Fortune 10 cof‘npaﬁy like Enron could unravel so quickly and to such
devastating effect. The collapse of that company has been a disaster for thousands of
people -- employees, investors and others -- and making sure that similar events do not
happen again is a critically important objective that we share.

The last year has been a challenging one on Wall Street. Industry practices that
were standard operating procedure for years have come under shamp sé:rutiny by
Congress, regulators and investors. Many of these practices have been changed and
others are in the process of changing. Aﬁhough it has not always been pleasant, we
believe it has-been a useful and largely constructive process. For our part, we want to
be at the forefront of change, setting a slandérd for integrity and professionalism in our
industry. This has become a guiding mission for the senior managemént ofb our entire

organization.

(91)
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Enron and its aftermath has, indeed, peen a catalyst for change in our industry
more generally, and we recognize thaf while we have sought a leadership role, many
other financial institutions are examining their own ways of doing business and making
cﬁanges. ‘And, of course, legislators and régulators have been and continue to be
critical drivers of the reform process.

Pan of our process of self-examination i'\aé included the recognifion that we have
engaged in certain activities that do not reflect the way we believe businéss ought 1o be
done going forward.

Let me be clear: | believe that the Citigroup professionals involved with these
transactions actea in good faith and understood these transactions to comply with the
existing law and prevailing standards of the time. But let me be equally clear: good faith
and legal compliance are no longer the issue as far aé 'm concemed. Even assuming
that these transactions were entered into in good faith and were entirely lawful, they do
not reflect our standards and they would not happen now, at Citigroup. The facts that
have been uncovered about Enron and other companies show us that opaque
transactions like those Enron sought to take advantage of do not serve the interests of
the capital markets and clearly do not serve the interests of institutions like ours,
because they undermine our crédibility with investors. Our credibility IS our most

: important asset.

Recognizing the problems our industiy faces, we have worked diligently to
develop new practices and policies reflecting the lessons we've learned. When Sandy
Weill asked me to take the helm at the GCIB three months ago, he gave me a mandate

to accelerate the process of reform and change that was already underway in that
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business. Before tuming to the specific arena of structured finance that is the focus of
this hearing, 1 think it would be usefﬁl for me to briefly outline the broader reforms that
Citigroup has faken a leadership role to institute.
Citigroup’s Recent Reforms

In facing a variety of industry-related challenges, Citigroup has instituted a

number of leading reforms:

= Strong dee of Condugct -- Citfgroupfs Board of Directors recently approved an
updated .and strengthened Code of Conduct for all employees. In addition, _much
earlier this year, we fnitiated a complete review of our compliance and
governance that has alréady resulted in si'gnifi;:ant changes.

- Expensing stock options - Citigroup was among the first of the major financial
institutions to adopt the proposal to expense stock options.

= Pension reform -- Citigroué has taken steps so that, by year end, Citigrpup‘;
pension will be fully funded.

.= Independent research

o We were the first major firm to voluntarily adopt the Spitzer Principles to
insulate equity research from investment banking.

o We were the first major f.irrﬁ to adopt the SEC's proposal that analysts
certify their research, putting the requirement into place immediately after
it was proposed.

o We were the firsf, and so far the only, major firm to structurally separate
research from investment banking by moving it into a new independent

business unit, headed by Sallie Krawcheck, former CEO of the research
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firm Sanford A. Bemnstein and a leading voice oh analyst independence.
This structure ensures the independence of research from investment »
banking.

o While we continue to work with the industry and regulators on reforms'
designed to protect the independence of research, last month we
unilaterally adopted interim policiés géverning the ways that research
analysts may interact with investment bankers. These poﬁcie_zs prohibit
analysts from attending investment banking pitches or road shows, and
include other significant limitations on the circumstances in which énalysts
and bénkers may interact, as well as géte keeping procedures to monitor
those interactions.

Ongoing review of business practices -- We have established & new corporate-
l'evel Business Practices Committee to ensure that all business practices are
donsistent with indusiry leading standards.

Corporate governance -- Our Board formed a new Nomination and Govemance
Committee chaired by Frank Thomas -- our longest serving independent board
member and the former President of the Ford Foundation -- to ensure continued
focus on the highest stanﬁards of corporate govemance. .
Auditor consutting -- To avoid even the appearance of conflicts, Citigroup does
not use its outside auditor for consulting. Qur auditor only provides audit, audit-
related and tax services.

Control processes -- We have strengthened an already robust control

environment by, among other things: establishing a Business Practices
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Committee specifically for the GCIB and requiring that our Capital Markets
Approval Committee (CMAC) periodically report to that Committee on
transactions it reviem'fs; expanding the jurisdiction of the CMAG to cover all
‘complex transactions that raise accounting issues; requiring formalized appréval
of the creation of new legal vehicles, including Special Purpose Vehicles, as well
as enhanced review of transactions involving the use of SPVs; and establishing a
rigorous policy governing tax sensitive transactions.

Structured Finance -- The Transactions at Issue

Let me tum now to the_ issue of structured transactions that is the fécus of today’s
hearing and was the focus of the hearing you held, Mr. Chairman, on July 23 of this
year. As | hope you will agree when | discuss the reform initiative we announced just
two weeks after that hearing, at Citigroup we heard you and we took appropriate action.

First, though, let me say a few words about the specific transactions under
review. While | believe our people acted in good faith, | think it is fair to say that we
never anticipated -- no one ever anticipated -- that a financial intermediary would be
criticized for the accuracy of the accounting treatment that a Fortune 10 company gave
to its transactions with the exﬁress approval of a then-highly respected Big Five
accounting firm. At the time we entered into these transactions, we never imagined --
no one ever imagined -- that Arthur Andersen wouldn't exist a year later or that a failure
of ethics would have destroyed Enron, a company ranked 18th on the list of Fortune
Magazine’s Most Admired Cohpanies for the year 2001. But we all leamed something -
- that reliance on public accountants or a company’s widely held excetlent reputation

has important limits, particularly in the face of corporate malfeasance.
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Structured Finance ~ Citiqroup’s Reform

To say that our professionals acted in good faith and in ways they believed to be
appropriate is not to say that we consider a business-as-usual approach to be an
acceptable .prescripﬁon going forward. On the contrary, we concluded in the days and
weeks following your July 23 hearing that we ﬁeéded to act, even in the ébsence of
industry or regulatory abtion, and that the best way fo protect both invéstors and our
own reputation with regard to the kinds of transactions that appropriately concern this
Committee was 1o Insist on transparency. The regulators h'ave recognized the same
principle, and indeed last January recommended guidance for the disclosure of off
balance sheet and related transactions. But, in the absence of any mandatory rules, we
recognized that we needed to play a leadership role by requiring-companies with whom
we did business to make clear, straightforward disclosure of the impact of structured
financings and related transactions.

Accordingly; on August 7, Citigroup announced a new transparency policy,
saying, in essence, that from that day forward, Citigroup would execﬁte material
financing transactions for companies that were not going to be recorded as debt on their
balance sheet if -- and only if -- the company agréed to disclose >the net effect of the
transaction on its financial condition. We announced this “net effect” rule for twe
reasons -- first, to encourage companies to account for financin§s ina transbarent _
manner so that investors can adequately assess the net effect of the transaction on the
financial condition of the company, and second because we sirﬁ'ply did not wish to be a

party to transactions that fail to meet a high standard of transparency. Under our net
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effect rule, the transactions at issue in today's hearing would not and could not have
happened at Citigroup unless Enron had made clear, detailed dis.closure o investoré.
We simply would have refused to do these transactions without a commitment to make
such disclosures.

The Policy. Our policy is based on a few key principles. First, it applies to any
material structured of complex financing transaction of the sort this Committee has been
concerned about. In determining whether the policy applies to a given transadion, the
economic reality - not just the form of the transaction -- is critical.

Second, the required disclosures include, among other things, k1) management's
analysis of the net effect of the transéction on the fjnancial condition of the company; (2)
the nature and amount of the obligations; and (3) a description of events that may cause
an obligation to arise, increase, or become accelerated. Examples of appropriate
disclosures might include: the transaction amount, the ferm (including the economic
features that could shorten the maturity, s@ch as step-ups, ratings triggers, ot events of
default), any recourse, and thé effect on assets, liabilities, net income, earnings pe.r
share, casﬁ flow or other significant balance sheet items. The precise elements of the
required disclosure will vary depending on the transaction.

Third, Citigroup will obtain the client’s written commitment that disclosure of such
transactions in the client’s relevant public filings will fairly present the transaction’s
financial impact. If we dq not receive this commitment, we will not do the deal.

Foimh, Citigroup will d§ these transactions only fof clients that agree to provide
the complete set of transaction documents to their chief financial officer, chief legal

officer and independent auditors. {f there are any oral assurances from the clientin
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connection with any transaction that Citigroup believes may give rise to accdunting or
disclosure igsues, these hav.e to be documented and then included with such
transaction documents.

Fifth, key decisions, such as whether the policy requires additional disclosure in a
pahicular transaction, are made by senior management from our Accounting Advisory,
Legal and Risk Management control functions; acting together. If the senior managers
of our control functions do not approve a proposed transaction then, very simply, that
transaction will not go forward. Concems about accounting or similar matters must be
fully resolved and documented if a transaction is to go forward. 1 am committed to
making sure that our new procedures are fully obsérved. Inorder to do that, we are
enhancing our decisicn-making process so that, at every step, decisions are
documented and our internal audit group can review and yerify compliance with our
procedures. l

Implerﬁentation. Promptly after Citigroup announced this transparency policy,
we erected what amounted to a roadblock for each structured finance and related
transaction to see whether it was the kind of transaction ihat would not be reflected as
debt on the balance sheet, and should therefore be specially disclosed to the
cornpany's investors. None of these fransactions was permitted to go fbrward unless it
was submitted to a rigorous examination proéess by a working group composed of top
management from Financial, Legal and Risk Management control func’ﬁons; This
process, while initially cumbersome, served both to ensure that the policy was

‘ implemented imme‘diately upon its enactment and to educate the business units about

the details of the policy. As we move forward, we are continually adjusting and fine
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tuning the process to_allow for more efficient, but equally rigorous, review. We are now
preparing_ to launch a training program that will be based on our experience so far and
informed by the SEC's new proposed disclosure rules.

We recognize, of course, that our execution will not be perfect. We are feeling
our way, seeing what works, discoveﬁng the challenges of applying a policy like this to
an enomous range of complex transactions. Leaders, by definition, move in uncharted
territory and will make some mistakes.

But I am quite encouraged by what | have seen so far - by the seriousness and
intensity with which Citigroup professionals are grappling with this new policy, from the
transactional people on the front lines to the most sénior managers of our company. It
has already made a measurable difference in the kinds of deals we are doing or

declining to do and in the nature of the disclosure clients are making.

SEC’s Proposed Disé!osure Fh_:lg§_

Of course, our unilateral initiatives do not satisfy the need for & strong,. -
independent accounting profession and for clear regulatory guidance. In this regard, we
were pleased that the Sarbanes-Oxley law takes a number of important steps, such as
requiring auditors to give up ce_rtain consulting duties in light of their potential to create
at least the appearance of a conflict of interest, and mandating new SEC rules on the
periodic reporibing of off balance sheet transactions, which were just released in
proposed form by the SEC last month.

We embrace the SEC’é proposed rules. They are properly directed at public
companies and issuérs, since the legal disclosure obligation belongs to them, not to

financial intermediaries. The SEC’s proposed rules follow earlier guidance from the
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SEC on this subject, issued last‘January, which Citigroup followed in disclosing off
balance sheet transactions in our most recent 10-K filing. Having done S0, our own
disclosures are now in substaﬁtia! conformance with the SEG's most recent proposals.
We Will, of course, fully comply with the new SEC requirements when the proposals are
finalized. Gre’atertransparen;:y is also important to us as a' lender and underwriter,
since in those roles we necessarily place mucﬁ refiance on financial statements.

The SEC's new proposed rules, when finalized, will supersede one objective of
our net effect rule -- the one aimed at prodding companies to make better disclosure -
because that role appropriately will be played by the SEC, with the more comprehensive
scope a_nd forceful tools that a regulator commands. At the same time, the other
objective of our net effect rule -~ assuring that we don't walk into iransécﬁons that we
would be better off avoiding -+ remains fully in force. We recognize that as a financial
intermediary -- even though the iegal disciosure obligation is not ours -- we have an
active interest in sustaining the credibility of the financial markets, the confidence of
investors, and our own reputation.

Conclusion.

Mr. Chaiman, the world has changed markedly in the past year and is continuing
to change. The collapse of Enron and the turmoil that followed on Wall Street has done
tremendous damage to a great many people and businesses. We recogniie that we
must take real steps to change our ways of doing business and get real results. We
have done this and are continuing to do more. This is not a time for half measures or
foot-dragging or public relations gimmicks._ We at Citigroup understand our role as a
leader, embrace the mandate for change, and subscribe to the goal of effective, far-
reaching reform.,

We appreciate the seriousness and vigor with which you approach these issues,
and look forward to working with yau and your colleagues on these and other reforms.

I thank you and look forward to answering your questions.

10
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Opening Statement of David Bushnell
Before the Senate Permanent Subcommittee on Investigations
December 11, 2002

Mr. Chairman and Members of the Committee, thank you for the
opportunity to speak to you today.

My name is David Bushnell. | ar'r');:‘a Managing Director at Citigroup’s
Corporate & Investment Bank and the héad oj Global Risk Management for the
Global Corporate & Ihvestment Bank _(GC!B). Global Risk Management
functions as an independent control over our business units. it is the
responsibility of my department to ensufe that risks — inciuding market risk,
credit risk, and risks to the institution’é rep_utati_dn — are identified, measured and
evaluated for the GCIB. No extension of credit.is permitted without Risk
Managemént’s approval in accordance with ouf established policies and
procedures. The firm’s risk management,com_r'ninees, including the Capital
Markets Approval Committee, report to me. I am also charged with
communicating to and interpreting for our business units the views of senior-most
management as they pertain to issues of risk.

| understand that the Cémmitfee is interested in diécussing my role in the
Sundance transaction. | look forward té_.ansWering the Committee’s questions

about that transaction. But before | do, | would Ifke to take this opportunity to

explain some of the very signiﬁcam' changes that Citigroup is making in the way

we handle such transactions today.
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As you know, on August 7, Citigrodp announced a new policy regarding
transactions that raise significant accounting or disclosure issues. As chief risk
manager, | have been centrally involved in deyeloping and implementing this
policy. In his testimony, Mr. Prince describes'the key elements of the policy and
our implementation program, The messhge thai | want to convey is that this new
policy is having a real impact on the ground at Citigroup where transactions are
done. A

Every material sitructured or complex financing transaction of the sort this
Committee has been concemed about is being subject to a rigorous review
process. The Capital Markets Approval Commiétee is thoroughly evaluating the
transparency of transactions and is working with our business people to ensure
that in any transaction we do, the client discloses fairly and appropriately the net
effect of the transaction on the compans./"s financial condition. If the client will not
commit to these kind of disclosures, the answer is simple: Citigroup will not
execute the transaction. A

In the months since August 7, we have reviewed dozens of transactions
and we are learning a great deal, This process is helping us fo develop a
uniform approach to assessing, routing, and, where appropriate, approving and
documenting transactions, consistent with the principles of our policy. And, the
policy has élready had a real impact on the fransactions we are doing or

declining to do.

One of the most significant objectives of the past few months has been to
embed in our culture an understanding of the importance of this policy. | can tell
you that our people are taking it seriously -- from the front lines of our business
units to our senior-most management. We are making this policy a living,
breathing part of the way we do business.

Thank you and | look forward to answering your questions.
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Opening Statement of Rick Caplan
Before the Senate Permanent Subcommittee on Invéstigations
December 11, 2002

Thank you Mr. Chairman and me.mbers of tﬁe Committee.

My name is Rick Caplan. | am a Managing Director of Citigroup’s
Corporate and Investment Bank and co-head of the Credit Derivaﬁves Group.

The Credit Derivatives Group is one of several business units at Citigroup that

. structures financings for sophisticated dlients.- | have worked in the derivatives
business at Citibank since 1897.

| understand that the Committee is interested in discussing two
transactions that Citigroup executed for Enroni Project Bacchus and Project
Sundance. | appreciate the opportunity to answer questions about these
transactions. While | wént to make clear that | understood these transactions to
be appropriate under the prevailing laws and standards, | also want to reiterate
the point that Mr. Prince made in hié opening remarks: under Citigroup’s new
structured finance policies, we will not do'these transactions today unless the
client agrees to provide clear, detailed disclosunie to investors.

Thank you Mr. Chairman and mémbers of the Committee, and | look

forward to answering whatever questions you may have.
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Opening Statement of William Fox
Before the Senate Permanent Subcommittee on Investigations
December 11, 2002

Thank you Mr. Chairman and members of the Committee.

My name is William Fox. | have workr—;d for Citibank since 1967, 1am
currently a Mbanagiing Director in the Global Relationship Bank and the head of its
Energy and Mining department. | have overall responsibility for Citibank’s
relationships with clients in the energy and mining industries.

I have beeninvited here todéy to discuss two transactions that Citigroup
executed for Enrfon — Project Bacchus and Project Sundance. While 1am
generally familiar with Project Bacchus, mj} fan;iliarity with Project Sundance is
more limited. '

| understand that the Subcommit’te{a has several questions about these
transactions and Citibank’s role in them. | look fon&ard to helpiné the
Subcommittee in any Way that | can to answer questions about these
transactions. While we believed that these tralvwsactions met applicable legal
standards, they are not transactions that Citigrdup would undertake today without
clear and detailed disclosure from our clients about the net effect of those
transactions on a company’s financial con'ditb:n. _

Thank you Mr. Chairman, members of the Committee. | look forward to

answering your questions.
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STATEMENT OF MICHAEL PATTERSON
ON BEHALF OF
I.P. MORGAN CHASE & CO.
SUBMITTED TO ,
PERMANENT SUBCOMMITTEE ON INVESTIGATIONS
COMMITTEE ON GOVERNMENT AFFAIRS
UNITED STATES SENATE
DECEMBER 11, 2002

Mz, Chairman and Members of the Subcommittee. I am Michael Patterson,
a vice chairman of J.P. Morgan Chase (“JPMC”) and head of its Policy Review
Office. Tam pleased to be here to discuss JPMC’s policies and practices regarding
transactions with publicly-traded U.S. companies. As requested in your invitation
letter, I will address policies and practices relating most particularly to structured
finance, accounting and tax matters.

JPMC and its predecessor firms have long had in place policies and
procedures governing transactions with clients. These policies and business
transaction approval procedures address, among many other subjects, compliance
with external legal and regulatory requirements as well as the aspects of a
transaction that could raise reputation risk for the firm. JPMC’s policies and
procedures are periodically reviewed and updated to take account of our
experience and external developments.

“Structured finance” encompasses a wide variety of transactions and
struments designed to help clients achieve their risk management, financing,
liquidity and other financial objectives within the framework of applicable, and
often complex, legal, regulatory, tax and accounting rules and principles.
Securitization, special purpose vehicles and derivatives are among the well-
recognized techniques used to allocate risks, capital and cash flows to meet client
objectives.

To make sure that our structured finance transactions comply in all respects
with that framework, the business transactions approval process requires adherence
to applicable policies as well as review and sign-off from internal
legal/compliance, conflicts, tax and accounting policy groups (among others).
Transactions involving a special purpose vehicle receive special scrutiny and must
comply with a special purpose vehicle policy (administered by a SPV committee),
to ensure that every such entity is properly approved, documented and monitored.
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Primary responsibility for adherence with the policies and procedures
designed to address reputation risk lies with the business units conducting the
transactions in question. In addition to this framework, JPMC this year put in
place a new set of procedures designed to reinforce our focus on reputation risk
and provide a senior level of review of transactions with clients. Business units are
required to submit to regional Policy Review Committees proposed transactions
that may raise reputation risk for any reason but specifically including transactions

-- where a material objective is to achieve a particular accounting treatment,
-~ designed to achieve a particular tax treatment,

-- where there is material uncertainty about legal or regulatory
freatment,

-- with unusual or highly complex structures or cash flow profiles, or

-- which have as a significant purpose or effect the providing of
financing but which take the form of derivatives.

The members of the regional policy review committees, including the
Americas committee, are senior representatives of the business and support units
(including tax and accounting policies) in the region. Transactions are reviewed
from every angle that could affect reputation risk -- including, where applicable,
the intended financial disclosure of the transaction by the client -- and the
committee approves, rejects or requires further clarification or changes. The
committees and their deliberations are overseen by a Policy Review Office, which I
lead. Transaction review can be formally escalated by the committees to the Policy
Review Office.

We at J. P. Morgan Chase believe that one of the tests of our leadership in
the financial marketplace is to learn from our experiences and to adjust our
practices in light of those experiences and the changing environment. I believe that
the Policy Review process we have put in place and which I have just outlined,
together with our business transaction approval policies and procedures, are well
designed to enable us to meet this challenge.

I would be happy to respond to any questions the Chairman or other
members of the Subcommittee may wish to put to me regarding the Policy Review
Office or process.
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Mr. Chairman and Members of the Subcommittee, my name is Robert Traband. I am
currently a Vice President of J.P. Morgan Chase & Co. (“JPMC”). Through its subsidiaries and
affiliated companies, JPMC offers global financial services, has operations in more than 50
countries and employs nearly 100,000 people throughout the United States and worldwide. We
serve more than 30 million consumers as well as the world’s most prominent corporate,
institutional and governmental clients, including over 90 percent of the Fortune 1000 companies.

I am based in Houston, Texas and have served in our corporate banking group since
1999. 1 participated, as a member of a larger JPMC team, in the two JPMC transactions with
Enron that we have been advised the Subcommittec is cxamining today. My principal
responsibilities involved evaluating the credit exposure to Enron on each of these transactions.

In accordance with the Subcommittee’s request, I am accompanied today by my
colleague Eric Peiffer. Mr. Peiffer is also a Vice President and is based in New York. He joined
our interest rate derivatives group in July 2002, after having served in our structured finance
group since February 2000. During his tenure with the structured finance group, Mr. Peiffer
participated, also as a member of a larger JPMC team, in one of the transactions that the
Subcommittee is examining today; specifically, the so-called “Flagstaff” transaction.

T am also accompanied by my colleague Andrew Feldstein. Mr. Feldstein is a Managing
Director of JPMC and is co-head of our Structured Products and Derivatives Marketing Group.

Preliminary Statement

Let me make two important points at the outset, Mr. Chairman. First, while we believe
that our participation in the “Fishtail” and “Flagstaff” transactions was perfectly legal and
followed established rules, had we known then what we know now about Enron’s allegedly
fraudulent practices, we would not have engaged in these transactions with Enron. We would
not have accepted at face value, as we did in 2000 and 2001, Enron’s statements that its requests
to structure Fishtail or Flagstaff in particular ways were designed to properly achieve Enron’s
desired financial statement treatment of the transactions in accordance with generally accepted
accounting principles. In addition, we would have wanted to know more about the aspects of the
transactions in which JPMC was not involved. But at the time, JPMC—Ilike many other
parties—dealt with Enron in the belief that it was a respected and creditworthy company and that
it was not JPMC’s role to second guess our counterparty’s accounting or other structuring
determinations. In the case of Enron, JPMC suffered substantial injury, not only by the loss of
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hundreds of millions of dollars from its own transactions with Enron, but also to the injury to its
reputation from the erroneous suggestions of some that JPMC was “involved” in Enron’s
wrongdoing. For these and many other reasons, we regret that we ever dealt with Enron.

As one of the world’s leading financial institutions, we recognize that it is incurribent
upon us to do more than simply express our regret. One of the hallmarks of our leadership is
that we leamn from prior experiences and thoughtfully adjust our practices in light of those
experiences. In this regard, you will shortly hear from my colleagne, Michael Patterson, who
will outline the procedures we now have in place to meet the challenges before JPMC now and
in the future.

Second, we have cooperated fully and voluntarily with this Subcommittee, as well as the
full Committee on Government Affairs, in the year-long investigation of the collapse of Enron.
We have presented testimony at two prior public hearings, responded affirmatively to staff
requests to conduct numerous interviews of our employees, and provided a broad array of
documents.

This cooperation reflects our recognition that Congress has an important responsibility in
its duties under Article I of the U.S. Constitution to determine whether, in the public inferest,
changes in laws or regulations are necessary or appropriate in light of the failure of Enron.
Under our system, the judicial branch is properly the exclusive forum within which to determine
whether liabilities should be imposed with respect to matters involving Enron, and to adjudicate
the rights and responsibilities of private parties that have financial claims with respect to
transactions involving Enron; but we recognize that this Subcommittee’s responsibilities in the
public policy arena, although different from those of the judiciary, are important as well.

The Enron Transactions

Let me now turn to the specific transactions with respect to which the Subcommittee has
requested information from JPMC. Because we have provided the Subcommittee staff with
detailed descriptions of each of these transactions, together with supporting documecntation, I
will not unduly lengthen this statement by repeating those descriptions in their entirety.
Nevertheless, we are, in accordance with the Subcommittee’s request, prepared to respond to
questions concerning JPMC’s understanding of and participation in these transactions.

The “Fishtail” Transaction

The first of these transactions has been referred to by the Subcommittee and others as
“Fishtail”. This transaction was a $41.5 million loan commitment extended by JPMC in
December 2000 to a special purpose entity named Annapurna LLC (“Annapurna”) established
by Enron. This commitment expired by its terms in June 2001 and was never funded.
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More specifically, with the assistance of JPMC, Enron was engaged in an sffort to find
an equity investor to participate in a joint venture (commonly known as “Enron Networks™) to
conduct Enron’s pulp and paper trading business. By December 2000, Enron had engaged in
discussions with a number of potential investors, but had not reached agreement with any.
Enron informed JPMC that, in anticipation of its ultimate contribution of the existing pulp and
paper business to such a joint venture, Enron wanted to deconsolidate its pulp and paper business
from the rest of its businesses and that, in consultation with its accounting advisors, had devised
a structure to achieve this objective. Enron would contribute its economic interests in the
present and future contracts of the pulp and paper business to a newly formed entity (“Fishtail”),
which would be jointly owned by Enron and Annapurna.

As I have said, JPMC’s participation in this transaction was limited to a six-month
commitment to make a bank loan to Annapurna. JPMC had no other involvement in the
transaction.  The loan to Annapurna could be drawn only to fund Annapurna’s capital
contribution to Fishtail. And Annapurna could be called upon to make its capital contribution
only if Fishtail sustained losses in excess of $208 million during the six-month commitment
period. JPMC was willing to make this commitment because it concluded, as a matter of its
credit judgment, that it was remote that Fishtail would sustain losses during the six-month
commitment period in an amount large enough to trigger the capital call to Annapurna and hence
a drawing of the JPMC loan. This was a reasonable credit decision and it is not at all unusual as
banks often make loan commitments with the expectation that they will not be funded. For
example, banks frequently issue standby letters of credit supporting debt issuances by clients. In
such cases, it is anticipated that the bank only will be called upon to fund the letter of credit if
the client has defaulted on the underlying obligation because of adverse changes in its financial
condition (or other factors).

JPMC did not initiate the Fishtail transaction and it did not develop the basic structure. It
was merely asked to extend a loan commitment, which it did. It never extended any funds and
its commitment terminated after six months, JPMC acted as a lender in this transaction and,
consistent with industry practice, it did not make any determination whether completion of the
transaction would achieve Enron’s accounting objective, a deconsolidation of Enron’s pulp and
paper business. Such determinations were properly for Enron to make, with the advice and
assistance of its internal accountants and its external auditors. In December 2000, when the
Fishtail transaction was agreed to, JPMC had no reason to believe that any such determinations
were not being made by Enron and Arthur Andersen in accordance with generally accepted
accounting principles.

There are two final points I would like to make about the Fishtail transaction. First, it
appears that Fishtail included a broader set of transactions by Enron to effectuate, not just the
deconsolidation of Enron’s pulp and paper trading business, but to recognize income in
connection with the sale of those assets. JPMC was not involved in these other transactions and,
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indeed, was told very little about them by Enron, or anyone else for that matter. Second, while
JPMC provided a loan commitment to Annapurna, the equity in that entity was provided by the
LIM2 limited partnership. As JPMC has previously disclosed, certain of its affiliated companies
— along with many others — had invested at the end of 1999 as limited partners in LJM2, so that
JPMC had a small stake in LIM2. JPMC, however, was a passive investor in the LIM2
partnership and played no role in LIM2’s decision to invest in Annapurna.

In view of your decision, Mr. Chairman, to examine transactions used by Enron to
achieve accounting objectives for the purpose of enabling the Subcommittee to evaluate the need
for changes in laws and regulations, we believe it is appropriate to call to your attention that it is
widely acknowledged that our current financial accounting standards consists of a large body of
specific “rules” and that, as a result, the accounting treatment of a particular transaction
frequently is a consequence of the form of transaction sclected by the parties themselves. Earlier
this year, this Subcommittee received testimony from others suggesting that, as a matter of broad
public policy, it may be desirable to move to a “principles” based system of accounfing
standards. Significantly, in section 108(d) of the Sarbanes-Oxley Act, as enacted in July 2002,
Congress directed the Securities and Exchange Commission to conduct a study of such an
approach and to provide a report on the results of that study within one year. As the
Subcommittee may be aware, a companion private sector initiative was announced by the
Financial Accounting Standards Board on October 21, 2002. JPMC believes that these studies
represent a constructive public policy response to the Enron collapse.

The “Flagstaff” Transaction

The Subcommittee has also asked for information concerning JPMC’s understanding of
and participation in the “Slapshot” project, particularly with regard to the “Flagstaff” transaction.
As I will explain in greater detail, “Slapshot” was the name given by JPMC to a generic form of
transaction intended to permit a loan by a U.S. lender to a Canadian borrower to be structured in
a manner that would provide advantageous tax treatment to the Canadian borrower under
Canadian law. “Flagstaff” was the name under which a specific transaction with Enron was
undertaken in June 2001 to provide long-term refinancing for the acquisition of a Canadian pulp
and paper mill (“Stadacona”) acquired by a joint venture in which Enron was an equity
participant. In short, “Flagstaff”” was an actual transaction, but “Slapshot” was not.

Representatives of JPMC’s Global Structured Finance Group participated, as members of
a larger JPMC team, in connection with the Flagstaff transaction, and much of JPMC’s prior
internal analysis of the generic Slapshot transaction was performed within that group. As the
Subcommittee is aware, the term “structured finance” encompasses a wide variety of
transactions and instruments designed to help clients achieve their risk management, financing,
liquidity and other financial objectives within the framework of applicable legal, regulatory, tax
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and accounting rules and principles. These transactions and instruments are widely used by
governments, corporations, consumers and investors, and virtually every major financial
institution has a structured finance group.

Let me emphasize, Mr. Chairman, that JPMC takes very seriously the principle that
structured finance transactions must be developed within the framework of applicable legal,
regulatory, tax and accounting rules and principles. This was true in the case of Slapshot. As
the Subcommittee is aware, there are substantial differences in the tax codes of other countries
that taxpayers, including both individuals and businesses, may lawfully and propetly take
advantage of. Such a situation existed under Canadian tax law, but before proposing the
transaction to any client, the JPMC structured finance group solicited and received a written
opinion of an independent and highly regarded Canadian law firm setting forth the likely tax
consequences of that structure under Canadian law. Ultimately, JPMC obtained written opinions
from two leading Canadian law firms that the structure, and the Canadian tax benefits it
provided, were legal and valid.

As 1 have indicated, the “Flagstaff” transaction had its genesis in the plarmed purchase of
the Stadacona Canadian paper mill by CPS, a Canadian corporation owned by a joint venture
(“Sundance”) between Enron and another party. JPMC did not participate in the formation of
the Sundance joint venture. Documents shown to JPMC by the Subcommittee staff during
interviews in preparation for this hearing reveal that there were many aspects of the structure and
funding of the joint venture that were completely unknown to JPMC. Indeed, at the time of the
Flagstaff transaction, JPMC did not even know the identity of Enron’s partner in the joint
venture,

JPMC learned of the Stadacona mill acquisition before it was consummated. In January
2001, representatives of JPMC met with Enron to present a proposal under which a group of
barks led by JPMC would make loans to finance the acquisition of the mill. During that
meeting, JPMC advised Enron that it had concluded, based on the opinion of counsel, that the
loan transaction could be structured in a manner that would provide advantageous tax treatment
to a Canadian borrower under Canadian law. Enron informed JPMC that it was aware of and
had itself already devoted substantial attention to analyzing the same (or a substantially similar)
Canadian tax structure.

Enron ultimately selected JPMC to lead the bank group, but opted to have CPS complete
the acquisition of the Stadacona mill in March 2001, with a bridge loan of approximately $375
million provided by Enron. At that time, the Stadacona mill, which is located in Quebec City,
Canada, was the 11" largest newsprint producer in North America. The Flagstaff iransaction
was thereafter completed in June 2001 in order to repay the bridge loan and provide the long
term debt financing.
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At closing, the $375 million loan was funded by JPMC and three other banks in the form
of loans to Flagstaff, a wholly-owned subsidiary of JPMC, which then reloaned the funds to the
CPS group.

The Flagstaff loan transaction was structured in a manner intended to permit the
realization of the Canadian tax benefits by the Canadian borrowers. To the best of JPMC’s
knowledge, this structure did not provide otherwise unavailable U.S. tax benefits to any party.
We understand that Enron obtained, and relied upon, its own written opinion from Canadian tax
counsel that the anticipated Canadian tax benefits could, and should, be realized under the
structure.

As the Subcommittee is aware, the Flagstaff structure is highly complex, and among the
several transactions that comprised the structure was an intraday loan of approximately $1
billion provided by JPMC to Flagstaff. It also involved two special purpose entities created by
Enron or its affiliates. The complexity of the Flagstaff financing and the legal documentation
required to implement it were necessitated by Canadian tax considerations and were undertaken
in reliance on the opinions of Canadian tax counsel to facilitate realization of the Canadian tax
benefits.

As the Subcommittee also is aware, the credit support for the loan was provided by Enron
principally through a total return swap (and certain supporting transactions) rather than, as
originally contemplated, a guarantee by Enron. This change was specifically requested by
Enron. One or more members of the JPMC team understood at the time that a principal reason
for Enron’s position in this respect was that Enron had concluded that a guarantee might require
consolidation of the entire joint venture, the assets of which included CPS and the Stadacona
mill.

JPMC understood that the use of a total retum swap to facilitate the continued
deconsolidation of the joint venture had been vetted by Enron with its external auditors, Arthur
Andersen, and had been approved by them. JPMC did not attempt to “second guess” this
accounting judgment. As I have noted earlier, under applicable law and practice, each party is
properly responsible to ensure that it correctly accounts for the transactions to which it is a party.
At that time, JPMC had no reason to believe that any such determinations were not being made
by Enron and its external auditors in accordance with generally accepted accounting principles.
Consequently, from JPMC’s standpoint, the issue presented by Enron’s decision not to provide a
guarantee was whether the total return swap provided sufficient credit support for the Flagstaff
loans that the new arrangement could prudently be accepted by the banks in lieu of a direct
Enron guarantee. Ultimately, JPMC and the other members of the bank group each concluded
that the total return swap provided adequate credit support.

Conclusion

JPMC was just one of many firms that provided financial services to Enron. JPMC also
has b;en one of the parties most harmed by Enron’s failure. We are prepared to respond to your
questions today and will continue to cooperate with the Subcommittee in its consideration of the
public policy aspect of Enron’s collapse.
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Thank you for inviting me to share my thoughts with you today. The Committee is to be commended for
its commitment to looking into these transactions. Only by understanding what happened with Enron can
we hope to learn the lessons necessary to prevent such events from occurring in the future.

And we must do what we can to see that such abuses don't happen again. Because there is no doubt
that the integrity of our markets — and the faith that the ordinary investor has in their fairness ~- have been
severely damaged.

| began to realize this last February. | got a call from my senior executive in charge of our retail
operations. He told me that he was seeing something he had never seen before. . Investors were calling
to sell out their entire accounts and request a check for the entire proceeds. Normally, if an investor
thinks the market is overvalued they will sell out their account but will put the funds into money market
accounts until they wish to reinvest. But these people were opting entirely out of the market.

We made a special point of talking to these customers to see why they were taking this action and the
answer was alarming. They said they no longer had faith in the integrity and fairness of the system and
that the markets were against them. They cited Enron as the key reason.

When we lose the individual investor we have a serious problem. The U.S. capital markets are the envy
of the world.

During the 1990s, we created tens of millions of new jobs ~ the only country in the world to do so. We
funded an explosion of new technology and business activity. We are the economic engine that pulls the
global economy. This is all made possible because of our unique capital-raising system. We cannot put
that system at risk. Individual investors, through their investments in mutual funds and retirement
accounts, fueled this expansion. Recently when t gave a speech for the Miami Herald, [ was asked by an
elderly gentlemen; “Miss Siebert, | lost a third of my money. Will they go to jail?”

So the problems we are discussing today are very important.

Corporate executives and financiers must not be atlowed to circumvent the intent of our laws in order to
manipulate the financial results they report, using sham transactions that technically may be legal but
certainly aren’t ethical or reflective of true economic activity. We cannot legislate or regulate integrity, but
neither can we allow our financial institutions to operate without regard to even the most basic principles
of business.

The transactions we are discussing today demonstrate the way that structured finance and complex
investment products can be misused. Through financial-engineering, companies like Enron were able to
operate by legal loophole. And as we see today, some of our most respected and largest financial
institutions were there to help them, participating in these questionable transactions and providing the
funding that made them possible.

The distressing thing is that this type of behavior is not really new. Indeed, financial engineering has
been with us for decades.

| have with me today copies of Congressional testimony | gave on two other occasions — in 1888 and in
1998. I'd like to read two short excerpts from these statements that [ think underscore an important point
that we should all recognize as we explore the issues we have before us today. Specifically, it relates to
the use of derivatives in our capital markets and the role they have played in triggering the last three
market downturns.

In 1988, | testified before the subcommittee on Telecommunications and Finance on program trading and
portfolio insurance. This was in the wake of the stock market crash of October 1987. The major problem

Siebert Financial Corp.
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with the stock market, | said, was not the presence of large institutional players, but rather the way these
investors were trading.

To quote from the testimony:

“Our problem stems from the institutions’ trading stocks not for traditional reasons, but rather because of
momentary imbalances in the futures and options markets, the so-called derivative markets. Program
trades and index arbitrage end up bringing the volatility and rampant speculation of the futures pits to the
floor of the Big Board. Futures have become the tail wagging the dog.”

And, as we all remember, it was program trading based on derivatives -- otherwise known as portfolio
insurance -- that fueled the unprecedented sell-offs that occurred on October 19, 1987.

In that case, there was a strong regulatory response that put collars on these automated trading
programs to bring rationality back to the markets. Today, portfolio insurance no longer exists.

Ten years later, | was back before Congress again, this time before the House Committee on Banking
and Financial Services. | was commenting on the near demise of Long Term Capital Management and its
effect on global capital markets.

You'll recall that it took an unprecedented rescue package of this massively over-teveraged hedge fund to
head off a meltdown in the global financial system. It would have caused catastrophic damage fo both
financial institutions and the investment community if the institutions had to liquidate Long Term’s
portfolio to meet margin calls.

To quote from my testimony:

“Simply stated, regulation has not kept up with advancements in technology and new financial products.
Unregulated hedge funds using legal loopholes have borrowed vast amounts of money which they use to
speculate in highly leveraged transactions.”

1 then went on to describe the family of products that made the Long Term Capital implosion possible —
derivatives. Long Term Capital had relied upon foreign exchange derivatives trading to hedge its bets.
And it bet wrong. Again we saw the stock market head south, driven downward by a derivative-induced
crisis. )

Of course, it could have been much worse. Using derivatives, Long Term Capital employed vast amounts
of leverage to create a portfolio with the notional value of its positions worth over a trillion dollars. Had
the Federal Reserve not stepped in to create a consortium of some of our leading financial institutions to
provide an infusion of capital and systematically liquidate it, the effect of the margin calls could have been
devastating to every corner of the global financial markets.

And so we meet again here on Capitol Hill in 2002. The current market crisis, like others before it, has
parts of its genesis in the derivatives arena, that murky corner of the securities industry where futures,
options, swaps, warrants and convertibles are the vehicles of choice.

And it's bigger than ever. The notional amount of derivatives in insured commercial bank portfolios was
recently estimated at $40-50 trillion doliars.

Yet despite its size, the derivative market is largely opaque and unregulated, a fertile field for those
looking to create the latest legal loophole.

Let's explore what happened with Enron for a minute, and how derivatives fueled the fire.

Siebert Financial Corp.
885 Third Avenue
New York, NY 10022
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Using derivatives and off-balance sheet special purpose entities, Enron in some cases allegedly used
“pre-paid” transactions that were really debt and made them look like revenues. Also using derivatives,
Enron bought and sold energy contracts of the same amount, at the same price, on the same day. Their
purpose? - To create the illusion of volume. These transactions were legal in the unregulated OTC
energy trading markets, but would have been illegal in the listed commodities market where they would
have been considered "wash sales.”

In short, the deregulation of the energy markets coupled with the use of derivatives enabled the phony
energy trading. All to create the illusion of activity and revenues; when, in reality, no real economic
activity was being.conducted by these "trades.”

This not only affected Enron, but many other well established, oid-line energy companies, which joined
the fray as counter parties. There are at least a dozen formerly solid utilities that traded in this market.
Many of them have had to eliminate or reduce dividends and have seen their stock prices drop
precipitously. Many of their shareholders were not aware of the risk these companies incurred. They
counted on the dividends. '

One of the reasons so many other entities were hurt is the speed with which Enron went under.
Significantly, it was the terms of Enron's bonds that caused this quick collapse, in particular the debt
triggers that were in place. Under the bonds’ indentures, changes in certain conditions -- like asset
coverage, earnings results, credit rating downgrades -- put the bonds in violation of the terms in the
indenture. In some cases the bonds became due and payable once these debt triggers were activated.

Yet with so much of Enron’s activity taking place in off-balance sheet special purpose entities, no one had
any way of knowing the risks that Enron — and all the companies that did business with it -- were
undertaking. In many cases, the terms of these bonds were simply not publicly available.

And Enron was not alone. Many telecom companies entered into swaps. Their companies and bonds
have also collapsed, causing losses of hundreds of millions of dollars to public pension plans.

What should we make of all this from a regulatory perspective?

We know that the last three market downturns can all be traced to movement in the derivatives field. In
1987, it was portfolio insurance and program trading. In 1998, it was Long Term Capital Management
and the foreign exchange markets. And in 2001 it started with Enron energy trades and off-balance-sheet
special purpose entities. .

And we should note that regulatory responses to the first two did nothing to stop the third. And I'm afraid
nothing we do today can prevent the next debacle, unless we address the core problems, which are the
lack of management accountability and the lack of transparency of these new financial tools. This
financial engineering permitted the illusion of economic activity. Is there any wonder why investors do not
trust the system?

Attempts to restore the system to health or prevent further crisis with regulations alone will fail. The
professionals who create these schemes must be accountable. Sure, the SEC and accounting oversight
board can shut down specific transaction types, but whatever they do will undoubtedly become obsolete
over time.

| spent the better part of five years as the Superintendent of Banking of New York State and learned
something very important:

Regulations pertaining to financial products have never been able to stay ahead of fast-moving, new
technology. The advent of ever more complex financial products and investment vehicles are created
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and promoted by accountants, banks, lawyers and corporate financiers. Time and again, such new
products have allowed companies to operate and influence reported eamnings using legal loopholes made
possible by financial engineering.

And it must be said that these tools have their legitimate uses. We should not be in the business of stifling
new types of trading and finance. So rather than crafting new regulations covering off-balance-sheet
special purpose entities and other specific transaction types, our focus should be -on assigning
accountability within our public corporations, providing invesiors with more information, and demanding
principled behavior from our financial institutions. The penalties must be commensurate with the abuses.

For instance, the SEC has implemented new regulations that require that officers and directors report
trades within two or three days, including those facilitated with derivatives, which up to now have not had
to be reported on a timely basis. And, of course, CEOs and CFOs of public companies must also now
certify in a signed declaration that the company’s financial reporting is correct.

However, we must go further to bring greater accountability and transparency, because | really believe
many of the dublous transactions of the sort we are considering today cannot stand public scrutiny.

First, | would recommend that the certification statement be strengthened so that officers must certify that
their financial disclosures “reflect economic reality.” And that certification must cover any transaction that
was created for the purpose of having an effect on reported earnings, whether it's on or off the balance
sheet.

Second, | would propose greater transparency or regulation of the derivatives industry and loan
transactions involving derivatives, especially those invalving banks and investment banks as counter
parties. Towards that end, ! would suggest that we try to bring more people with a trading background in
derivatives into our regulatory agencies. The SEC should work closely with the federal and state bank
regulators.

Third, we must address the leverage issue in the derivatives market. We have international bank
regulations and will have international accounting standards in the future. Global margin requirements
could help rein in some of the leverage abuses now taking place in the derivatives area. The U.S. should
take the lead in establishing global margin and reporting regulations for securities and derivatives.

Fourth, | would suggest that complete terms of bond indentures, especially debt triggers, be listed in
schedules available on request or preferably on companies’ web sites, even if they pertain to off balance
entities.

And finally, we must demand that the corporate finance industry adopt and abide by some basic
principles.  Certainly, transactions for their clients should have an easily understood and genuine
business purpose. Structured finance — even at its most aggressive — should not be employed to
circumvent the intent of our securities and tax laws. Comimercial and investment banks should have
review panels in place to ensure that every deal adheres to such basic principles.

Certainly, there is much in the transactions you have brought to light today that must be considered by
our regulators — the SEC, as well as those overseeing banking at the state and federal level. | hope as
they do so they can be guided in part by some of the ideas outlined above.

Thank you very much for your attention.

Siebert Financial Corp.
885 Third Avenue
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Introduction

Thank you for the opportunity to testify on the continuing efforts of Federal Reserve
supervisors to address issues emanating from the excesses of the recent credit cycle, including
large corporate defaults and accounting irregularities. I would like to note that my testimony
today reflects the views of Federal Reserve supervisory staff, and not necessarily those of the
Board of Governors.

The focus of today’s hearing on how complex structured financial products provided by
banks and other financial institutions may have been used by their customers to obscure financial
statements and hamper sound analysis by creditors and investors, or to engage in questionable or
improper tax strategies, is timely. Events of the past year, such as the bankruptcy of Enron, have
focused attention on the need for strong risk management, sound accounting, improved
disclosures, and more active corporate governance to avoid the kinds of losses that have been
costly both in human and economic terms. Efforts to improve accounting standards and enforce
greater accountability from corporate officers have led to important reforms that should improve
the meaningfulness and integrity of financial statements.

For its part, the Federal Reserve has been reviewing bank participation in the types of
structured finance activities that have raised significant legal and accounting questions. As we
complete the necessary fact-finding and collaborate with other functional and primary regulators,
we will follow up with individual institutions with regard to any appropriate remedial actions. In
response to these incidents, we have already revised our examination plans for larger institutions
to focus on these particular areas of concern. We are also considering additional supervisory
guidance and refinements to our examination and regulatory policies and procedures.

With many new products and innovations, excesses in how products are used emerge
over time, particularly during periods of lengthy expansion as we have experienced in the past
decade. Downturns uncover weaknesses and provide the opportunity to implement reforms and
incorporate them into ongoing practice. In this sense, the U.S. financial system is going through
an evolutionary process that if managed properly by its participants could result in milder
fluctuations of performance in the future, though new manifestations of risks will undoubtedly
emerge that will test institutions once again. It is usually the risks that were not clearly apparent
at the time they were undertaken that are the most costly. Otherwise they would have been
avoided or minimized beforehand.

In that regard, banking organizations are actively responding to recent events. From past
credit cycles, they have learned the importance of diversification of credit risk and strong capital
and reserves, which has paid off recently in much milder levels of credit problems than in the
previous recession. However, in this credit cycle banking organizations are now recognizing,
like many institutions, that some customer relationships can carry much greater credit, legal and
reputational risks than originally anticipated. Management is recognizing the need to evaluate
the soundness not only of individual transactions, but the effect of the sum total of the customer
relationship on the organization’s overall risk. They now have a greater appreciation for the
importance of maintaining strong due diligence and of enhancing the legal vetting of transactions
by qualified experts. Banking organizations must actively evaluate and incorporate lessons
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learned from the recent credit cycle to ensure their risk management systems remain relevant to
the challenges before them now and throughout the next decade.

In addition, bank supervisors are reviewing and enhancing their procedures for
addressing the new ways risks are presenting themselves to banking organizations. I will discuss
both our supervisory expectations for banks involved in transactions such as those that have
recently received much attention, as well as how we are considering amending our procedures
and focusing our supervisory reviews.

Role of Supervisors

At the outset, it is important to provide some background on the Federal Reserve’s role as
supervisor of financial institutions and our relationship with other supervisory authorities in
carrying out our responsibilities. The primary focus of the Federal Reserve’s supervision is
ensuring an institution’s safety and soundness, as well as compliance with banking and consumer
laws and regulations, in a way that protects the deposit insurance fund and the consumer, while
promoting stability of the financial system. To accomplish these goals, the Federal Reserve’s
examination program focuses on evaluating the overall adequacy of an institution’s internal
controls and risk management systems as benchmarked against not only regulatory standards and
expectations, but also against the evolving practices of well managed firms. To ensure those
systems are functioning properly in practice, examiners review selected transactions across
business lines to identify whether policies and procedures are being followed.

As part of this risk-based approach to supervision, examiners focus primarily on arcas
posing the greatest risk to the institution, particularly credit risk. In their review, examiners
assess the adequacy of a bank’s credit risk analysis and identify whether appropriate due
diligence has been followed in evaluating other market or legal risks associated with the
transaction. In addition to traditional financial analysis, a bank’s evaluation of credit risk also
includes an assessment of the trustworthiness of the borrower and the reliability of the financial
statements. In the case of more complex transactions, examiners seek fo determine whether the
banking organization has a process in place for obtaining its own appropriate legal, tax and
accounting approvals. - As part of the approval process, the bank is expected to gain reasonable
assurance that the customer understands the transaction and has the type of legal, tax, accounting
and control infrastructure within its corporate governance that is suitable for complex
transactions. During the review, examiners do not perform an independent legal, tax or
accounting analysis of the transaction from the customer’s perspective. Examiners are not
qualified to perform such a review and, moreover, it would be inappropriate for them to do so in
their role as bank supervisors, by straying into matters that are the respousibility of corporate
management outside of regulated financial institutions.

In carrying out its responsibilities, the Federal Reserve coordinates its supervisory
activities with other federal and state banking and securities agencies, such as the Office of the
Comptroller of the Currency (OCC) and the Securities and Exchange Commission (SEC), other
functional regulators, and the bank regulatory agencies of other nations. As mandated by statute,
the Federal Reserve relies as much as possible on the supervisory efforts of an institution’s
primary bank supervisor and nonbank functional regulators to ensure that risks are maintained at
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acceptable levels. For example, if in the course of their review examiners have reason to believe
that a bank is engaging in questionable activities that might relate to a possible violation of
securities laws, then supervisors would refer those matters to the SEC, as the primary interpreter
and enforcer of those laws.

Supervisory Expectations for Banking Organizations

Some basic principles and expectations for banking organizations guide our work in
examining complex financial transactions. First, and most obviously, banks must obey the law.
In particular they must have policies and procedures in place that are followed by their
employees to ensure that they are in compliance with all applicable laws and regulations with
regard to a particular activity or product. The laws most commonly applicable include banking,
consumer, securities and tax laws, whether federal, state or foreign.

Second, banks should perform thorough due diligence on the transactions they are
involved in and check with appropriate legal, accounting and tax authorities within their own
organizations, as well as their outside experts in this area, and also provide appropriate and
relevant information to their customers. However, banks ordinarily should not be held legally
responsible for the judgments, actions or malfeasance of their customers. Nor should they be
required to second guess their customer’s accountants, tax or legal experts or police their
customer’s activities. Such an expectation would require, inappropriately, banking organizations
to assume management responsibility for their customers, place potential legal liability on
banking organizations that would compromise their ability to perform their role as financial
intermediaries or threaten their safety and soundness, and place significant costs on banking
organizations to audit the activities of their customers.

Banks, however, must not participate in activities of their customers that the banks know
to be illegal or improper. Nor should banks engage in borderline transactions that are likely to
result in significant reputational or operational risks to the banks.

Third, the role of banks is to assume and manage all the attendant risks related to their
activities as financial intermediaries. As banks offer new products and engage in new activities,
they should evaluate all the dimensions of risks, including credit, market, legal, operational and
reputational risks, before using such products or undertaking such activities. In addition, in light
of recent events, banking organizations should be re-evaluating the risks related to both their
traditional and new products, recognizing that as financial markets and practices change, legal
and reputational risks may manifest themselves in new ways or in magnitudes not previously
recognized. Moreover, as practices and products change, banks must build appropriate
mitigating controls to manage the evolving risk exposures and ensure that a process is in place to
assess the effectiveness of those controls over time.

Trends in Structured Finance Markets
What then are the issues that have been presented to banks and supervisors over the past

year and what are some of the actions that have been undertaken by supervisors and banks in
response? First, it may be instructive to discuss the trends that have led to the latest round of
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reforms and reassessments. Over the past decade, financial markets have grown rapidly and
innovations in financial instruments have facilitated the structuring of cash flows and allocation
of risks among borrowers and a range of investors in more efficient ways. Financial derivatives
for market and credit risk, asset backed securities with customized cash flow features,
specialized financial conduits that manage pools of purchased assets, among others, have in the
vast majority of cases served the legitimate business purposes of customers. Significantly, banks
have played an important role in structuring, arranging or participating in these transactions,
which have become an essential part of U.S. capital markets -- the most vibrant and innovative in
the world. To the economy’s benefit, the structured finance business has led to a lower cost of
capital to businesses and consumers, which has helped fuel greater access to credit and longer
term growth. A good example is the mortgage-backed-securities business, which over the past
two decades has developed a range of complex and sophisticated structured cash flow products
that have helped lower the cost of housing finance and improved the range of choices to
investors.

At the same time, the more complex variations of these instruments within the world of
structured finance have placed pressures on the interpretation of accounting rules that were
established when times were simpler. While new accounting statements, interpretations and
advisories have been issued in recent years to keep up with these innovations, the staggeringly
wide variation in features and complexity have severely challenged the ability of traditional
accounting measures to reflect the underlying economic substance of the transactions. The new
initiatives by the Financial Accounting Standards Board to address these shortcomings are steps
in the right direction.

In addition to diversifying risks and cash flows and reducing the cost of capital, another
consideration of firms that use banks for structured finance transactions may be the extent to
which the transactions would affect the appearance of balance sheets to investors or reduce tax
liabilities, consistent with applicable laws and accounting rules. In a similar way, a chief
financial officer might choose to lease rather than buy equipment to take advantage of both the
off-balance-sheet financing characteristics as well as the tax advantages. How such
considerations might influence a CFQ’s selection of traditional or more structured transactions
will depend both on the economics of the transaction as well as the firm’s particular culture.
However, choosing an off-balance sheet or leasing alternative in and of itself should not be
viewed in hindsight as being illegal, improper or deceptive, so long as the fransactions comport
with existing accounting and legal precedents and appropriate disclosures are made in the finm’s
financial statements.

In more extreme and less prevalent cases, a transaction with only a nominal commercial
purpose might be driven by accounting, with some firms aggressively exploiting ambiguities in
the rules in ways that move the accounting farther and farther away from the underlying
economic substance of the transaction. These efforts may be designed not just to improve
balance sheet presentations, but also to obscure the firm’s underlying performance and condition,
while operating within the letter, albeit not the spirit, of the accounting rules. I should note that
drawing the line between what is a traditional accounting interpretation and what is “aggressive”
is a sometimes difficult and largely subjective judgment. It is also much easier to detect and
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criticize these practices in hindsight. The new FASB proposals should provide more gunidance in
drawing this line.

Finally, in the most extreme cases, inappropriate accounting might be used in conjunction
with fraud to misrepresent the nature of the transaction. For example, despite the requirement
that special purpose entities be capitalized with a modest level of outside shareholder’s equity for
de-consolidation treatment, a firm might use its own employees as nominee shareholders that
inject the firm’s own money into the subsidiary to receive off-balance-sheet treatment.

At this point, investor reaction to alleged accounting fraud at Enron and other firms has
fueled a backlash that is now resulting in both reforms and more conservative practices that are
contributing to better transparency of corporate financial statements. For example, even in cases
where firms could structure transactions to meet existing accounting guidelines, some firms are
choosing to put transactions on the balance sheet to provide the greater transparency and clarity
demanded by investors. Firms that are suspected of being less than forthcoming with their
financial disclosures appear to be subject to stiff penalties by the marketplace in the form of
depressed stock prices and higher borrowing expenses. The call by the SEC and recent
Congressional legislation for CEOs to certify their financial statements has also helped to ensure
that transactions in gray areas of accounting are further scrutinized and verified for
appropriateness.

Supervisory Responses

In response to these events, federal and state supervisors are ascertaining the relevant
facts and circumstances, coordinating with other regnlatory bodies, and identifying appropriate
responses. For its part, the Federal Reserve’s ongoing supervisory activities are focused on
evaluating how the credit, market, legal and reputational risks related to overall customer
relationships were managed in practice, and during the transaction testing phase of our
examinations, understanding the nature and risks of individual transactions. There are several
transactions that are currently under investigation by the SEC and other enforcement authorities,
with whom we have strong working relationships and with whom we have conferred on these
matters. We are continuing to collaborate with them and receive their views and conclusions on
various matters on an ongoing basis.

With regard to risk management issues, some early lessons learned have become clear
and will guide our work going forward. Not surprisingly, the lessons hark back to risk
management fundamentals. In particular, banks should recognize that a fundamental time-tested
element of analyzing credit risk, evaluating a borrower’s character, can heavily influence the
magnitude of losses, even when significant credit risk is not evident from other factors. In
addition, banks should recognize that although they are not directly accountable for the actions
of their customers, to the extent their name or product is implicitly associated with their
customer’s misconduct, additional legal and reputational risks may arise. Such risks may
ultimately lead to significant costs. If these risks are not recognized and addressed, they could
affect an institution’s financial health. In short, banks must decide whether to continue a
relationship with a customer that has not shown good faith or integrity in its dealings with the
bank or others, given the potential credit, legal and reputational risks.
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Even more fundamentally, it is also clear that many banks need to strengthen their credit
risk analysis of investment grade customers by performing more due diligence and independent
analysis whilc placing less reliance on third parties. There are undoubtedly many other lessons
that will come forth as the facts and findings are further digested over time.

As part of our supervisory review of complex structured transactions, we are assembling
and evaluating the various findings and observations of our examiners, as well as the conclusions
of other primary and functional regulators we work with, and identifying any necessary follow
up. We will provide institutions with feedback through their reports of examination or
inspection on any identified weaknesses and, if warranted, take appropriate supervisory
corrective actions, including referrals to other authorities. We will also evaluate the steps banks
are taking to address deficiencies they themselves have identified as being in need of remedial
action. The initiation of self-corrective steps is encouraging, but at this stage it is probably too
early to tell how well reforms laid out on paper will actually perform in practice.

More broadly, we are considering additional supervisory guidance or regulatory changes,
especially in the area of structured finance. In this connection, we will also evaluate the range of
reforms banking organizations are adopting and consider whether there are some sound practices
that should be adopted more widely within the industry.

The past year has influenced the thinking of supervisors as well as banks on effectively
targeting resources toward more vulnerable points within an institution’s risk management
structure. In particular, it has become clear that in developing the scope of a supervisory review,
factors used to prioritize reviews should go beyond standard balance sheet measures of risk to
include a customer’s overall contribution to a business line’s revenue or that of the overall firm.
These relationships are the ones for which the adequacy of internal checks and balances needs
most to be tested and perhaps reinforced. In cases where a banking organization becomes too
dependent on the credit and fee related revenue of individual clients, it may become easier to
rationalize away information that is suggestive of growing risk or problems.

Consequently, we have already modified our examination plans for larger banking
organizations to focus more fully on evaluating the largest customer relationships. These plans
also cover areas of concern in the structured finance business and an evaluation of the steps
banks are taking to manage credit, legal, and reputational risks in response to events of the past
year.

Conclusion

In closing, the fallout from the recent round of excesses and large corporate defaults
appears to be resulting in positive corrective steps by corporations, banks and the capital
markets, Supervisors must work to ensure that their ongoing supervisory activities reinforce
these corrective actions and help them to endure over the longer term. At the same time,
supervisors will be working to maintain their focus on fundamental safety and soundness issues
at financial institutions. These efforts include encouraging banking organizations to strengthen
their credit risk management practices, to enhance their new product review and approval
procedures, and to strengthen their overall approach to identifying, managing and controlling
legal, reputational and other operational risks. If banking organizations, corporations, and
supervisors are attentive to the lessons learned over the past year and adopt appropriate policies
and controls, the risk of repeating similar excesses in the coming years should be substantially
reduced.
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Introduction

Chairmen Levin, Ranking Member Collins and members of the Subcommittee, I am
Douglas Roeder, Senior Deputy Comptroller responsible for large bank supervision. Thank you
for inviting the Office of the Comptroller of the Currency (OCC) to participate in this important

hearing.

We share your concerns over the Enron debacle and commend you for holding this
hearing. What happened to Enron employees, who lost their jobs and their retirement savings, is
tragic. We also have a concern about the role national banks played in some transactions entered
into by Enron. As I will discuss, both the banks themselves and the OCC are taking steps to try
to guard against future occurrences of this type. It is important to keep in perspective, however,
that the role of bank regulatoré is only one component of the challenge of preventing the repeat

of an Enron-like disaster.

My testimony will address how the OCC supervises large national banks in general and
complex structured transactions such as those entered into by Enron in particular. For clarity,
when I refer to complex structured transactions, I mean highly customized financial transactions
that often involve a derivative or off-balance sheet component, such as a Special Purpose Entity
(SPE). I will discuss where we think we should broaden our supervisory focus and strengthen
our processes and the steps we have taken to do so. I will also describe the OCC’s coordination
with the Securities and Exchange Commission (SEC), the Intemal Revenue Service (IRS) and

other agencies in cases where we believe there may have been violations of laws administered by

Statement required by 12 U.S.C. 250:

The views expressed herein are those of the Office of the Comptroller of the Currency and do not
necessarily represent the views of the President.

1
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those agencies. My testimony will close with comments on some of the steps the banks are

taking to improve their own processes.

Large Bank Supervision

The OCC is responsible for supervising over 2,000 banks. Some of these banks are
among the largest banks in the country, indeed the world; they offer a wide array of financial
services and are engaged in millions of transactions every day. For maximum effect, the OCC
has dedicated teams of examiners actually residing in our largest national banks. Nonetheless,
given the volume and complexity of bank transactions, it simply is not feasible to review every
transaction in each bank, or for that matter every single product line or bank activity.

Accordingly, we focus on those products and services posing the greatest risk to the bank.

The first step in risk-based supervision is to identify the most significant risks and then to
determine whether a bank has systems and controls to measure, monitor, manage and control
those risks affecting the institution. Next, we assess the integrity and effectiveness of risk
management systems, with appropriate validation through transaction testing. If we have
concerns, then we “drill down” to test additional transactions. If this reveals problems, we have
a variety of tools with which to respond, ranging from informal supervisory actions directing
corrective measures, to formal enforcement actions, to referrals to other regulators or law

enforcement,
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Resident examiners apply risk-based supervision to a broad array of risks, including
reputation risk and transaction risk. Because historically, it is credit risk that has posed the
greatest threat to safety and soundness of banks and indeed, the banking system, bank
supervisors have devoted significant attention to the supervision of credit risk. The case of
Enron demonstrates just how significant other types of risk can be to the operations of a large

financial institution.

As aresult of this experience, the OCC will refine its approach to supervising aspects of
bark operations that may cause reputation, litigation and other operational risks in the area of
complex structured transactions. Barnks have also leared from this experience. As a result,
they have tightened their procedures and controls. I will diseuss both of these developments in

greater detail below.

OCC Policies and Procedures for Complex Structured Transactions

Complex structured transactions, such as those entered into by Enron, are generally
offered at only a small number of large banking companies, although other companies may
conduct isolated transactions. Our supervision of complex products focuses on a bank’s ability
to manage the relevant credit, market and transactions risks. Within the contcxt of our risk-based
supervisory approach, we believe we can enhance our supervision of complex structured
transactions to better assess the broader risks inherent in those activities. To understand these
planned supervisory changes, it is useful to start with the OCC’s policies for dealing with

complex structured transactions and then describe how we intend to enhance them.
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As I mentioned previousty, the types of transactions engaged in by Enron generally
involved some type of derivative or off-balance sheet product, often an SPE. While derivatives
(and SPEs) serve many legitimate purposes and have resulted in more efficient markets and
enhanced the safety and soundness of our financial system, they, like any other tool, can also be
misused. The OCC’s Risk Management of Financial Derivatives explicitly addresses derivatives
products and provides guidance for examiners to follow when evaluating a bank’s risk
management system for complex structured transactions. In the wake of Enron, we have asked
ourselves how our current approach could be enhanced. We have identified several areas where

we believe enhancements are warranted.

New product approval. OCC’s evaluation of new product approval begins with and
assessment of the bank’s process. Our examiners evaluate the bank’s system for ensuring that
responsible senior managers approve new product offerings and that risk management reports
adequately capture such products. We direct bankers to ensure that adequate technical
knowledge and financial resources are in place before offering new products or services, and we
emphasize the importance of a robust control environment that includes sign-off by all members
of relevant areas such as: risk control, operations, accounting, legal, audit, and senior line

management,

Having a sound approval process for new products is essential, but equally important is
the definition of new products. The reputation risk, including potential legal or regulatory

action, to which a bank exposes itself if it engages in questionable new products can be
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significant. Our current policies provide that when bank management is deciding whether or not
a product must be routed through the new product process, it should consider various factors:
structure variations, pricing considerations, legal and regulatory compliance, and market
characteristics, When in doubt as to whether a product requires vetting through the new product
approval process, we advise bank management to err on the side of conservatism and apply the

process to the proposed product or activity.

Going forward, we will sample more extensively transactions going through the new
products approval process. In particular, we will check on whether banks are following their
own processes and whether proper review and authorization are received prior to engaging in

complex structured transactions.

In addition, we are considering whether an amendment to our safety and soundness
guidelines, which are part of our part 30 regulations, is in order. These interagency guidelines
set out minimum safety and soundness standards for banking activities including: internal andit,
credit underwriting, loan documentation, and internal controls, Violation of a guideline can
result in a bank having to prepare and submit a compliance plan, or it can result in a regulator
taking an enforcement action. We are discussing with our sister banking agencies whether to
revise these interagency guidelines to address more specifically board and senior management
responsibilities for the approval and oversight of corporate strategics, business plans and

approval of new products that involve transactions such as complex structured products.
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Customer appropriateness. While a given product may be approved through the new
product approval process as an activity acceptable to the bank’s board and senior managemertt,
the bank must also carefuily consider the appropriateness of complex structured transactions for
any particular client. In testing such controls, our focus has been on how well the bank assesses
the sophistication of the customer. To that end, our examiners look at the bank’s assessment of
the nature of the customer’s business and the purpose of the customer’s derivatives activities.
They review the bank’s evaluation of the possibility that a customer does not understand a
transaction or that the transaction is inconsistent with the customer’s policies, thereby inhibiting
the customer’s ability to perform under the terms of the contract. To make this assessment,
examiners review a sample of credit and marketing files to determine whether the files contain
sufficient information to understand the risks the customer is attempting to manage, the types of

derivatives expected to be used, and the overall impact on the customer’s financial condition.

In testing a bank’s controls on customer appropriateness, we will enhance our process
and consider not only whether the bank has assessed the customer’s ability to understand the
transaction and to perform under the terms of the contract, but also if bank management
understands the purpose and the customer’s disclosure/accounting intent, so the bank does not
become embroiled in questionable practices engaged in by its customers. We will test
compliance with new policies and procedures, including policies regarding customer disclosures

of material financings, and review audit’s plans and performance.

Bank management involved in structured finance bears crucial responsibilities.

Independent risk management personnel should be involved in the review of any transactions
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that appear to “push the envelope” and may expose the bank to undue risk. When in doubt, bank
management should apply additional scrutiny, for example, obtaining opinions from bank
counsel or accountants. While it s not realistic for banks to be responsible for how customers
account for transactions on their own financial statements, where uncertainty continues to exist
regarding business needs or whether a transaction meets required standards, it is incumbent on
bank management to carefully consider their actions and the potential impact on the bank and to
decline to participate in transactions that do not meet the standards of integrity that the bank has

established.

Large Relationships. We think it is important that bank management has established
controls that encompass the total relationship the bank has with its large customers. We plan to
sample large relationships (even if credit risk is low) and “flag” structured products during cur
credit work for potential further review. We expect that this will involve using a cross-functional
team of examiners to assess credit, price, compliance and reputation risk associated with
approved complex structured transactions, Competitive pressures are a natural part of any
business environment, but care must be taken to assure that line managers eager to retain or
expand business with important customers don’t cross the line and jeopardize the trust and
credibility that form the foundation of a bank. The lost business, diminished market
capitalization and increased funding costs that a bank may suffer if financial market participants
lose confidence in a bank’s control structure can significantly outweigh actual financial losses

arising from direct exposures to the customer in question.
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Cooperation with Other Agencies

Enron and other corporate governance scandals have revealed some weaknesses in our
nation’s accounting rules and in the oversight of the accounting profession. The Sarbanes -
Oxley Act is a crucial response to those shortcomings. The Securities and Exchange
Commission is in the process of adopting and amending regulations to camry out the Sarbanes -
Oxley Act and the new Public Company Accounting Oversight Board has vital new
responsibilities to oversee accounting standards and the accounting industry. These changes
should go a long way teward addressing the weaknesses in our accounting regime and corporate

governance that allowed Enron to happen.

For our part, in addition to our direct supervisory responsibilities under the federal
banking laws, we work cooperatively with many other federal agencies and law enforcement.
These include the other federal banking agencies, the SEC and the IRS, and also National
Association of Securities Dealers, Federal Trade Commission, Federal Trade Commission, the
Department of Labor, Department of Justice, the Federal Bureau of Investigation, and the Secret
Service. When we become aware of information that indicates a national bank may have
violated a law or regulation under the jurisdiction of another agency, we make referrals to that
agency. We cooperate, as needed, if the agency determines to pursue the matter. The
cooperation may entail providing documents, information and expertise, and making OCC
examiners available to serve as witnesses in criminal trials and enforcement proceedings. When
other agencies refer to the OCC potential violations of banking law, the OCC will investigate and

take enforcement action, as appropriate. In addition, pursuant to OCC regulations, national



131

banks file tens of thousands of suspicious activity reports with federal law enforcement agencies

each year.

Focusing on the SEC, for example, the OCC has referred violations of federal securities
law to the SEC and cooperated in SEC investigations. Similarly, we have received referrals and
information from the SEC concerning infractions of banking laws. Our agencies have shared
information concerning potential violations of law from examinations or inspections and from
investigations, and OCC examiners have served as witnesses in SEC enforcement actions. In
appropriate situations, we have coordinated our enforcement efforts and brought simultaneous or
joint enforcement actions. The OCC and SEC also participate together in working groups, such
as the National Interagency Bank Fraud Working Group and the Interagency Working Group on
Financial Markets, which provide opportunities to share concerns and discuss matters of mutnal

interest.

Actions Taken by the Banks

The recent series of corporate scandals at Enron and other large corporations has served
as a wake-up call for the corporate world, including banks. Whether or not they were involved
with Enron, the banks that offer complex structured transactions realize that they can suffer great
harm if they become embroiled in questionable activities engaged in by their customers. Asa
result, all have taken steps to improve their internal controls of complex structured transactions

and SPEs.
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Some banks have made changes to management, established new oversight committees,
developed new policies and/or procedures, tightened controls, improved internal reporting to
management and the Board and improved disclosures. Other banks have centralized the process
for establishment, use and management of SPEs and conducted separate audits to review SPE

activities.

Banks also have strengthened their review and approval processes for complex structured
transactions in several ways. First, they too have realized how critical the definition of new
products is to the new product approval process, and as a result they have expanded the
definition of nonstandard products that require approval. Second, they have enhanced the
approvallprocess to provide for a broader range of senior level management review from various
areas of the bank, including, audit, compliance and legal. Third, banks are putting a greater
focus on assessing customer motivation and appropriateness. Fourth, banks are implementing
broader review procedures, which include securing representations from customers regarding
disclosures and accounting treatment, and defining strict reporting standards with which

customers must comply in order to obtain a structured product.

We believe these are all positive steps toward strengthening internal processes. We will
evaluate the changes banks have made and will continue to monitor and assess these reforms as
they are implemented. In our assessments, we are reviewing committee structures, charters,
minutes and, most importantly, actions taken by management under the new control structures.
‘We continue to sample complex structured transactions to ensure they receive appropriate

approval, and to review regulatory capital treatment of these products to ensure capital
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requirements are being applied appropriately. We have also reviewed special audit reports and

Board presentations on SPEs to assess uses, risk, confrol systems and audit recommendations.

Progress has been made, but we believe that it is too early in the process to identify the
full package of appropriate practices with respect to complex structured transactions. It takes
some period of time to evaluate how well new policies and procedures will actually work in
practice. To the extent that additional formal guidance from bank regulators is appropriate, we
would expect to develop such guidance with our colleagues at the Federal Reserve Board and the

FDIC.

Conclusion

The Enron debacle has indeed been tragic. No one wants to see its circumstances
repeated. While it is important to keep in perspective the role of bank regulators, we think there
are steps we can take to improve our oversight of complex structured transactions. Similarly, the
banking industry has recognized it can do a better job. We will continue to refine our processes
for assuring that banks have, and follow, proper policies and procedures for dealing with all the

risks involved in complex structured transactions.

Thank you once again for inviting the OCC to testify at this important hearing. I will be glad to

answer any questions.

11
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December 11, 2002

The Securities and Exchange Commission (“SEC” or “Commission”) is pleased
to submit this written statement about our efforts to monitor the use of and promote
transparent financial reporting for structured finance transactions."

Structured finance plays an important role in the modern business environment.
‘When used properly, it can provide needed liquidity and funding sources, investment
opportunities, and can facilitate risk dispersion. There are numerous participants in any
structured finance transaction. The principal actors in the transaction are, of course, a
company and its counterparties, which can include various combinations of financial
institutions and intermediaries. Investors also act as principals, but most transactions are
brought to investors and not designed by them. Each principal player also brings to the
deal table advisors representing many disciplines, including accounting, tax, legal, and
valuation services. A regulatory framework and infrastructure, again with many
components, surrounds each transaction and can affect the various players. These
components involve regulators such as the various banking regulators, the Internal

! For purposes of this testimony, the use of the term “structured finance
transactions” is not limited to asset backed securities.
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Revenue Service, and the SEC, the accounting standard setters, and various professional
bodies that maintain codes of conduct and other professional standards for their
disciplines.

Each of the various components in the regulatory framework plays a crucial role
in maintaining confidence in our financial markets. This is especially evident in the use
of structured finance transactions, which, notwithstanding the benefits noted above, have
at times been used inappropriately to achieve a specific accounting or tax result or
provide “window-dressing” for financial statements. Sometimes this inappropriate use
has been achieved only by violating existing regulations or accounting standards.

It is important to note that the Comumission’s statement will relate to the
Commission’s recent and ongoing efforts related to structured finance transactions, as
well as to completed investigations and enforcement cases in this area. The Commission
does not comment on specific ongoing investigations or enforcement actions.

This statement will describe the role of the SEC in the regulatory framework that
surrounds structured finance transactions. It will begin by describing the primary mission
of the SEC, and providing some context as to how that mission fits within the overall
regulatory framework. The statement will then discuss the relevant activities of the
Commission’s Divisions and Offices to regulate structured finance transactions.

The Commission’s Role in the Markets and Financial Reporting

The primary mission of the SEC is to protect investors and maintain the integrity
of the securities markets. In this effort, the Commission is responsible for administering
the federal securities laws. The Commission does not have authority to approve or
disapprove various securities transactions on their merits. Rather, the Commission’s
primary job is to ensure that companies properly account for and fully disclose material
transactions and fully inform investors of their impact on the company’s financial
condition so that investors can make informed investment decisions. This system is
designed to maintain market transparency. It allows market forces rather than regulatory
controls to determine what securities transactions occur and at what prices a company’s
securities will trade. Without full and fair disclosure, markets cannot assign an
appropriate value for the securities of public companies, whether they are large or small
companies, or financially-stable or financially-troubled.

The Committee’s letter of invitation alsg asks for an evaluation of the “post-Enron
reforms put in place by Citicorp, JP Misrgan Chase, and other financial
institutions and to develop guidance on best practices in the U.S. financial
industry to prevent involvement in misleading or improper structured finance,
accounting or tax transactions.” While the Commission, in general, supports
private parties® efforts to improve their internal compliance practices, it would be
inappropriate for the Commission to comment on these companies’ particular
policies while the Commission’s Enron investigation is continuing.



136

The SEC also oversees key participants in the securities market, including stock
exchanges, broker-dealers, investment advisors, mutual funds, and public utility holding
companies. Here again, the SEC is concerned primarily with protecting investors who
interact with these various organizations and individuals.

Crucial to the SEC's effectiveness is its enforcement authority. Each year the
SEC brings between 400-500 civil enforcement actions against individuals and
companies that violate the securities laws. Typical infractions include insider trading,
accounting fraud, and providing false or misleading information about securities and the
companies that issue them.

Many of the Commission’s efforts are focused on protecting investors by
requiring full and fair disclosure of material information about 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 in the
capital markets. This full and fair disclosure necessitates transparent financial reporting,
a concept elaborated on in the discussion of thé activities of the Office of the Chief
Accountant.

The SEC’s Enforcement Authority and Relevant Activities

The SEC has significant powers to investigate possible violations of the federal
securities laws and to enforce those laws through civil actions in federal court or before
an administrative law jedge. In its federal court actions, the Commission seeks
injunctions; a person who violates an injunction is subject to fines or imprisonment for
contempt. In addition, the Commission often seeks civil money penalties and the
disgorgement of ill-gotten gains. Both the courts and, pursuant to the Sarbanes-Oxley
Act, an administrative law judge may also bar or suspend individuals from acting as
corporate officers or directors. Also, the Commission can bring both civil and
administrative actions against broker dealers in 4 variety of contexts. Further enhancing
its enforcement authority in this area, the Commission can charge such regulated entities
for failing to supervise their employees, including salespersons and broker-dealers.
‘While the SEC has civil enforcement authority only, it works closely with various
criminal law enforcement agencies throughout the country to develop and bring criminal
cases when the misconduct warrants more severe action.

In the aftermath of Enron's collapse, the SEC initiated and is continuing to
conduct an enforcement investigation to identify violations of the federal securities laws
that may have occurred, and those who perpetrated them. The Commission to date has
charged two former Enron officers with fraud based on their participation in transactions
designed to mislead investors about Enron’s financial results. The Commission’s
investigation is continuing and the Commission’s Division of Enforcement continues to
work diligently and vigorously with the Justice Department’s Enron Task Force to make
sure that all those responsible answer for their misdeeds. Any further information
relating to that investigation is nonpublic at thispoint. The public can have full



137

confidence, however, that our Division of Enforcement is conducting a thorough
investigation and that the Commission will redress any and all wrongdoing and
wrongdoers.

As a general matter, however, the Committee may find several aspects of the
Commission’s authority particularly relevant to its interest in the regulation of financial
institutions that structure transactions that may be used by public companies engaging in
improper financial reporting practices. -

First, the Commission has clear authority to proceed against public companies
that file false information as part of their financial statements. Such conduct is
potentially subject to various provisions of the federal securities laws, including the
requirement that companies’ filings with the SEC be materially complete and accurate
and the SEC’s general antifraud authority. The Commission brings numerous actions -
163 this past fiscal year — based on false and fraudulent financial reporting and
disclosures. Among these was an action the Commission recently brought against a
public company for, among other things, using an undisclosed off-balance sheet special-
purpose entity to dramatically overstate the company’s cash flow from operations.”
Cases like this make clear that public companies using off-balance sheet special-purpose
entities must ensure not only that their accounting treatment complies with generally
accepted accounting principles (“GAAP™), but also, that they have accurately portrayed
the economic substance of the transactions.

Second, the Commission has explicit statutory authority not only to proceed
against primary violators of the federal securitics laws, but also against aiders and
abettors of those violations.® The Commission aggressively employs this authority. In
addition, the Commission also may order any person who is or was a cause of a violation
of any provision of the Exchange Act, due to an act or omission the person knew or
should have known would contribute to the violation, to cease and desist from causing
such violations. A person may be a canse of a non-scienter based violation, such as a

3 See In the Matter of Dynegy, Inc., A.P. File No: 3-10897 (September 24, 2002).
Dynegy settled this case, without admitting or denying the Commission’s
findings, by agreeing to, among other things, -a cease-and-desist order and a $3
million fine.

Most notably, as added by the Private Securities Litigation Reform Act of 1995,
Section 20(¢) of the Exchange Act provides that “any person that knowingly
provides substantial assistance to another person in violation of a provision of this
title, or any rule or regulation issued under this title, shall be deemed to be in
violation of such provision to the same extent as the person to whom such
assistance is provided.” 15 U.S.C. §78t(¢) (emphasis added).
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reporting violation, through negligent conduct that contributes to the violation.
Intentional or reckless conduct is not required.

In this regard, in a recent case, the Commission found that a public company
called Ashford.com had improperly deferred $1.5 million in expenses under a contract
with Amazon.com, causing Ashford.com to materially understate its marketing expenses
and allowing the company to report a pro forma net loss that was less than analyst’s
expectations. The improper deferral resulted from the settlement of a dispute with
Amazon.com using two separate documents that were prepared by Amazon.com at
Ashford.com's request. Ashford.com subsequently failed to disclose one of the two
documents to its auditors. The Commission found, based on this and other conduct, that
Ashford.com had violated the reporting and antifraud provisions of the securities laws.
The Commission also found that Amazon.com was a cause of Ashford.com’s reporting
violations.®

Another weapon against secondary actors—available to both the Commission and
private litigants—is the fact that there can be and often is more than one primary violator
in any securities fraud. The parameters of this doctrine are still uncertain as the federal
courts are working through the issue of who is a primary violator. The Commission is
taking an active role in shaping the law in this area by, in appropriate cases, filing briefs
amicus curiae addressing the lability of such “secondary actors.””

Liability of secondary actors is an issue in the class action litigation pending
against Enron and numerous secondary actors, including financial institutions, in the
Southern District of Texas.® The Commission filed a motion in that case, as amicus
curiae, asking for permission to submit its Klein Amicus Brief as guidance to the court on
the legal question of whether a person who creates a misrepresentation can be liable asa
primary violator (the Commission’s position) or whether the person must be publicly
identified as the author of the misrepresentation. The Court granted this motion and the
matter is under consideration. )

5 See KPMG, LLP v. SEC, 2002 U.S. App. LEXIS 9119, *25-27 (D.C. Cir. May 14,
2002). '

Both Ashford.com and Amazon.com consenfed, without admitting or denying the
findings in the Commission's Order, to cease-and-desist orders.

See, e.g., Brief of the Securitics and Exchange Commission as Amicus Curiae in
Klein v. Boyd, 1998 U.S. App. LEXIS 2004 (February 12, 1998), vacated and
reh’g granted, 1998 U.S. App. LEXIS (March 9, 1998). The Klein Amicus Brief
was filed by the Commission to inform the full court of the Commission’s views
on the issues before the court on en banc review. Because the case was settled,
there was no en banc decision.

Newby v. Enron Corp., Civ. Action No. 13624.
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Third, and finally, the Commission has a long history of cooperation with the
federal bank regulators on enforcement matters. The SEC obtains evidence of possible
violations of the securities laws from many sources; including its own surveillance
activities, other Divisjons and Offices of the SEC, the securities self-regulatory
organizations, securities industry sources, press reports, and investor complaints. The
Commission also not infrequently receives evidence of possible violations from other
regulatory authorities, including the federal bank regulators. In addition, when
appropriate, the Commission coordinates its investigations with federal banking
regulators, often resulting in coordinated and global regulatory settlements.

For example, in a recent case, the SEC took action with respect to accounting
improprieties by The PNC Financial Services Group, Inc., a bank holding company. The
Commission's Order found, among other things, that, in violation of GAAP, PNC
transferred from its financial statements approximately $762 million of volatile, troubled
or under-performing loans and venture capital assets sold to three special-purpose entities
created by a third party financial institution, which resulted in material overstatements of
earnings, among other things. Based in part on this conduct, the Commission found that
PNC had violated the antifraud and reporting provisions of the securities laws.”

At the same time the Commission’s order wds issued, the Board of Governors of
the Federal Reserve System announced that PNC had entered into a written agreement
with the Federal Reserve Bank of Cleveland to address bank supervisory matters. The
CommiI%Sion acknowledged the substantial cooperation provided by the Board in this
matter.

Without admitting or denying the Commission’s findings, PNC agreed to a cease-
and-desist order.

The Committee’s letter of invitation also asks about the SEC’s role in working
with the Internal Revenue Service “to detect, deter and stop U.S. financial
institutions or U.S. branches or agencies of foreign financial institutions from
selling products, offering services, or structuring transactions which result in U.S.
publicly traded companies issuing misleading or improper tax returns.” The
Commission, of course, is not authorized to enforce the Internal Revenue Code
and does not directly play a role in the IRS or the Department of Justice’s
enforcement of these laws. The Commission does, however, at times come across
evidence of possible violations of the tax laws in the course of its investigations or
other regulatory activity. The Commission’s practice is to refer these matters to
the IRS. In addition, the Commission has often cooperated and worked closely
with the IRS in investigations of conduct that implicates both the securities laws
and the U.S. tax laws. For example, the Commission and the IRS closely
coordinated their investigations of the practice of “yield burning” in the municipal
securities industry.



140

Recent Rulemaking Initiatives Enhancing Financial Disclosure

The Chief Accountant is the principal adviser to the Commission on accounting
and auditing matters. The Office of the Chief Accountant also works closely with
domestic and international private-sector accounting and auditing standards-setting
bodies (such as the Financial Accounting Standards Board (“FASB”), the American
Institute of Certified Public Accountants (“AICPA™), and the recently established Public
Company Accounting Oversight Board). The Office of the Chief Accountant consults
with registrants, auditors, and other Commission staff regarding the application of
accounting standards and financial disclosure requirements, and assists in addressing
problems that may warrant enforcement actions.

The Division of Corporation Finance's mission is to see that investors are
provided with material information in order to make informed investment decisions -
both when a company initially offers its stock to the public and on a regular basis as it
continues to give information to the marketplace. The Division also provides guidance to
companies on SEC rules and forms and proposes new and revised rules to the
Commission. S

One of the highest priorities in the Office of the Chief Accountant and the
Division of Corporation Finance is to support the Commission’s various initiatives to
deliver to investors the information required to make informed investment decisions.
This includes transparent financial reporting in financial statements and footnotes thereto,
as well as full and fair disclosures throughout the rentainder of 2 filing with the
Comumission.

The Need for Transparent Financial Information

Tremendous emphasis is placed on the price of a company’s stock. Investors’
requirements provide the motivation for much of the emphasis. In addition, management
may have an additional incentive to see that its stock price increases as price increase
may influence management’s compensation either directly or indirectly. A significant
factor considered by the market in determining a company’s stock price is its earnings.
This includes not only the most recent earnings, but also the trend in the past and, more
importantly, the expected trend in the future.

In response to the market’s emphasis on earnings, management may have an
incentive to adopt strategies that produce short-term results at the expense of longer-term
shareholder interests. Financial engineering can be one of those strategies. Financial
engineering occurs when the terms of a transaction or series of transactions are structured
to achieve a particular result. This often is accomplished through the combination of
simple instruments and basic structures in-a much more complex, interconnected
transaction. While a transaction may be engineered to achieve a valid business purpose,
such as reducing the cost of capital or managing risk exposures, it also may be engineered
simply to achieve a specific accounting result by arbitraging the accounting standards.
The latter strategy, while creating a desired accounting effect, often will come at a true
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economic cost in terms of fees and other charges to structure a transaction that complies
with the accounting rules.

Financial engineering is sometimes inappropriately used as a synonym for
structured finance. As noted earlier, structured transactions are not inherently improper.
They can be used to provide important liquidity resotuces and disperse risk among parties
willing to accept it. However, given the overall increased use of structured transactions
and the potential for their use in arbitrage strategies as window-dressing, investors and
creditors have begun to focus not only on the amounts and trends of earnings, but also on
the “quality” of these reported measures. At a conference addressing the quality of
earnings, one analyst described the highest-quality eamings as “the earnings that can be
taken right to the bank and deposited,” and which are “replicated every quarter with 100
percent certainty.”!! Ifa company relies on a structured transaction for a one-time boost
in eamnings or liquidity, or a series of structured transactions to continue a trend, the
investing public absolutely must understand that when evaluating the company.
Transparent financial reporting facilitates this evaluation process.

Transparent financial reporting enables investors, creditors, and the market to
evaluate the financial condition of a company. In addition to helping investors make
better decisions, transparency increases confidence in the fairness of the markets.
Further, transparency is important to corporate governance because it enables boards of
directors to evaluate management’s effectiveness, and to take early corrective actions,
when necessary, o address deterioration in the financial condition of companies.
Therefore, it is critical that public companies provide an understandable, comprehensive,
and reliable portrayal of their financial condition and performanee. If the information in
a financial report is transparent, then investors and gther users are less likely to be
surprised by unknown transactions or events.

Current Initiatives in the Office of the Chief Accountant

Recently, companies such as Enron, Xerox, and WorldCom disclosed that their
financial statements were not in compliance with GAAP. It is important to note in these
cases that the financial reporting model did not necessarily fail. The Commission has
alleged that these companies, as further acknowledged by their restatements, failed to
properly apply the financial reporting model. Nonetheless, the existing financial
reporting model can be improved. This includes both improvements in the underlying
GAAP accounting, as well as improyements to:other elements of the model.

Comments by Bear Stearns analyst Pat McConnell at the “Benchmarking the
Quality of Eamings Conference” in April 2001. The conference was jointly
sponsored by the Financial Executivés Instituté and the American Institute of
Certified Public Accountants. ’
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There are currently numerous efforts underway within the Commission to
improve the overall financial reporting model. Since July 30, 2002, our efforts have also
focused significantly on meeting our responsibilities under the mandates within the
Sarbanes-Oxley Act of 2002.

The Commission has several rulemaking initiatives recently completed or
underway which focus specifically on the nature and quality of financial information that
is reported to the public. This includes the financial impact of structured finance
transactions. At the same time, the Commission has'been fulfilling its oversight role with
other private-sector standard setters, including the FASB and the AICPA, and several
initiatives in those areas will be addressed.

Commission Rulemaking

The Commission has adopted, or has proposed, rules related to the quality of
reported financial information, the reliability of that information, and the timeliness of
that information. In addition, the Commission has proposed rules to strengthen the
regulation of the “gatekeepers” of our capital markets, such as accountants and lawyers
who work with public companies as part of the financfal reporting process. Individually
and in totality, these rules should have a significant-effect on the quality and reliability of
financial reporting and, accordingly, should serve to enhance investor confidence. In this
statement, we will focus solely on those regulatory actions that directly related to the use
of structured transactions and the disclosure of these transactions.

Even before the passage of the Sarbanes-Oxley Act, the Commission was
communicating with registrants its expectation for more transparent financial reporting.
These communications included three Financial Reporting Releases issued in December
2001 and January 2002 addressing pro-forma measures, critical accounting policies, and
MD&A disclosures. Of particular note in this testimony is Financial Reporting Release
No. 61 (“FR 617) issued in January 2002 addressing. MD&A disclosures.'> Among other
items, this release provided additional insight into the Commission’s expectations for
disclosures related to liquidity and capital resources, including off-balance shest
arrangements, and the effects of transactions with related and certain other parties.

FR 61 served as the basis for our recent rule proposal addressing MD&A
disclosures for off-balance sheet arrangements and other contractual and contingent
obligations and commitmertts, as required under the Sarbanes-Oxley Act.'® The rule is
expected to address off-balance sheet transactions, arrangements, obligations (including

1z “Commission Statement about Management's Discussion and Analysis of

Financial Condition and Results of Operations™ Release Nos.: 34-45321; FR-61
(January 22, 2002).

“Disclosure in Management's Discussion and Analysis About Off-Balance Sheet
Arrangements, Contractual Obligations and Contingent Liabilities and
Commitments” Release No. 33-8144 (November 4, 2002).
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contingent obligations), and other relationships of an issuer with unconsolidated entities
or other persons that have, or may have, a material effect on financial condition, changes
in financial condition, revenues or expenses, results of operations, liquidity, capital
expenditures or capital resources. It is important to note that FR 61 remains in effect and
the proposed rules simply add additional precision to the existing MD&A requirements,
as the disciosures under the proposed rules would be located in MD&A. The proposals
would require a registrant to provide, in a separately captioned subsection of MD&A, a
comprehensive explanation of its.off-balance sheet arrangements. The proposals also
would require registrants to provide an overview of its aggregate contractual obligations
in a tabular format and contingent liabilities and commitments in either a textual or
tabular format. FR 61 also addresses MD&A disclosure of relationships and transactions
with persons or entities that derive benefits from their non-independent relationships with
the registrant or the registrant’s related parties,

Oversight of Private-Sector Standard Setters

The Commission, through the Office of the Chief Accountant, has been exercising
its oversight role in regards to the private-standard setting bodies. This has resulted in
significant improvements in several areas of the auditing and accounting standards.

Until the formation of the Public Company Accounting Oversight Board, the
AICPA, through its Auditing Standards Board, promulgated the auditing literature used
by accountants and auditors.* In part as a result of the increased use of structured
finance transactions and at the urging of the Commission, the AICPA recently addressed
two aspects of its auditing literature: the issuance of reports by accountants on the
accounting to be applied to given transactions and the consideration of fraud in {inancial
statement audits. In addition, it is working on improvements to the guidance that
addresses an auditor’s identification and assessment of general risk factors in an audit.

First, at the request of the Chief Accountant, the ATCPA amended Statement on
Auditing Standard No. 50, Reports on the Application of Accounting Principles, (“SAS
50”) effective June 30, 2002. A SAS 50 engagement requires the reporting accountant
(the one issuing the SAS 50 report) to obtain an understanding of the form and substance
of the transaction, review the applicable accounting standards, consider consulting with
other professionals or experts, and perform research or other procedures to ascertain and
consider the existence of creditable precedents or analogies. A “SAS 50 letter” was
originally intended to serve as a mechanism for obtaining accounting advice or perhaps
resolving differences between an auditor and client while avoiding “opinion shopping”
from among different accounting firms.

Afler it begins operations, the Public Company Accounting Oversight Board will
have the authority to set auditing standards for public companies. See Sections
101 and 103 of the Sarbanes-Oxley Act of 2002.

10
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However, over time, SAS 50 letters were used almost as part of the marketing
literature by financial institutions pitching structured finance products. The SAS 50 letter
would address the accounting for a “hypothetical transaction” with a given set of facts,
including the terms of financial instruments involved in the transaction. It would
represent the reporting accounting firm’s view of the application of the accounting
literature in that limited set of facts. The SAS 50 letter was then shared with the financial
institution’s potential customers as a way of saying, “You can get this accounting
treatment.” The Office of the Chief Accountant was concerned that it was not possible
for the reporting accountant to know if the final, actual transaction would conform to the
facts set forth in the SAS 50 report, or whether the potential customer’s continuing
accountants had reached different conclusions on the same or similar transactions in the
past. As aresult, SAS 50 was amended to preclude the issuance of a report on
“hypothetical transactions.”

The AICPA has also amended its guidance on the consideration of fraud in a
financial statement audit by issuing Statement on Auditing Standard No. 99,
Consideration of Fraud in a Financial Statement Audit (“SAS 99”). This standard
supersedes the previous gnidance on the consideration of fraud. It requires a more
expansive consideration of fraud throughout the performance of an audit. Required
procedures include discussions among the audit team personnel during the planning
phase of the audit, obtaining information to assess the risk of material misstatement from
fraud, assessing the impact of an entity’s prograrhs and controls on the risk of fraud, and
responding to the identified risks in terms of the nature, timing, and extent of procedures
performed during the audit. It also requires certain documentation of the procedures
performed and reporting to management and ‘th'e audit committee.

Many of the fraud risk factors identified in SAS 99 correspond to business factors
that could motivate management to inappropriately use structured finance transactions.
For example, some of the factors identified include: the perceived or real adverse effects
of reporting poor financial results, the profitability or trend level expectations of analysts
and institutional investors, and significant portions of management compensation tied to
operating results. In an audit, the consideration of these factors, coupled with an
observation that a company has used a structured transaction or unusual series of
transactions, should cause the auditor to more closely examine the reporting for and
disclosure of the transaction. o

The AICPA is proposing seven Statements on Auditing Standards to provide
improved guidance concerning the auditor’s assessment of the risks of material
misstatement in a financial statement audit, and the design and performance of audit
procedures whose nature, timing, and extent are responsive to the assessed risks."

1 Exposure drafts released by the AICPA December 2, 2002 — “Amendment to
Statement on Auditing Standards No. 95, Generally Accepted Auditing
Standards;” “Audit Evidence;” “Audit Risk and Materiality in Conducting an
Audit; Planning and Supervision;” “Understanding the Entity and Its Environment
and Assessing the Risks of Material Misstatement;” “Performing Audit

i1



145

Additionally, these proposed SASs establish standards and provide guidance on planning
and supervision, the nature of audit evidence, and evaluating whether the audit evidence
obtained affords a reasonable basis for an opinion regarding the financial statements
under audit. In companies where structured transactions are material, these proposed
changes in the auditing literature should serve to emphasize the auditor’s need to more
closely examine the transactions in the course of the audit.

The FASB is a private-sector body that promulgates GAAP. The Commission
currently looks to the FASB, under the Commission’s oversight, to provide leadership in
establishing and improving accounting principles used to prepare financial statements
filed with the Commission,

The FASB also has underway projects to clarify and strengthen the GAAP
reporting requirements for key elements related to structured finance transactions. These
include projects to address the consolidation of and disclosures for special-purpose
entities and the accounting and disclosures for guarantees: The SEC encouraged the
FASB to complete these projects on an expedited basis, and as a result, these projects
were placed on a “fast track,” which is resulting in timely guidance.

The FASB has spent a considerable amount of its time and effort this year
developing an interpretation of GAAP as it relates to.consolidation by companies of
special-purpose entities (SPEs). As this subcommitiee is aware, transactions involving
SPEs have become increasingly common. This FASB project is intended to establish a
model for the consolidation of a SPE where the normal condition for consolidation,
which is the existence of voting control, is not'present. In addition, the FASB’s proposed
accounting guidance is expected to require certain disclosures about SPEs and the
compa.ny’s activities with SPEs in instances where SPEs are consolidated by a company,
and even in instances where a company does not consohdate but is significantly involved
with SPEs.

The FASB has completed its re-deliberations.of this issue and expects to issue
final accounting guidance early in 2003. In all,; we believe the accounting guidance will
improve financial reporting by companies involved with SPEs. It is also important to
note, however, that under the Commission’s proposed rules regarding disclosure of off-
balance shest transactions, there would be enhanced disclosures of this aspect of
structured finance transactions whether or not SPEs are consolidated as requxred under
the proposed accounting guidance. .

In November 2002, the FASB issued Tnterpretation No. 45, Guarantor's
Accounting and Disclosure Requirements for Guarantees, Including Indirect Guarantees
of Indebtedness of Others. Guarantees often play a significant role in structured finance

Procedures in Response to Assessed Risks and Evaluating the Audit Evidence
Obtained;” and “Amendment to Statement on Auditing Standards No. 39, Audit
Sampling.”

12.



146

transactions. This Interpretation, effective for certain guarantees issued or modified after
December 31, 2002, requires that guarantees within its scope be recognized at inception
within the financial statements at fair value. If also requires disclosure of information
such as the nature and term of the guarantee, events that trigger performance, and the
maximum potential amount of future payments.

The FASB is also in the process of amending its guidance regarding the
accounting for derivatives in Statement No. 133, Accounting for Derivative Instruments
and Hedging Activities. A key aspect of this amendment process is the definition of a
derivative, which would impact instruments often associated with structured transactions.
Recent structured transactions have attempted to classify certain contracts as derivatives,
such that they were reported as risk management contracts in the balance sheet and the
related cash flows are reported as cash flows from operations, as opposed to treating the
contracts as a debt instrument with financing cash flows. The FASB’s amendment
process will examine how to better distinguish between a derivative contract with an
acceptable element of financing and a derivative contract with so much financing that it
should be considered a debt instrument. Prepaid commodity contracts, a recent focus of
interest, will be among the instruments likely addressed by this project.

Finally, the FASB’s Emerging Issues Task Force (“EITF”) is addressing several
practice issues that are relevant to transparent reporting for structured transactions. The
EITF was established by the FASB to, when possible, quickly address emerging issues
before they become widespread and before divergent practices become entrenched.
Recent EITF activities have included the effective rescission of EITF Issue 98-10,
“Accounting for Contracts Involved in Energy Trading and Risk Management
Activities,” which had allowed any contract qualifying as an energy trading contract to
receive fair value, or “mark-to-market,” accounting.” Now essentially only energy
contracts that qualify as derivatives under Statement 133 are accounted for at fair value
using mark-to-market accounting. Also, the EITF is addressing the issue of when two
separate financial instruments should be combined and accounted for as if they were a
single contract.'” This will also help avoid the misuse of structured transactions where an
entity may enter into multiple contracts that produce a desirable accounting result when
entered into and accounted for separately, but where a single contract with the exact same
econonics would produce a less desirable accounting result.

16 EITF Issue 02-3, “Issues Related to Acéounti'ng for Contracts Involved in Energy

Trading and Risk Management Activities.” EITF Issues No. 98-10, “Accounting
for Contracts Involved in Energy Trading and Risk Management Activities,” and
No. 00-17, “Measuring the Fair Value of Energy-Related Contracts in Applying
Issue No. 98-10,” and EITF Abstracts, Topic'No. D-105, “Accounting in
Consolidation for Energy Trading Contracts between Affiliated Entities When the
Activities of One but Not Both Affiliates Are within the Scope of Issue No. 98-
10.”

7 Issue No. 02-2, "When Separate Contracts That Meet the Definition of Financial
Instruments Should Be Comibined for Accounting Purposes.”

13
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It is important to note that while the Commission has looked to the FASB to
promulgate accounting standards, it retains the authority and responsibility for setting
accounting standards for registrants. While the final conclusions in the current FASB
projects are uncertain, the staff of the Office of the Chief Accountant is diligently
monitoring the progress of the projects and conimunicating with the FASB staff when
appropriate to ensure the interests of investors are met.

Working with Banking Regulators

The Commission has long recognized thie need to consult and coordinate with the
federal banking agencies on matters involving financial institutions that are public
companies. The Chief Accountants of the Corfimission and the Federal Deposit
Insurance Corporation, the Federal Reserve Board, the Office of the Comptroller of the
Currency, and the Office of Thrift Supervision‘meet periodically to discuss matters of
mutual inferest. These matters include accounting, disclosure, and corporate governance
issues. The staffs of the agencies communicate on a regular basis both about banking
industry issues, such as accounting and disclosure issues that affect a number of
institutions in the industry, and individual institution issues, when it is appropriate to do
so. The Commission and the federal banking agencies have brought joint enforcement
actions against particular ﬁnanmal institutions, including those that inappropriately apply
off-balance sheet accounting.'® In addition, as required by the Gramm-Leach-Bliley Act,
the Commission staff consults with the federal banking agencies on comments to be
issued to public companies related to their reporting of loan loss allowances in the
financial statements.

In recent years in particular, the Commission and the federal banking agencies
have worked cooperatively together to improve finangial reporting by financial
institutions. In 1999, the agencies set up a Joint Working Group to study issues related to
loan loss allowances. These efforts result in the 2001 issuance by the agencies of parallel
guidance to improve institutions® documentation of loan loss allowances.'® Additionally,
the Commission staff has been supportive of federal banking agency efforts to assist
institutions in following GAAP by providing clarifying guidance in the areas of loans
held for sale and accounting issues affecting credit card operations.”® Further, the

18 See SEC Accounting and Auditing Enforcement Release No. 1597 (July 18,

2002) (Administrative Proceeding File No. 3- 10838) regarding PNC Financial
Services Group, Inc.

19 See SEC Staff Accounting Bulletin No. 102 and Federal Financial Institutions
Examination Council (FFIEC) “Policy Statement on Allowance for Loan and
Lease Losses (ALLL) Methodologies emd Documentatlon for Banks and Savings
Institutions™ (July 2001).

20 See the “Interagency Guidance on Cerfain Loans Held for Sale” (March 2001)

and “Interagency Advisory on the Accounting Treatment of Accrued Interest
Receivable Related to Credit Card Secutitizations” (December 2002).

14
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Commission, the Federal Reserve Board, and the Office of the Comptroller of the
Currency have supported private sector and regulatory efforts to improve disclosures by
financial institutions about risk exposures.21 The Commission fully expects to continue
to work with the federal banking agencies in these and other areas of mutual interest.

Inspections and Examinations of Financial Institutions

The Office of Compliance Inspections and Examinations administers the
Commission’s nationwide examination and inspection program for registered self-
regulatory organizations (“SROs™), broker-dealers, transfer agents, clearing agencies,
investment companies, and investment advisers. The SEC's regulatory examination
authority does not extend to parent companies or affiliates of SEC-registered entities,
including banks. However, if compliance, risk management or other information relating
to the SEC-registered entity is located at a parent company or an affiliate, the SEC
requests and reviews this information during examinations of the broker-dealer. The
SEC routinely shares information with banking regulators.

The Office conducts inspections to foster compliance with the securities laws, to
detect violations of the law, and to keep the Commission informed of developments in
the regulated community. Among the more important goals of the examination program
is the correction of compliance problems. When the Office finds deficiencies, it issues a
"deficiency letter" identifying the problems that need to be rectified, requires firms to
correct the problems, and follows up to ensure corrective action has been taken. Serious
violations are referred to the Division of Enforcement for formal action.

Currently, there arc approximately 8,100 broker-dealers, 7,700 investment
advisers, 1,000 fund groups, and 950 transfer agents registered with the SEC. The SEC’s
examination staff consists of 688 staff located in headquarters and in the SEC’s regional
and district offices, 390 staff in the investment adviser/investment company examination
program and 298 staff in the broker-dealer and SRO examination program. In the fiscal
year ending September 30, 2002, the SEC examined 659 broker-dealers, 32 SRO
programs, 1,569 investment advisers, 278 investment company complexes, 2 clearing
agencies, and 152 transfer agents.

u For example, the agencies supported the efforts of the Working Group on Public

Disclosure (also known as the Shipley Group) and the Multidisciplinary Working
Group on Enhanced Disclosure (MWGED) (also known as the Fisher I Group).
Both of these groups issued reports in early 2001 recommending improvements to
institutions’ disclosures about their exposures to market, credit, liquidity and other
risks. Staff representatives of the SEC, Fedcral Reserve Board, and the Office of
the Comptroller of the Currency are currently participating in a working group of
the Joint Forum that is following up on the work of the MWGED to recommend
further enhancements to disclosures by. financial institutions (including firms in
the banking, securities, and insurance industries).

15 -
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All broker-dealers must be members of at least one SRO such as the NASD or the
NYSE, and many, typically larger broker-dealers, are members of several SROs.
Pursuant to the Exchange Act, SROs have examination anthority over their member
broker-dealers and conduct routine cyclical examinations. The Office of Compliance
Inspections and Examinations regularly inspects SRO programs and operations, including
the SRO’s examination program. In addition, the Office conducts several types of
examinations of broker-dealers: oversight examinations of the SRO’s review; special
purpose examinations that focus on a particular regulatory concern such as anti-money
laundering or best execution; and cause examinations to respond to concerns that come to
staff’s attention, for example through a customer complaint.

Most examinations focus on reviewing broker-dealers” compliance with rules
governing the sales of securities to retail investors, and with reviewing broker-dealers’
compliance with net capital and financial responsibility rules. The SEC also conducts
special purpose examinations to review broker-dealers’ internal controls and risk
management systems. This type of review is designed to evaluate the processes and
procedures that broker-dealers have in place to identify, assess, monitor, and control risks
to the broker-dealer. These examinations are focused on measures that the broker-dealer
takes to monitor the overall risks from its operations to the broker-dealer, and do not
involve a review of specific transactions. Some of the areas reviewed include broker-
dealers' systems and procedures for monitoring or controlling risk exposure associated
with proprietary trading, lending to counterparties, and contingency planning in the event
of a significant business disruption.

Conclusion

Thank you for this opportunity to submiit this statement for the record of the
Committee’s hearing on the role of financial institutions in structured transactions. The
Commission takes the need for clear and transparent disclosures very seriously. We
intend to continue our vigorous efforts in this area and appreciate your emphasis on the
need for the transparent financial reporting that is crucial to our capital markets.

16.
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‘ U.S.SENATE
PERMANENT SUBCOMMITTEE ON INVESTIGATIONS
STAFF REPORT
ON
FISHTAIL, BACCHUS, SUNDANCE, AND SLAPSHOT:
FOUR ENRON TRANSACTIONS
FUNDED AND FACILITATED BY U.S. FINANCIAL INSTITUTIONS

December 11, 2002
* Kk K

Beginning in December 2000 and ending in June 2001, Enron engaged in a series of four
multi-miltion dollar structured finance transactions known as Fishtail, Bacchus, Sundance, and
Slapshot. All four transactions related to Enron’s new business venture in pulp and paper
trading. All four were financed primarily by the Salomon Smith Barney unit of Citigroup
(hereinafter “Citigroup”) or JPMorgan Chase & Co. (hereinafter “Chase™). The evidence
demonstrates that Citigroup and Chase actively aided Fnron in these transactions, despite
knowing the transactions utilized deceptive accounting or tax strategies, in return for substantial
fees and favorable consideration in other business dealings. The evidence also indicates that
Enron would not have been able to complete any of these transactions without the direct support
and participation of a major financial institution.

The information and analysis provided in this report are based upon a bipartisan
investigation by the U.S. Senate Permanent Subcommittee on Investigations of the Committee on
Governmental Affairs. The Subcommittee’s investigation included reviewing hundreds of
thousands of documents from Enron, Citigroup, Chase, Arthur Andersen, and other parties;
interviewing key personnel involved in the transactions; consulting key federal agencies
including the Securities and Exchange Commission, Federal Reserve System, Office of the
Comptroller of the Currency, and the Internal Revenue Service; and consulting a number of
finance, accounting and tax experts.

The Subcommittee’s investigation of these transactions continues its examination of the
role of major U.S. financial institutions in the collapse of Enron Corporation.' Just over one year
ago, on December 2, 2001, Enron declared bankruptcy, ending its status as a leading energy
company and the seventh largest corporation in the United States. Since then, Enron’s chief
financial officer, Andrew Fastow, has been indicted for fraud, money laundering, and other
misconduct. Mr. Fastow’s key assistant, Michael Kopper, has pleaded guilty to fraud and money
laundering. Enron’s top Western energy trader, Timothy Belden, has pleaded guilty to fraudulent

! See Subcommittee hearings, “The Role of the Financial Institutions in Enron’s Collapse” (July 23 and 30,
2002)(hereinafter “July 23 hearing” and “July 30 hearing™).
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conduct to manipulate prices in the California energy market. Congressional hearings, including
by this Snbcommittee and the full Governmental Affairs Committee, have presented evidence of
Enron’s participation in accounting deceptions, price manipulation, insider conflicts of interest,
excessive executive compensation, and unfair dealing with employees, investors, and creditors.
Additional criminal and civil investigations by the Justice Department, Securities and Exchange
‘Commission, Federal Energy Regulatory Commission, and other law enforcement agencies are
continuing.

The purpose of this staff report is to examine four Enron transactions that, like those
featured in the Subcommittee’s July hearings, demonstrate that U.S. financial institutions are
designing, participating in, and profiting from complex financial transactions explicitly intended
to help U.S. public companies engage in deceptive accounting or tax strategies. The evidence
also shows that U.S. financial institutions and public companies are misusing structured finance
vehicles, originally designed to lower financing costs and spread investment risk, to carry out
sham transactions that have no legitimate business purpose and mislead investors, -analysts, and
regulators about companies’ activities, tax obligations, and true financial coridition.

SUMMARY OF TRANSACTIONS

All four of the transactions at issue in this report involve Enron’s fledgling electronic
trading business in the pulp and paper industry, a new business venture which Enron was
developing with the support of Citigroup, Chase, and others. The assets involved in the
transactions include Enron’s trading book of derivatives and forward contracts to deliver pulp
and paper products, electronic trading software, online trading operations dedicated to pulp and
paper trading activity, and certain paper mills and timberlands in the United States and Canada.
All four transactions reflect efforts by Enron to keep debt off its balance sheet or to manufacture
immediate returns on its pulp and paper trading business and use these returns to report betier
financial results than the company actualty produced in 2000 and 2001.

The four transactions can be summarized as follows.

Sham Asset Sale. The first three transactions, Fishtail, Bacchus, and Sundance, took
place within an approximate six month period from December 2000 to June 2001. All thres
involved the transfer of assets at inflated values from Enron to special purpose entities (SPEs) or
joint ventures that Enron orchestrated and, among other problems, established with sham outside
investments that did not have the required independence or did not truly place funds at risk.
Moreover, when considered as a whole, the three transactions resulted in a disgnised, six-month
loan advanced by Citigroup to facilitate Enron’s deceptive accounting. In effect, Enron
transferred its assets to a sham joint venture, Fishtail; arranged for a shell company in Bacchus to
borrow $200 million from Citigroup to “purchase” Enron’s Fishtail interest, without disclosing
that Enron was guaranteeing the full purchase price; used the sham sale revenue to inflate its
year-end 2000 earnings by $112 million; and then quietly returned the $200 million to Citigroup
six months later via another sham joint venture, Sundance. The result was that the three
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transactions enabled Enron to produce misleading financial statements that made Enron’s
financial condition appear better than it was. Senior Citigroup officials strongly objected to
Citigroup’s participation in one of the transactions, warning: “The GAAP accounting is
aggressive and a franchise risk to us if there is publicity (a la Xerox).” Citigroup nevertheless
proceeded and played a key role in advancing this transaction, which could not have been
completed without the funding and active support of a large financial institution.

Sham Loan. The final transaction, Slapshot, took place on June 22, 2001. It involves a
sham $1 billion loan and related funding transfers and transactions that Chase designed and
presented to Enron to produce up to $60 million in Canadian tax benefits and up to $65 million
in financial statement benefits for Enron.

In essence, the Slapshot transaction cloaked a legitimate $375 million loan to Enron
issued by a consortium of banks inside a $1.4 billien sham loan to Enron issued by a Chase-
controlled SPE. Chase provided the extra money for the sham loan by approving a $1 billion
“daylight overdraft” on a Chase bauk account. To eliminate any risk associated with providing
the overdraft finds to Enron, Chase required Enron to deposit a separate $1 billion in an escrow
account at Chase prior to Chase’s issuing the sham loan to Enron. Enron obtained the required
escrow funds by drawing on its main corporate bank account at Citigroup which issued Enron a
separate $1 billion daylight overdraft. Chase and Enron then circulated Chase’s $1.4 billion in
“loan” proceeds and Enron’s $1 billion in escrow funds through a maze of U.S. and Canadian
bank accounts held by Enron and Chase affiliates, ending the transaction when both Chase and
Enron recovered their respective $1 billion overdrafts by the end of the day.

The end result of the Slapshot transaction was that Enron kept the $375 million provided
by the bank consortium, and Enron directed its Canadian affiliate to repay the $375 million loan.
But with Chase’s assistance, Enron also used the Slapshot transaction records to pretend that its
affiliate had actually received the larger $1.4 billion “loan” and to treat its $22 million loan
repayments — each of which was actually a payment of principal and interest on the $375 million
loan — as pure interest payments on the $1.4 billion “loan.” Canadian tax law, like U.S. tax law,
allows companies to deduct from their taxable income all interest payments on a loan, but no
payments of loan principal. By characterizing each $22 million loan payment as an interest
payment on the $1.4 billion lean, Enron claimed to be entitled to deduct the entire $22 million
from its Canadian taxes, as well as obtain related financial statement benefits. Five months later,
however, Enron declared bankruptcy before all the projected benefits from Slapshot were
realized.

Chase was paid fees and other remuneration totaling $5.6 million for allowing Enron to
use its “proprietary” Slapshot structure and for designing, coordinating, and completing the
complex transactions involved. A written tax opinion provided to Enron by a Canadian law firm

? The current status of Enron’s utilization of the Slapshot structure is unclear; the Subcommittee is awaiting
Enron’s response to correspondence on this matter.
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stated that the transaction “clearly involves a degree of risk,” and advocated proceeding only
after providing this warning: “We would further caution that in our opinion, it is very likely that
Revenue Canada will become aware of the proposed transactions ... [and] will challenge them.”
Chase sold similar tax structures to other U.S. companies as well.

Each of the four transactions examined in this report involved deceptive financial
structures utilizing multiple SPEs or joint ventures, asset or stock transfers, and exotic forms of
financing. All relied on a major financial institution to provide funding, complex funds transfers,
and intricate structured finance deals. In the end, all four transactions appear to have had no
business purpose other than to enable Enron to engage in deceptive accounting and tax strategies
to inflate its financial results or deceptively reduce its tax obligations.

FISHTAIL

The Facts. The first transaction in the four-part series, Fishtail,® took place in December
2000. This transaction was the first step in a larger plan by Enron to move its pulp and paper
trading business off its balance sheet into a separate joint venture, sell its ownership interests in
that venture, and then declare the income from the sale on its 2000 financial statements. The first
step, Fishtail, called for Enron to contribute its existing pulp and paper trading business — that is,
its electronic trading software, pulp and paper online trading operation and personnel, and
existing pulp and paper trading book — to a joint venture with another investor in order to convert
the business into an equity investment and establish its value.

Enron, LIM2 Co-Investment, LP (“LJM2"),* and Chase participated in the Fishtail joint
venture which was established on December 19, 2000. To participate in Fishtail, LJM2 (acting
through an affiliate LIM2-Ampato L.LC) formed a new SPE called Annapurna LL.C. Enron
(acting through Enron North America) and Annapurna each held 50 percent of Fishtail’s voting
shares.’ Figure 1 illustrates the final structure of the Fishtail joint venture.

* The Subcommittee will refer to transactions by the project names that Enron chose. In somme instances,
the participating financial institutions used different nomenclature. Fishtail, for example, was known internally at
Chase as project “Grinch.”

4 LIM2 is a Delaware limited partnership which was formed and managed by Enron’s chief financial
officer, Andrew Fastow, and which functioned as a private equity fund that dealt almost exclusively with Enron. For
more information on LIM2, its dealings with Enron, and the conflicts of interest inherent in its relationship with
Enron, see the Subcommittee’s report, “The Role of the Board of Directors in Enron’s Collapse,” S. Prt. 107-170
(7/8/02), at 23-35. -

5 See “Fishtail LLC Formation/Securitization,” Andersen memorandum by Thomas Bauer and Kate Agnew
(12/29/00), Bates AASCGA 008673.1-4. Under generally accepted accounting principles (GAAP), companies
typically do not consolidate entities in which they own 50 percent or less of the total outstanding voting shares.
Accounting Principles Board Opinion No. 18, “The Equity Method of Accounting for Investments in Common
Stock” (1971). Because the two parties in Fishtail each owned 50 percent of the voting shares, the joint venture did
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Figure 1: Fishtail
Services Agreement
ENA
—_— Pepand P
FV: $2000M Class A Managing
BV: $85MM Class C 70.98% Em@c Intarest

Y

Fishtz2ll LLC

& ;

Residunl $42 MM Commitment '
Cast and 58 MM Clese B Praferred
y
uc
$500,600 fae $350,000 fee
15 bpe on undrawn 15%730% ROt
LIBOR + 2% I dreavn
$42 MM $8 M
Commitment
Chase Lz '&Mo

Source: Diagram of Fishtail transaction, Bates DT 000381

Arthur Andersen was Enron’s auditor and evaluated the Fishtail {ransaction to determine
whether it complied with GAAP accounting rules. The key Andersen guidelines for capitalizing
joint ventures state that, in a 50-50 joint venture involving two parties, the ratio of investment by

not appear on either Enron or Annapuma’s financial statements.
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the two parties may not exceed a ratio of four to one.® In other words, under the Andersen
guidelines, if a 50-50 joint venture is to remain unconsolidated, each party to the joint venture
must contribute a minimum of 20 percent of the total capitalization. In addition, the Andersen
guidelines require that the contribution provided by the second investor must include capital-at-
risk equal to at least 3 percent of the total capitalization. This 3 percent “equity investment”
must be funded at the time the joint venture is formed and remain at risk throughout the venture.”
Enron’s capital contribution to Fishtail was its pulp and paper trading business. In order
to place a dollar value on this contribution, Chase and Enron relied on a November 2000
valuation analysis provided by Chase Securities, Inc. in connection with an earlier effort by
Enron and a third party to form a joint venture that was not completed. The Chase Securities
analysis had concluded that the pulp and paper trading business was worth $200 million.® Chase
Securities issued this valuation, even though the key asset at the time, Enron’s pulp and paper
trading book, was being cartied on Enron’s books at less than half that amount, approximately
$85 million.® According to Enron and Chase officials interviewed by the Subcommittee, the
remaining $115 million in value came from intangible or “soft” assets associated with the pulp
and paper trading business.)! Enron’s own internal accounting guidance, however, suggests that

¢ See Andersen email, plus attachments, from Kate Agnew to Andersen employees Johm Stewart and others
(8/21/00), Bates AASCGA 007193.1-007195.11. Since authoritative accounting literature on establishing,
capitalizing and consolidating joint ventures and distinguishing them from special purpose entities is limited,
Andersen developed internal policies and guidelines on how to structure joint ventures to ensure their GAAP
compliance and prevent abuses such as deconsolidating a joint venture that was really funded and controlled by a
single party. The 4:1 rule was one of Andersen’s key requirements for capitalizing joint ventures.

7 See “Fishtail LLC Formation/Securitization,” Andersen memorandum by Thomas Bauer and Kate Agnew
(12/29/00), Bates AASCGA 008673.14. When analyzing the minimum substantive investment required for an
unconsoclidated joint venture like Fishtail, Andersen analogized to the minimum 3 percent equity at risk requirement
already in place for SPEs. (“Specific autboritative guidance surrounding the necessary amount of capital-at-risk to
be cansidered a substantive investment is available only in literature surrounding SPE’s, Although [Fishtail] appears
to be a business/strategic joint venture, and is not by definition an SPE, we believe the SPE guidance (EITF 90-15)
establishes a good reference point as a minimum standard for our consideration.”)

8 See “Enron Network Partners: Valuation Analysis of Contributed Assets,” by Chase Securities, Inc.
(11/20/00), Bates CITI-SPSI 0015996-0016017.

® See “Fishtail LLC,” an Enron document summarizing the Fishtail transaction (undated), Bates
ECa000015282.

19 See Subcommittee interview with Michael K. Patrick of Enron (11/14/02) (hereinafter “Patrick
interview”) and Robert Traband of Chase (11/19/02) (hereinafter “Traband interview”). See also “Enron Network
Partners: Valuation Analysis of Contributed Assets,” by Chase Securities, Inc., CITI-SPSI 0016012. In the section
entitled, “Soft Assets,” the Chase Securities analysis states: “In addition to ‘hard dollar’ assets, Enron will contribute
credit support, management talent, a technology platform, internet experience (EOL), risk management, and other
assets to the partnership .... Enron believes these assets add significant value to the partnership.” The Chase
Securities analysis apparently agreed with Enron’s valuation of these soft assets as worth another $115 million.



156

-7-

the most appropriate valuation for such intangible or soft assets may be “zerc.”™ To justify the
significant value assigned to Enron’s soft assets in Fishtail, Enron and Chase contend that the
$115 million figure is the product of an unbiased third-party analysis, but this valuation is, in
fact, the product of a Chase affiliate supporting an Enron assessment of its own soft assets.'?

In light of Enron’s alleged $200 million contribution, Annapurna was required to
contribute at least $50 million to Fishtail to meet the Andersen 4:1 guideline for capitalizing joint
ventures. In addition, Annapurna had to contribute at least 3 percent of the total capitalization at
the time the joint venture was formed and ensure it remained at risk."* To provide the required
contribution to Fishtail, Annapurna turned to LIM2 and Chase. For its part, LIM2 transferred $8
million in cash to Annapurna which, in turn, passed the funds to Fishtail. Chase provided
Ammapurna with a $42 million “commitment,” set out in a letter of credit, to.fund Annapurna if
called upon to do so. Annapurna then passed on this funding commitment to Fishtail. The
parties referred to Chase’s commitment as an “unfunded capital” investment."* One Enron

' See “Accounting for Investments in Limited Partnerships and other Joint Ownership Entities,” Enron
accounting policy and guidance (6/26/01), Bates AAHEC(2) 03172.6 (“{{]n all cases the fair value of the
contributions must be objectively determined and verifiable. Certain contributed intangibles may be difficult to
objectively measure and therefore naaybe [sic] deemed to be valued at zero for the purposes of the economic
assessment. The intent is that the third party should not necessarily get ‘equity credit® for ‘soft’
contributions.” (Emphasis in original.)) Evidence indicates that Enton had vetted the policy staterents in this
memorandum with Andersen, and they were consistent with Enron valuation principles in place at the time of the
Fishtail transaction.

2 When Enron “sold” its Fishtail ownership interests one week later in the Bacchus transaction, Enron
claimed a profit of $112 million on the “sale.” This outsized profit margin raises obvious questions about whether
Enron engineered an inflated asset valuation and sales price to enable it to report a large sales gain on its 2000
financial statements. In addition, one year later, an internal, preliminary asset inventory compiled by Enron in
anticipation of declaring bankmiptcy estimated the total market value of its pulp and paper trading business as of
September 30, 2001, at $50 million. “Enron Corporate Development Asset Inventory” (11/25/01), Bates EC
001521856-57. This $50 million internal valuation is dramatically less than the $200 million valuation Enron
claimed in the Fishtail transaction nine months earlier, and the $228.5 million valuation claimed in the Sundance
transaction just four months earlier. See “Sundance Structure,” Citigroup document (undated), Bates CITI-SPSI
0044992,

¥ See “Fishtail LLC Formation/Securitization,” Andersen memorandum by Thomas Bauer and Kate
Agnew (12/29/00), Bates AASCGA 008673.1-4. In addition to the joint venture capitalization rules, under
applicable accounting rules for SPEs, Annapurna qualified as an independent entity, unconsolidated with any party,
only if, among other requirements, at least 3 percent of its capital came from an independent equity investor and
remained genuinely at risk. See InRe The PNC Financial Services Group, Inc., SEC Administrative Proceedings
File No. 3-10838 (Order Making Findings and Imposing Cease and Desist Order, 7/18/02); EITF Abstracts, Topic
D-14, “Trapsactions Involving Special Purpose Entities”; EYTF Issue Na. 90-15, “Impact of Nonsubstantive Lessors,
Residual Value Guarantees, and Other Provisions in Leasing Transactions,” Response to Question No. 3.

!4 Email by Enron employee Michael Patrick to Wes Colwell, (1/4/01), Enron disk produced to the
Subcommittee.
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employee referred to this novel approach of capitalizing a joint venture with an “unfunded
capital” commitment as a “new accounting technology” developed by Enron."

According to the same Enron employee, the Fishtail transaction was “primarily
accounting driven and the structure was heavily negotiated with Arthur Andersen.”® Andersen
apparently approved “the unfunded nature of the commitment” made by Chase only after a clause
was added fo the joint venture agreement giving Fishtail unilateral power to draw down the
Annapurna-Chase commitment in certain circumstances.'” Another aspect of the agreement,
however, specified that the first $200 million dollars of any loss experienced by Fishtail would
be allocated to Enron, thereby making it highly unlikely that the Chase commitment would ever
actually be drawn.'® Andersen nevertheless approved the transaction.

Chase was paid $500,000 in fees for participating in the Fishtail transaction.” Its $42
million unfunded commitment to the joint venture was never used, and Chase never actually
contributed any funds to Fishtail. LJM2 was paid an up-front fee of $350,000 for participating in
Fishtail. Approximately six months later, LYM2 was paid $8.5 million to “sell” its Annapuma
ownership interest to Sundance. This payment meant that LIM2 not only recouped its initjal
capital investment of $8 million, but also, when combined with its earlier $350,000 fee, carned
an overall 15 percent return on its Fishtail investment.?®

'* Id. Several finance and accounting experts told the Subcommittee staff they had never heard of an
“unfunded capital” commitment being nsed to capitalize a joint venture and expressed skepticism over whether it
qualified under current accounting rules as a valid joint venture contribution. One expert also said that the
amrangement cast doubt on the arms-length nature of the transaction, since it permitted one of the two parties to the
joint venture to defer any actual investment in the venture until a later time.

16 1d, Mr. Patrick reaffirmed this information in his Subcommitiee interview. The key Andersen employee
involved in the Fishtail and Sundance transactions, Thomas Bauer, refused to be interviewed by the Subcommittee
prior to the hearing to explain either his role or Andersen’s understanding of the two transactions.

7 «Amended and Restated Limited Liability Company Agreement of Fishtail LLC” (12/19/00), Clanse
4.02, Bates SENATE ANNA 00081. See also “Fishtail LLC Formation/Securitization,” Andersen memorandum by
Tom Bauer and Kate Agnew (12/29/00), Bates AASCGA 008673.1 (“Our preference would be to have the amount
computed pursuant to the 4 to 1 test to be fully funded upon formation but would not insist since the 4 to 1 test is not
mandatory in the literature.”). Mr. Patrick substantiated this account in his Subcommittee interview.

® “Amended and Restated Limited Liability Company Agreement of Fishtail LLC” (12/19/00), Clause
4,02, Bates SENATE ANNA 00081. See also “Project Grinch,” surnmary memorandum by Chase (12/16/00), Bates
SENATE ANNA 00397-99 (“It is expected that the commitment will be unfunded.” is stated in bold type in the
first paragraph of this memorandurmn.).

" See Chase Securities letter to Enron (12/20/00), SENATE ANNA 00360-61. See also Traband
interview and Subcommittee interview with Eric Peiffer (12/4/02)(hereinafter “Peiffer interview”).

2 1. JM2 documents show that LIM2 had expected to receive a 15 percent return on it Annapurna
investment and to be taken out of the Fishtail transaction within 6 months. See, for example, “LIM2 Investment
Summary” (12/20/00), Bates LIM 029881-4. While one Enron employee maintained in a Subcommittes interview
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Analysis. The Fishtail transaction was, at its core, a sham joint venture which pretended
to have more than one investor, but, in fact, relied solely on Enron. The primary goal of the
transaction was to create an appearance of Enron’s moving its pulp and paper trading business
from an‘in-house operation to a separate joint venture so that Enron could eliminate the assets
from its balance sheet. A secondary goal was to fix a market value to the transferred assets in
preparation for their “sale” a week later.

The evidence shows that Fishtail did not qualify for off-balance shest treatment and
should have been consolidated with Enron. Enron’s counter party in the joint venture,
Annapurna, functioned as a shell operation designed to create the appearance but not the reality
of a second investor. Annapurna had no employees, no bank account, and no purpose or
activities apart from its passive investraent in Fishtail.

Annapurna was allegedly capitalized by LIM2 and Chase. But LIM2's related party
status, due to its close Enron ties and the ownership and control exercised by Enron’s chief
financial officer, Andrew Fastow,” disqualified LIM2 from providing the “independent” equity
investment necessary to an unconsolidated SPE or joint venture.” In addition, Mr. Fastow’s
pending criminal indictment alleges that Enron, on more than one occasion, used LIM2 “to
manufacture earnings through sham transactions” and that Enron had an “undisclosed
agreement” with Mr. Fastow to ensure that LTM2 did “not lose money in its dealings with
Enron.”® This undisclosed agreement, if it existed, meant that LIM2's investment in Annapurna
was never truly at risk since, in essence, Enron had guaranteed it would not suffer any loss from
an Enron venture. Chase’s $42 million commitment also failed to place any funds at risk, since it
was never funded or drawn upon and functioned under arrangements which made its use highly
unlikely. As one finance expert put it, “Chase never really had any skin in the game.”

If Chase’s unfunded commitment were disregarded, then Annapurna’s capitalization and
contribution to Fishtail totals $8 million in cash, well short of the Andersen 4:1 capitalization
guidelines for unconsolidated joint ventures. In addition, if the $8 million was neither
independent nor at risk due to LIM?2's related party status and undisclosed agreement with Enron,
Annapurna collapses as an SPE, and Fishtail fails to meet its requirement for a minimum 3

that the 15 percent return was the maximum that LIM2 was entitled to receive on the joint venture, and not a
puaranteed minimum retorn, the LTM2 documentation and similar minirnum fee arrangements between Enron and
LIM2 in other investments, suggest the final amount paid to LIM2 was more than coincidence. See, for exampte, 15
percent fee arrangement in the Nigerian barge transaction examined at the Subcomumittee’s July 30 hearing; Patrick
interview. :

2l See Subcommittee report, “The Role of the Board of Directors in Enron’s Collapse,” S. Prt. 107-170
(7/8/02), at 23-35.

2 See EITF Abstracts, Topic D-14, “Transactions Involving Special Purpose Entities.”

2 United States v. Fastow, (USDC SDTX, Cr. No. H-02-0665), Indictment (10/31/02) at paragraphs 19
and 22.
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percent at-risk investment. In either situation, Fishtail shounld have been consolidated with
Enron.

Additional issues are raised by the $200 million valuation placed on Enron’s pulp and
paper trading business when it was contributed to Fishtail.. This $200 million figure was more
than double the market value of the one “hard asset” carried on Enron’s own books, the
remaining assets were “soft assets” that Enron itself was cautious about using to establish the
value of a joint venture contribution, and the only “independent” asset valuation was performed
by a Chase affiliate,

By participating in Fishtail, Chase helped Enron move its pulp and paper trading business
off balance sheet and establish a generous market value for the transferred assets. Chase never
actually invested any funds in Fishtail or took any active role in the business, yet was paid halfa
million dollars for pretending to provide the bulk of financing for this so-called joint venture.

BACCHUS

The Facts. The second transaction, Bacchus, took place one week afer Fishtail, on or
about December 26, 2000. Enron used the Bacchus fransaction to declare that a $200 million
asset “sale” had taken place and record a $112 million “gain” on its 2000 financial statements.

Enron’s primary goal in Bacchus was to “monetize” its interest in its pulp and paper
trading business so that it could record additional income and cash flow from the “sale” of this
business venture on its financial statements.” The Fishtail transaction took the first step by
purporting to move Enron’s pulp and paper trading business to a separate joint venture off
Enron’s books. Once Fishtail was complete, Enron took the next step, in Bacchus, to “sell” its
Fishtail investment to an allegedly independent third party so that it could record the cash flow
and income on its books.

Enron reasoned that its ownership interests in Fishtail®® qualified as a “financial asset”
that could be sold and accounted for under Statement of Financial Accounting Standards (SFAS)

* See “Transaction Descriptions,” Enron document (undated), Bates EC2 000009786-87; Patrick
interview; “Fishtail LLC Formation/Securitization,” Andersen memorandum by Thomas Bauer and Kate Agnew
(12/29/00}, Bates AASCGA 008673.1-4.

# Enronand LIM2 had agreed on three classes of ownership interests in the Fishtail joint venture. Class A
interests, owned by Enron, conveyed the right to exercise management control over the joint veature and the right to
0.1 percent of the “economic interests” in Fishtail. Class B interests, owned by Annapurna, conveyed the right to 20
percent of the “economic interests” in Fishtail. Class C interests, owned by Enron, conveyed the right to 79.9
percent of the “economic interests” in Fishtail, See “Fishtail,” a summary of the Fishtail transaction by Deloitte &
Touche, LLP, executed in conjunction with the Powers Report, Bates DT 000376-000403. Presumably, by
“econormic interests” the parties meant the profits or losses sustained by the joint venture.
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140.2 SFAS 140 has typically been applied to the sale of financial assets such as poals of
mortgages or receivables that have been securitized and transferred to an SPE.?’ To avoid
consolidation, the SPE purchasing the financial assets must have a minimum outside equity
investment which represents at least 3 percent of the SPE’s total capital and which must remain
genuinely at risk.”

Within one week of forming Fishtail, Enron “sold” its Class C ownership interest in
Fishtail for $200 million to an SPE it had formed called the Caymus Trust. This transaction,
which Enron called Bacchus, is illustrated in the following Figure 2.

% SFAS 140, “Accounting for Transfers and Servicing of Financial Assets and Extingnishment of
Liabilities,” is a statement of accounting standards issued by the Financial Accounting Staudards Board (FASB), an
organization designated by the Securities and Exchange Commission (SEC) to develop, promulgate, and interpret
generally accepted accounting principles for U.S. business. SFAS 140 superceded and replaced SFAS 125. Enron’s
reliance on SFAS 140 in-this transaction is documented, for example, in a Citigroup draft analysis of the transaction,
“Capital Markets Approval Committee: Enron Corp. Project Bacchus FAS 125 Traumsaction” (12/1/00), Bates CITI-
SPSI 012895. Enron engaged in numerous transactions under SFAS 140 and its predecessor SFAS 125, collectively
imvolving more than $1 billion. See “Finance Related Asset Sales: Prepays and 125 Sales” (presentation to the
Finance Committee of the Enron Board of Directots, 8/01), Exhibit 42 in the Subcommittee hearing, “The Role of
the Board of Directors in Enron’s Collapse” (5/7/02). See also “First Interim Report of Neal Batson, Court-
Appointed Examiner,” In Re Enron Corp., Case No. 01-16034(AJG) (Bankr. SDNY, 9/21/02).

2 Unlike other asset sales, SFAS 140 has been interpreted to allow the seller of the financial asset to retain
a significant degree of control over the asset, even after its securitization and transfer to the SPE. For example, a
financing company that routinely issues and acquires car loans may continue to manage and collect payments on
these car loans even afier pooling them and selling the rights to the cash flow to an SPE in an SFAS 140 transaction.
Enron analogized that, in an SFAS 140 transaction, it could sell its Fishtail interests to an SPE, while continuing to
exercise contral aver its pulp and paper trading business even after the sale.

2 See footnote 13, FASB is currently in the process of revising certain SPE accounting standards and,
among other changes, may increase the required minimum outside equity for an unconsolidated SPE from 3 10 10
percent. See FASB Exposure Draft, “Consolidation of Certain Special-Purpose Entities” (June 28, 2002).
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Figure 2: Bacchus
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Source: Diagram of the Bacchus transaction, Bates ECa000196027

The Caymus Trust was established by Enron as a Delaware business trust.® The Caymus
Trust was capitalized with a $194 million loan from Citigroup and a $6 million equity
“investment” from FleetBoston Financial provided through an off-balance sheet entity it had

» See “Data Sheet Reprint ... Caymus Trust (¢/o Wilmington Trust)” (2/22/02), Bates ECa 000009793,
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established called Long Lane Master Trust IV.3 The $194 million represented 97 percent of the
Trust’s total capitalization, while the $6 million represented the required minimum 3 percent
outside equity investment. Although FleetBoston appeared to carry the risk associated with the
$6 million equity investment, in fact, the risk had been conveyed to Citigroup through a total
return swap.*! This arrangement meant that Citigroup was responsible not only for the $194
million loan it had issued to the Caymus Trust, but also for the $6 million cash investment
ostensibly made by FleetBoston.*?

Enron, in turn, reduced Citigroup’s risk in the Bacchus transaction by entering into a total
return swap with Citigroup to provide credit support for the $194 million loan® Under this total
return swap, Enron effectively pledged to make Citigroup whole for any decline in value of the
Fishtail assets should those assets be needed to repay the loan.** In effect, Enron had guaranteed
the $194 million loan.®* In an interview, Enron personnel explained to the Subcommiittee that
Andersen had approved its interpreting SFAS 140 as allowing Enron to guarantee the debt
financing associated with the Caymus Trust.*® Andersen instructed that similar credit support
could not be provided by Enron for the $6 million outside equity investment,” essentially
because that support would mean that Enron would, in effect, be guaranteeing the entire purchase
price, the purchaser of the assets would assume no risk from participating in the transaction, and
the asset transfer would, therefore, no longer qualify as a “sale” under SFAS 140.

% Citigroup and FleetBoston worked together on at least one other set of Envon transactions, the Yosemite
prepays, which also made use of Long Lane Master Trust IV, For more information, see the July 23 hearing,
“Testimony of Robert Roach, Chief Investigator, Permanent Subcommittee on Investigations,” Appendix D, at pages
D-10 and D-11,

3! Email by Citigroup employee James Reilly (11/28/00), Bates CITI-SPSI 0118432; Subcommittee
interview with Citigroup employees Richard Caplan (11/21/02) and William Fox (11/22/02). A total return swap is a
derivative transaction in which one party conveys to the other party all of the risks and rewards of owning an asset
without transferring actual legal ownership of that asset.

3 According to explanations provided by Citigroup employees during their Subcommittee interviews,
Citigroup used FleetBoston in the Bacchus transaction because its initial analysis led it to believe that owning both
the debt and equity in Caymust Trust would raise regulatory issues. By the time Citigroup realized that these issues
would not arise, the transaction was nearly cornpleted and Citigroup decided not to change the structure.

. * See “Project Bacchus,” diagram of Bacchus fransaction (imdated), Bates ECa 000196027; “Global Loans
Approval Memorandum,” (12/11/00), Bates CITI-SPSI 0015991-95.

3 Conversely, the total return swap also entitled Enron, in effect, to retain any increase in value of the
Fishtail assets, should that occur.

33 By using a total return swap instead of a loan guarantee, Enron avoided having to disclose the guarantee
in its financial statement footnotes.

¥ Patrick interview.

3 See series of Andersen emails, (11/30/99), Bates AASCGA 001133.1-3.
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Although Enron was barred by accounting standards from doing so, the Subcommittee
uncovered documentary evidence indicating that Enron had also guaranteed the $6 million equity
“nvestment” in the Caymus Trust. Enron provided this gnarantee by making an undisclosed oral
agreement with Citigroup to ensure repayment of the $6 million. The key internal Citigroup
memorandum seeking final approval of the Bacchus transaction from the Citigroup Credit
Committee makes multiple references to the existence of this oral agreement.® The
memorandum describes the Bacchus credit “facility” being requested as consisting of two parts:
a “loan” and an “equity” contribution. The memorandum states: “The equity component we
provide will be based on verbal support as committed by Andrew S. Fastow ... to Bill Fox [of
Citigroup].” It also states that the “equity portion of the facility” involves “a large element of
trust and relationship rationale” but “this equity risk is largely mitigated by verbal support
received from Enron Corp. as per its CFO, Andrew S. Fastow.” At another point, the
memorandum states: “Enron Corp. will essentially support the entire facility, whether through a
guaranty or verbal support.”™

During an interview with Subcommittee staff, one senior Citigroup official who played a
key role in securing final approval of the deal denied that Enron had verbally guaranteed the
equity “investment.”®® Yet he confirmed that, prior to the closing of the deal, he traveled to
Enron in Houston and met with Mz. Fastow to obtain Enron’s “verbal support” for the equity
investment. He also told the Subcommittee that Mr. Fastow assured him that Enron would take
“whatever steps necessary” to ensure Citigroup would not suffer any loss related to the $6
million.* Later, the same senior official sent an email to Citigroup’s risk management teant
stating that Citigroup had obtained a “total return swap from Enron” for the debt financing and
“verbal support for the balance,” meaning the $6 million.”*

The evidence shows that Enron had, in effect, guaranteed 100 percent of the debt and
equity “investment” in the Caymus Trust, and both Enron and Citigroup knew it. Enron’s 100
percent guarantee of the Caymus Trust investments meant that the Caymus Trust had incurred no

% “Global Lozns Approval Memorandum,” (12/11/00), Bates CITI-SPSI 0015991-95,

* See also “Executive Summary” of certain Citigroup transactions with Enron (undated), Bates CTTI-SPST
0128937 (“Bacchus/Caymus Trust Facility—Citibank has been asked to approve and hold this $250MM facility
consisting of Notes and Certificates. ... The Notes ($242.5MM) will be supported by a total return swap with Enron
Corp as the creditrisk. The Certificates are supported by verbal support obtained by Bill Fox from Andy Fastow,
Enron Corp’s Chief Financial Officer.”) :

“ Fox interview.

a .

* Email from Mr. Fox to Citigroup employee Thomas Stott (4/18/01), Bates CITI-SPST 0085843. Still
another Citigroup email, written two days after the Bacchus deal closed, stated: “The equity component has been

approved on the basis of verbal support verified by Enron CFO, Andy Fastow.” Email from Citigroup employee
Lydia Junek to Mr. Fox (12/21/00), Bates CITI-SPSI 012894445,
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risk in transferring the $200 million to Enron to “purchase” the Fishtail assets, because Enron
itself had gnaranteed repayment of the full amount. The absence of risk meant the asset transfer
did not qualify as a “sale” under SFAS 140, and Enron should not have booked either cash flow
from operations or a reportable gain from this transaction. Instead, Enron should have treated the
$200 million as a loan from Citigroup and booked the funds as debt and cash flow from
financing.

Nevertheless, immediately upon completing the December “sale” of its Class C Fishtail
interests to the Caymus Trust, Enron declared an additional $200 million in cash flow from
operations as well as a $112 million gain in income on its year-end 2000 financial statements.”

Citigroup internal documentation shows that Citigroup participated in the Bacchus
transaction in part as an accommodation to Enron. One email from November 2000 describes
the Bacchus transaction as follows: “For Enron, this transaction is ‘mission crifical” (their label
not mine) for [year-end] and a ‘must® for us.”* Another email dated a week afier the deal closed
states with respect to Bacchus: “Sounds like we made a lot of exceptions to our standard policies,
I am sure we have gone out of our way to let them know that we are bending over backwards for
them. . . let’s remember fo collect this iou when it really counts.” Another document
advocating participating in several Enron transactions states: “Given the breadth of our
relationship with the company we have been told by Enron that it is important that we participate
in these strategic initiatives,” including Bacchus.* Another email a few months later discussing
Bacchus and other pending deals observes: “Enron generates substantial GCIB revenue ($50mm
in 2000); any decision to limit/reduce credit availability will significantly reduce revenues going
forward both at Cit and $SB and permanently impair the relationship.”*

The evidence also indicates that, early on, Citigroup became aware that Enron might use
the Bacchus transaction to improve its financial statements. Emails over time show Citigroup
personnel were aware, for example, that Enron might use Bacchus to reduce debt and generate
cash flow from operations on its financial statements, but Citigroup asserts its personne! were
unaware that Bacchus would generate material earnings for Enron. One Citigroup email in

4 See Enron’s 10-K SEC filing for 2000. Enron apparently calculated the $112 million gain by
subtracting $88 million from the $200 million “sale” price. This $88 million was apparently the “basis” Enron
claimed for its Class C ownership interest in Fishtail. See “3% Test and Gain Calculation,” Andersen document
(11/17/01), Bates AASCGA 002454.6. See also footnote 10.

“ Email from Citigroup employee James Reilly to other Citigroup employees (11/28/00), Bates CITI-SPSI
0129017.

4 Email from Citigroup employee Steve Wagman to Citigroup employee Amanda Angelini, with capies to
Mir. Caplan and others (12/27/00), Bates CITI-SPSI 0119009.

4 “Executive Summary,” Citigroup document (undated), Bates CITI-SPSY 0128937,

“ Ermail from Mr. Fox to Citigroup employee Thomas Stott (4/18/01), Bates CITI-SPSI 0085843.
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November 2000, states that “Enron’s motivation” in Bacchus “now appears to be writing up the
asset in question from a [cost] basis of about $100 [million] to as high as $250 [million], thereby
creating eamings.”® This email also states a “concern” about “appropriateness since there is
now an earnings dimension to this deal, which was not there before.”

Auother Citigroup email a month later states that the Bacchus transaction was “designed”
in part to “ensure that Enron will meet its [year-end] debt/cap[iptalization] targets”; it was
“probable” the transaction would “add to [funds flow from operations]” on Enron’s (inancial
statements; and “possible, but not certain, that there will be an earnings impact.”” An email two
days later calculates that the $200 million would represent more than ten percent of the cash flow
and net income Enron had reported in 1999 and was likely to report in 2000.° An email in
response states: “Based on 1999 numbers would appear that Enron significantly dresses up its
‘balance sheet for year end; suspect we can expect the same this year.”' While two of the
December emails predict any eamings from the Bacchus transaction were likely to be immaterial,
Citigroup personnel agreed in Subcommittee interviews that the $112 million in extra earnings
finally reported was material even to a company as large as Enron.” Citigroup denied knowing
at the time, however, that Enron had actually recorded these additional earnings on its 2000
financial statements.

In interviews with the Subcommittee staff, Citigroup executives involved in the Bacchus
transaction stated that when a structured finance transaction has features suggesting that a client
might be using the transaction to manufacture earnings on its financial statements, it creates an
“appropriateness issue” which generally requires a greater degree of review and due diligence
within the investment bank.”® When asked whether the necessary appropriateness review took
place in Bacchus, one Citigroup official stated that “further investigation” was warranted since
the emails indicated that Citigroup had not clarified whether Enron was, in fact, going to claim
earnings from the transaction and, if so, how much. He also indicated that he was unaware of
any additional action taken to examine the eamings or other financial statement implications of

“ Email from Citigroup employee Steve Baillie to Mr. Fox (11/24/00), Bates CITI-SPSI 0119040.

“ Email from Citigroup employee James Reilly to Mr. Caplan, Mr. Fox, and others (12/6/00), Bates CITI-
SPSI 0119046.

* Email from Citigroup employee Shirley Elliott to Mr. Fox (12/13/00), Bates CITI-SPSI 011906 (“In
terms of total balance sheet size, it appears that Bacchus is immaterial; however, the $200 million represents 16.3%
and 22.4% of operating cash flow and net incomse, respectively [for 1999, and] ... 11.6% of cash EBITDA ... [for
2000].”) This analysis assumes a zero basis,

¥ Email from Mr. Fox to Shirley Elliott (12/13/00), Bates CITI-SPSI 0128912
# Caplan interview; Fox interview,
 Caplan interview; Fox interview. These Citigroup executives.also indicated that Citigroup typically does

not get involved in structured transactions that have an earnings irapact, with the exception of transactions generating
tax benefits.
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the transaction. The Subcommittee has not found, and Citigroup has not provided, any evidence
establishing that Citigroup undertook any additional appropriateness review to gauge Enron’s
potential use of Bacchus to generate earnings.

In fact, the Bacchus figures significantly improved Enron’s 2000 financial statements.
The $112 million gain represented more than 11 percent of Enron’s total net income for the fiscal
year, while the $200 million in cash flow represented about 6 percent of Enron’s total cash flow
from operations for the year.” These figures suggest that, had the Fishtail and Bacchus
transactions failed to close, Enron would likely have failed to meet Wall Street’s earnings
projections for the year, and the company’s share price would have suffered.

Citigroup was paid a $500,000 fee for its participation in Bacchus, earned $5 million in
interest payments related to the $200 million debt, and obtained another $450,000 yield related to

the $6 miltion “equity investment.”** , ,

Analysis. Even more than Fishtail, the Bacchus transaction was steeped in deceptive
accounting, if not outright accounting fraud. The evidence shows that Enron guaranteed both the
debt and equity “investment” in the Caymus Trust, thereby eliminating all risk associated with
the “sale” of the Fishtail assets to the Trust. Without risk, the transaction fails to qualify as a sale
under SFAS 140. The fact that Enron’s guarantee of the $6 million equity “investment” was
never placed in writing, but was kept as an oral side agreement with Citigroup, demonstrates that
both parties understood its significance and potential for invalidating the entire transaction.
Citigroup nevertheless proceeded with the deal, knowing that a key component, Enron’s
guarantee of the $6 million, rested on an unwritten and undisclosed oral agreement.

Citigroup was also aware that Enron was likely to use the Bacchus transaction to improve
its financial statements through added cash flow and perhaps added earnings, but did not
sufficiently confront this issue either internally or by asking Enron for more information. In the
end, Citigroup not only participated in the Bacchus deal, it supplied the funds needed for Enron
to book the $200 million in extra cash flow from operations and $112 million in extra net income
on its 2000 financial statements. Without Citigroup’s complicity and financial resources, Enron
would not have been able to complete the deal and manipulate its financial statements to meet
Wall Street expectations for its 2000 earnings.

% According to its 10-K filing with the SEC, Enron’s total et incorne for 2000 was $979 million. Using
this filing and other information, the Subcommittee estimated Enron’s total funds flow froim operations in 2000 at
about $3.248 billion. See July 23 hearing, “Testimony of Robert Roach, Chief Investigator, Permanent
Subcommittee on Investigations,” Appendix A, at page A-4.

 “Global Loans Approval Memorandum,” (12/11/00), Bates CITI-SPST 0015991-95; information
supplied by Citigroup to the Subcommittee.
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SUNDANCE

The Facts. The third transaction, Sundance, took place six months after Bacchus.
Fishtail and Bacchus had been constructed as short term arrangements™ intended to enable Enron
to move its pulp and paper trading business off-balance sheet and recognize income and cash
flow from this business venture prior to the end of the fiscal year. Sundance Industrial Partners
(“Sundance”) was allegedly established to create a more long-term off-balance sheet entity which
Enron could use to hold and manage all of its pulp and paper business assets. Like Fishtail,
however, Sundance provided the appearance but not the reality of having more than one investor,
and should have been consolidated on Enron’s balance shest.

Sundance was constructed as a 50-50 joint venture between Enron and Citigroup, to be
capitalized at a 4:1 ratio in accordance with Anderson’s joint venture guidelines. Figure 3isa
diagram of the Sundance structure.

% The $194 million loan in Bacchus, for example, had a one-year maturity date. See “Global Loans
Appraval Memorandum,” (12/11/00), Bates CITI-SPSI 0015991-95. LIM2's investment in Fishtail was intended to
end after six months or trigger higher costs. “LIM2 Investment Summary” (12/20/00), Bates LTM 029881-4.
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- Sundance Structure
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Enron contributed the following assets to the Sundance joint venture: a Canadian paper

57 See “Sundance Steps” (6/1/01), Bates CITI-SPSI 0128886.

mill known as Stadacona; a New Jersey paper mill known as Garden State Paper; timberland
located in Maine and known as SATCO; a $25 million liquidity reserve for ongoing
administrative expenses; a $65 million commitment to service debt and capital expenditures; and
$208 million in cash.”” The total value of Enron’s contribution was approximately $750 million.
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Citigroup, in turn, appeared to contribute $8.5 million in cash,”® certain shares valued at
$20 million,” and $160 million in an “unfunded capital commitment,” Citigroup, thus, appeared
to contribute assets totaling approximately $188.5 million to meet the Andersen joint venture
capitalization guidelines.®®

Upon receiving the contributions from Enron and Citigroup, Sundance immediately used
the $208 million cash provided by Enron to buy Enron’s prior Fishtail interests from the Caymus
Trust.# The Caymus Trust then used these funds to pay off its $194 million loan from Citigroup

* The $8.5 million was immediately used by Sundance to purchase Annapurna’s Class B 20-percent
economic interest in Fishtail. All of these monies were apparently paid to LIM2, enabling LIM2 to recoup its $8
million capital contribution to Annapurna and, when combined with an earfier $350,000 fee, earn an overall return of
15 percent on its Fishtail investment. See “Sundance Steps,” Enron document (5/16/01), Bates ECa 000022315;
“Structuring Summary: Project Grinch,” Chase document (12/16/00), Bates JPM-1-00437.

* The shares conveyed ownership of an SPE called Sonoma, LLC whose sole asset consisted of Enron’s
Class A interest in Fishtail, which Enron had retained during the Bacchus transaction. The Class A interest
essentially conveyed management control over Exron's pulp and paper trading business. Just prior to contributing
the shares to Sundance, Citigroup purchased them from Enron for $20 million. Enron immediately reported the $20
million in “sales” revenue on its second quarter 2001 financial statements. The evidence suggests that the $20
million transaction was executed solely to allow Enron to book the additional $20 million. Initially, Enron’s outside
counsel, Vinson and Elkins, had declined to issue a legal opinion characterizing the Sonoma stock transfer to
Citigroup as 2 “true sale,” since Citigroup had avoided all risk associated with the shares by immediately
contributing them to Sundance. To satisfy Vinson and Elkins, Citigroup entered into a derivative transaction with
Sundance which, in part, allowed Sundance to sell the shares back to Citigroup within a certain period of time. After
this derivative was put in place, Vinson and Elkins issued a “last minute true sale opinion” allowing Enron to book
the sale. See “Enron Industrial Markets Finance Presentation of Sundance Industrial Parmers,” Enron document,
(6/1/01), Bates ECa000169835. A internal Citigroup email indicates that Citigroup itself did not intend to take on
any real risk by participating in the derivative transaction: “Spoke with the client. They intend and expect to close
tomorrow whether the put issue is resolved or not. They fully understand that we will blow the deal up if we are at
risk for the put ....” Email from Citigroup employee Doug Warren to Mr. Caplan (5/29/01), Bates CITI-SPSI
0123901.

Although Vinson and Elkins viewed the derivative transaction as sufficient to put Citigroup at risk for the
Sonoma shares, other terms in the Sundance partnership agreement — which Vinson and Elkins helped draft -
explicitly authorized Citigroup to uailaterally dissolve the partnership at any time, prior to incurring any loss. See
email by Mr. Caplan to Mr. Fox, with attachments (10/29/01), Bates CITI-SPSI 0127648. Vinson and Elkins kmew
or should have known that this partnership language insulated Citigroup from any true risk of loss in its Sundance
investments. Vinson and Elkins nevertheless issued the true sale opinion allowing Enron 10 record the $20 million
gain from the Sonoma share transfer.

® The $188.5 million was intended to provide the minimum 20 percent capital contribution required by the
Andersen 4:1 capitalization guidelines for 50-50 unconsolidated joint ventures. The $28.5 million in cash and stock
was intended to provide the minimum 3 percent capital-at-risk required by the Andersen guidelines.

$! This $208 million “purchase” of the Class C Fishtail interests, when considered in conjunction with
Sundance’s “purchase” of the Class B Fishtail interests for $8.5 million and Class A Fishtail interests for $20
million, appears to mean that, as of June 2001, Exnron and Citigroup paid a total of $236.5 million for Enron’s pulp
and paper trading business. But see “Sundance Structure,” Citigroup document (undated), Bates CITI-SPSI
0044992 (valuing Fishtail at $228.5 million), Both figures represent a significant increase over the $200 million
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and return the outstanding $6 million equity “investment,” thereby eliminating all remaining risk
for Citigroup associated with the Bacchus transaction.” The $208 million payment also included
a $1.5 million payment to the Caymus Trust that was apparently passed along to Citigroup for
alleged “breakage costs,” presumably due to early repayment of the $194 million loan.® In
essence, then, six months afier receiving $200 million from the Caymus Trust — all of which had
been financed by Citigroup — and using the money to book cash flow and earnings on its 2000
financial statements, Enron returned $200 million to Citigroup via the Sundance joint venture.

The evidence suggests that Citigroup agreed to participated in Sundance only after,
contrary to accounting principles, the joint venture was structured to ensure that none of
Citigroup’s funds were actually at risk and none of its expected returns depended upon the risks
and rewards of the joint venture. Citigroup protected its “investments” from loss in several ways.
First, under the partnership agreement, Citigroup obtained unilateral authority to dissolve the
Sundance partnership at any time and force its liquidation before Enron could draw upon any
Citigroup funds.* This unilateral authority meant, in effect, that as long as Citigroup monitored
the Sundance transaction and acted promptly to dissolve the partnership, it conld protect itself
against any loss.

In addition, the partnership agreement required Sundance fo maintain at all times $28.5
million in Enron notes or other high quality, liquid financial instruments to which Citigroup was
given preferred access.”® These liquid financial instruments were explicitly segregated and set
aside to ensure repayment, with a specified return, of Citigroup’s $8.5 million cash contribution
and $20 million share contribution to the partnership. In addition, the partnership agreement
provided that Eaoron had to exhaust its Sundance investments before any of Citigroup’s $28.5
million in cash and stock could be used.

Citigroup’s $160 million “unfunded” capital commitment also operated under multiple
protections making it unlikely ever to be used. Under the partnership agreement, Citigroup’s
funding commitment could be called on only after the partnership incurred GAAP losses in

value assigned to this business just six months earlier. This increased value was assigned to Enron’s trading business
during a period in which many internet-based businesses were falling in vaiue.

2 “Sundance Steps,” Enron document (5/16/01), Bates ECa000022315.
© Id.

 The Sundance partnership agreement authorized Citigronp, at its discretion, to invoke the creation of a
board of directors and appoint two- of the four members. “Sundance Partnership Agreement” (06/01/01), at 52-53,
Bates CITI-SPSI 0016044. If this board were to “Deadlock,” it would be considered a “dissolution event™ and the
partnership would automatically dissolve. Id. at 6, 61; see also “Description of the Sundance Transaction,”
Citigroup docurnent, (10/29/01), Bates CITI-SPSI 0127648.

% See “Description of the Sundance Transaction,” Citigroup document (10/29/01), Bates CITI-SPSI
0127648.
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excess of $657 million, Enron exhausted its $65 million debt and capital regerve and $25 million
liquidity reserve, and the $28.5 million in liguid financial instruments were cashed in. Again,
these arrangements meant that Sundance would have to lose almost $750 million— Enron’s entire
investment — before any loss could be repaid from Citigroup’s “contributions.” Enron
highlighted these features of the Sundance agreement in a September 2001 presentation to
Citigroup, describing it as “SBHC’s Cushion.™® Citigroup was told that it could wait until the
entire “cushion” was absorbed before dissolving Sundance to avert any losses.

Citigroup internal documents repeatedly described its Sundance investinent as protected
from risk. One of Citigroup’s primary negotiators on Sundance put it this way:

“The transaction is structured to safeguard against the possibility that we
need to contribute our contingency fund and to ensure that there is
sufficient Hquidity at all times to repay our $28.5 million investment.”"

Another Citigroup email stated, “our invest[ment] is so subordinated and controlled that it is
‘unimaginable’ how our principal is not returned.”® In addition, Citigroup arranged to receive
fees and a specified return on its Sundance “contributions,” rather than share in any profits or
increased value in the parinership, which means that its expected refurn was structured more like
a return on debt than on an equity investment. In fact, although Citigroup internally classified its
Sundance contribution as an “equity investment,” minutes of a meeting of the Citigroup Capital
Markets Approval Committee (CMAC) considering the Sundance structure noted that, “based on
the way the deal is structured, it is more like debt rather than equity.”® The final CMAC

% “Enron Industrial Markets Finance Presentation of Sundance Indusirial Partners to Salomon Smith
Barney,” (September 2001), Bates CITI-SPSI 6044993, SBHC refers to Salomon Brothers Holding Company. The
presentation lists the risk mitigation mechanistns point by point, including: “Enron tekes the first $747m in US
GAAP logses ... SBHC has the power to dissolve the partnership at will ... SBHC has adequate information to
assess ongoing risk ... Daily trading loss cannot exceed $5.5mm (6.7 months to erode cushion through trading
losses) ... Sundance has enough Hguidity to repay SBHC anytime.”

" Email from M. Caplan to Mz, Fox with attacked Citigroup memorandum, “Description of the Sundance
Transaction” (10/29/01), CITI-SPSI 0127647-49.

% Email between Citigroup employees Timothy Leroux and Andrew Lee {5/25/01), Bates CTTL-SPSI
0044874, According to a Subcommittee interview with Mr. Richard Caplan (11/21/02}, Citigroup was so convinced
of the security of ifs investment and the lack of any real risk, that Citigroup decided not to purchase any default
protection refated to the Sundance transaction.

% “Capital Markets Approval Committee (CMAC) Minutes to Meeting” (5/16/01), Bates CITI-SPSI
0016030-31. See also email between Citigroup employees Amanda Angelini and Timothy Leroux (4/27/01), Bates
CITI-SPSI 0044852 (Histing reasons why Sundance “is more ke debt than equity™).
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approval memorandum stated: “The investment has been structured to act like debt in form and
substance.”™

Given the lack of risk associated with Citigroup’s Sundance “investment,” Citigroup
personnel repeatedly questioned Sundance’s proposed off-balance sheet accounting. One
Citigroup e-mail two weeks before the deal’s closing noted: “[A Citigroup tax atforney] wanted
to say that this is a funky deal (accounting-wise). He is amazed that they can get it off balance
sheet.”™  Another email from Citigroup’s Global Energy and Mining group head in the Global
Relationship Bank questioning several aspects of the transaction stated: “Also not clear to me
how this structure achieves Enron’s off balance sheet objectives. Do we have a full
understanding of this aspect of the transaction?” A Citigroup official responded by writing: “On
the accounting: [Andersen] has agreed that by maintaining an 80/20 split on ownership with
equal voting they can achieve off b/s treatment. We have not advised nor opined on the accuracy
of that. However, according to Rick Caplan, it is identical to what Dynegy did in the gas deal for
abg gas.”™ :

Just prior to the closing for the Sundance transaction, three senior Citigroup officials
strongly warned against proceeding with the deal, in part due to its “aggressive” accounting. The
head of Citigroup’s Risk Management team for the Global Corporate and Investment Bank stated
in a memorandum sent to the head of the investment bank:

“This is a follow-up to our lunch conversation on the transaction for
Enron. If you recall, this is a complex structured transaction, which 1 have
refused to sign off on. .... Risk Management has not approved this

™ “Capital Markets Approval Committee New Product/Complex Transaction Description Guidelines Enron
Corp. Project Sundance Transaction” {5/15/01), Bates CITI-SPSI 0044830. See also email from Citigroup employee
Paul Gregg, "Subject: Euron Exposure on NA Credit Derivs,” (10/22/01), Bates CITI-SPSI 123218 ("Note that
these equity partnerships, are designed to act as debt exposure due to numerous triggers built in which allow us te
terminate.”).

™ Email from Citigroup employee Lynn Feintech to Mr. Caplan, “RE:cmac memo” (5/15/01), Bates CITI-
SPSI 0122412,

" Email exchange between Citigroup employees Mr. Fox and Ms. Feintech, “RE: Sundance,” (5/16/01),
Bates CITI-SPSI 0119011, This email exchange may contain a reference to Dynegy and an SPE it sponsored, ABS
Gas Supply LLC. Ifso, the SEC has recently deterrnined that Dynegy violated certain securities laws and
accounting rules by failing to consolidate ABS Gas on ils balance sheet. While not admitting any of the SEC
findings on this or other unrelated matters, Dynegy agreed to entry of a cease and desist order in the case and paid a
$3 miltion penalty. See SEC v. Dynegy Inc., Civil Action No, H-02-3623 (USDC SDTX), Complaint (9/23/02),
paragraphs 42-53,
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transaction for the following reasons: ... The GAAP accounting is
aggressive and a franchise risk to us if there is publicity (a la Xerox).”

In an accompanying email, the head of Citigroup’s Global Relationship Bank wrote:

“We ([the Global Energy and Mining group head] and I) share Risk’s view
and if anything, feel stock, and recovered this entire amount plus a
return.” Citigroup also terminated its $160 million funding commitment,
Citigroup’s actions showed that the partnership features had worked as
intended to insulate its entire Sundance “investment” from loss.

For participating in Sundan more strongly that suitability issues and related risks when
coupled with the refurns, make it unattractive. It would be an unfortunate precedent if both GRB
relationship management and Risk’s views were ignored.””

Despite these strongly worded warnings from senior personnel the transaction went
forward on Junel, 2001, The final go-ahead came on the day after a key Citigroup employee
working on the deal sent an email at 6:00 p.m. stating: “Any word? Am getting a significant
amount of pressure from enron to execute.”™ Another Citigroup email dated one month later
reported: “{The head of the investment bank] was out of the country the day that transaction
closed. The approval memo was ... faxed to him. [He] then had a conversation with [the Risk
Management head], who shared with us [his] feedback. We proceeded to close the transaction
that day, given the absence of infs]tructions [from either person] to the contrary.™”

Citigroup has been unable to tell the Subcommittee who provided the final approval of
the Sundance transaction. Although Citigroup internal policy requires signed management
transaction approvals for transactions as large as Sundance, Citigroup could not locate any of the

™ Citigroup memorandum by Mr. Bushnell, “Bnron--Project Sundance Transaction,” (5/30/01), Bates
CITI-SPSI 0124615, The concerns expressed in the memorandum wete raised internally five days earlier in draft
form. See email from Citigroup employes Eleanor Wagner to Mr. Bushnell (5/25/01), Bates CITI-SPSI 0044872.

™ 1d, Ses also email from Mr. Caplan (11/30/01), Bates CITI-SPSI 0125273, Although the Sonoma
shares Citigroup had contributed to Sundance had likely lost value in light of Envon’s bankruptey and Citigroup had
allegedly assumed any risk of loss, Citigroup secured the full $20 million that the shares had supposedly been worth
when contributed five months earlier,

™ Fmail from Citigroup employes Alan MacDonald to Citigroup employee Michael Carpenter, “FW:Memo
on Enron--Project Sundance” (5/31/01), Bates CITI-SPSI 0124614,

7 Email from Mr. Caplan to Shawn Feeny (5/31/01), CITI-SPSI 012894,

7 Prnail from Citigroup employes Shawn Feeney to Citigroup employee Andrew Lee (6/29/01), Bates
CITI-SPSI 0122944,
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normal signed approvals.” In his interview, Citigroup’s Risk Management head for the
investment bank, who composed the strongly worded memorandum waming against proceeding
with Sundance, stated that he was unable to recall virtually anything about his objections to the
transaction, how his concerns were resolved, or who actually gave the final approval for the
transaction. For example, he stated that he could not recall the specifics of his accounting
concerns; whether he discussed his accounting concerns with the investment bank head, although
he assumes he did; the reassurances he received on the accounting issues, although he asswmes
he received reassurances; whether he ever signed off on the transaction, although he assumes he
did; or whether the investment bank head ultimately approved the project.”

In any event, the Sundance transaction did close. When negative information about
Enron began to emerge a few months later and questions began to arise about Enron’s solvency,
Citigroup invoked the Sundance agreement provisions protecting it from loss and actually
terminated the Sundance partnership on or about November 30, 2001, five months after it was
established and two days before Bnron filed for bankruptey.® At that time, Citigroup demanded
that Enron buy out its Sundance interest for the $28.5 million Citigroup had “contributed” in cash
and ce, Citigroup was apparently paid upfront fees of $725,000 as well as another $1.1 million
return on its $28.5 million “investment.”™ Citigroup also fcilitated pre-payment of the $194
million loan in Bacchus and received $1.5 million.in “breakage costs.”

Analysis. Like Fishtail and Bacchus, the Sundance transaction involves deceptive
accounting and sham investments. One key objective of the Sundance transaction was to keep
Enron’s pulp and paper assets off its balance sheet by placing them in a separate joint venture.
But the lack of risk associated with Citigroup’s so-called “investment” in Sundance indicates that
this joint venture did not qualify for off-balance sheet treatment and should have been
consolidated with Enron.

To qualify as an unconsolidated 50/50 joint venture, Sundance needed two investors
contributing capital in accordance with the Andersen 4:1 joint venture capitalization guidelines.
In addition, 2 minimum 3 percent of the folal capitalization bad to be an independent equity
investment at risk for the duration of the joint venture. The evidence indicates, however, that
none of Citigroup’s Sundance investment was ever truly at risk in light of Citigroup’s right to
dissolve the partnership at will prior to any loss, and the additional safeguards provided for each

™ See email exchange between Citigroup employees T, Leroux to A. Lee, “RE: Sundance Approvals,”
(6/6/01), Bates CITI-SPSI 0123806 (“Would you happen to have a copy of the management approvals for the
sundance trade (The Firm Investments group needs it for the ir files.)” Response: “No... was given a verbal go
ahead .... Understand signed is to follow™). See also email from Mr. Fox to Mr. MacDonald (6/04/01), Rates CITI-
SPSI 0124617 (“any feed back from Carpenter on Sundance; apparently the deal closed.™)

* Bushnell interview (12/03/02).
¥ Caplan interview.

# Information provided to the Subcommittee by Citigronp.
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of its “investments,” In the case of its $160 million “unfunded commitment,” Citigroup funds
could be used only after Enron’s entire $750 million investment was exhausted. In the case ofits
$28,5 million contribution of cash and stock, Enron’s investment not only had to be exhausted
beforehand, but also the $28.5 million had to be kept in segregated, liquid financial instruments
to which Citigroup had preferred access. In the end, none of Citigroup’s funding commitment
was actually used and all of its cash and stock contributions were returned on short notice, in
cash, with interest. Without Citigroup’s sham investment in Sundance, Enron would have had to
consolidate this partnership on its balance sheet, include in its financial results all of the
Sundance pulp and paper assets, and disclose to investors and financial analysts all of the debt
associated with this business venture.

Senior Citigroup officials opposed participating in Sundance, calling its accounting
“aggressive” and a “franchise risk.” Just prior to the transaction’s closing, three senior Citigroup
officials warned against proceeding with it. The final go-ahead on the transaction was provided
verbally by an unidentified Citigroup official, The final approval documents cannot be located.

“Sundance’s aggressive accounting troubled senior Citigroup officials who were analyzing
the fransaction on its own terms. But its aggressive nature despens when Sundance, Bacchus,
and Fishtail are analyzed as a whole. When viewed together, the three transactions resuliin a
disguised six-month loan advanced by Citigroup to facilitate Enron’s deceptive accounting. In
effect, Enron borrowed $200 million from Citigroup in December 2000; arranged for a shell
company, the Caymus Trust, to use the funds to “purchase” the Fishtail assets for $200 million,
without disclosing that Enton was guaranieeing the full purchase price; used this sham sale to
inflate its 2000 cash flow from operations by $200 million and its earnings by $112 million; and
then quietly returned the $200 million to Citigroup six months later via Sundance.® This view of
the three transactions as a disguised $200 million loan is further strengthened by evidence
indicating that Citigroup never truly placed any money at risk in the Bacchus or Sundance
transactions, it profited from the transactions by obtaining fees and interest charges rather than
equity rewards, and the $200 million seems, in the end, to have been cycled through all three
transactions for the sole business purpose of facilitating Enron’s financial statement
manipulation.

SLAPSHOT
The Facts. The fourth and final transaction, Slapshot, took place on June 22, 2001, soon

after creation of the Sundance joint venture. Undertaken in connection with a loan to refinance a
Canadian paper mill associated with Sundance, Slapshot was designed as a tax avoidance scheme

® In fact, when setting up the mechanics of the Sundance transaction, Enron personnel cautioned Enron
against muddying the timing by reacquiring its old Fishtail assets too soon, One internal Enron email instructed:
“Fishtail CANNOT touch Enron’s Balance Sheet before Sundance is deconsolidated.” *“Sundance Steps,” Enron
document (5/16/01), Bates ECa000022315.
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that centered on utilizing a one-day, $1 billion “loan” from Chase to generate approximately $60
million (U.S.) in Canadian tax benefits, as well as $65 million in financial statement benefits for
Euron® '

Enron first purchased the Canadian paper mill in March 2001 for about $350 million.®
Three months later, in June, Enron contributed the paper mill to the Sundance joint venture with
the explicit understanding that Enron would soon be refinancing the purchase price.®

Chase presented Enron with a refinancing proposal that would not only provide Enron
with a loan from a consortium of banks to pay for the paper mill but also, at the same time,
provide an Enron affiliate with significanit Canadian tax benefits.”® In exchange for $5.25 niillion
in fees, Chase provided Enron with access to its “proprietary” structured finance arrangement®’
utilizing a purported $1 billion “loan” intended to be issued and repaid within a matter of howrs.
Althiough the $1 billion “loan” was to be issued and repaid on the same day, the Slapshot
structure was designed to enable Enron’s Canadian affiliate to claim tax deductions and reap
other Canadian tax benefits as if a real $1 billion loan had been issued and remained outstanding,
See Figure 4 for a diagram of the Slapshot structure.

# When Chase first presented the Slapshot structure to Enron, it projected Canadian tax benefits totaling
$125 million in U.S. dollars. “Results and Cash Flows,” Chase document {undated), Bates SENATE FL-00939.
‘When Enron perfortned its own analysis of potential tax savings using more conservative assumptions, it calculated
that, over five years, Enron would obtain “a tax savings NPV of US$60 million” and “net income improvement over
the next five years of NPV US8$65 million.” “Slapshot Savings,” Enron document (undated), Bates ECa000195947,
NPV means net present value.

5 Earon bought the mill, located in Quebec City, Canada, from Daishowa, Inc. and provided the initial
financing, When purchased by Enron, the mill was named the Daishowa Forest Products paper mill; Enron renamed
it Stadacona. According to a tax opinjon letter, CPS had originally borrowed approximately $346 million from
Enron to purchase the Stadacona paper mill. The larger $375 million loan amount in the Slapshot transaction was
provided not only to refinance the mill’s purchase price, but also to pay Fnron a $29 million “structuring fee.” See
tax opinion letter from Skadden, Arps, Slate, Meagher & Flom LLP And Affiliates (“Skadden Arps”) to Enron
Wholesale Services, (8/15/01), Bates EC2 0000470356

8 Since Stadacona was a key joint venture asset, Citigroup demanded and was given the right to approve
any refinancing arrangement to ensure that Enron did not encurnber the asset. Enron accordingly informed Citigroup
about the Slapshot structure, and Citicorp apparently registered no objection to Enron’s participation in it. Enron
also paid Citigroup a fee to reimburse it for the costs associated with Citicorp’s analyzing the Slapshot structare.

¥ Since 2000, Enron had-been working to design a tax structure that would enable it to use Canadian tax
laws to generate tax deductions. Enron halted that effort when it decided to use the Chase structure. See email, with
attachments, between Enron employees Stephen Douglas and Davis Maxey (12/11/00)(no Bates number), Enron disk
produced to the Subcommittee; and Subcommittee interview with Stephen Douglas (12/3/02).

A ey Chase employes involved in Slapshot, Exic Peiffer, referred to it as a new “tax technology.”
Peiffer interview.
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Figure 4: Slapshot
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Chase provided Enron with a step-by-step description of how the Slapshot transaction was
10 be executed.® These instructions described a complex series of structured finance
arrangements using shell corporations, fake loans, and complex funding transfers across
international lines. They also showed how the $1 billion in supposed loan proceeds would be
repaid later the same day. Chase personnel actively assisted in planning and completing the
specified steps in the Slapshot deal. The transaction itself actually took place on June 22, 2001.

The transaction involved a number of Chase and Envon affiliates and SPEs, a number of
which were established specifically to facilitate the Slapshot deal. Chase established its key entity
in the transaction, Flagstaff Capital Corporation (“Flagstaff”), as a wholly-owned SPE in
Delaware. Chase also organized a bank consortium made up of itself and three other large banks
to issue the $375 million loan to refinance the paper mill® Enron established Compagnie Papier
Stadacona (“CPS”) in Canada as the direct owner and operator of the Stadacona paper mill.”

On June 22, Chase advanced the bank consortium’s $375 million loan to Flagstaffto be
repaid in five years and one day.” On the same day, Enron entered info a complex series of
derivatives with Flagstaff, in essence, to guarantee repayment of the $375 million.”? According to
one internal Chase document, these derivatives gave Chase and the bank consortium “credit

" ® See, for example, “Structured Canadien Financing Transaction Organizational Meeting,” (2/8/01), Bates
SENATE FL-00881 (providing 6-step description of Slapshot transaction); “Transaction Summary,” Chase
document (undated), Bates SENATE FL-00909-14 (providing 7-step description).

# The bank consortium members were Chase, Royal Bank of Scotland, Industrial Bank of Japan, and Bank
of Tokyo-Mitsubishi, each of which was responsible for an equal share of the $375 million loan.

# Enron contributed CPS to the Sundance joint venture, Enron established CPS as a Nova Scotia
Unlimited Liability Company (“NSULC”), which is a particnlar type of corporation in Canada. Enron did not own
CPS directly, but created 2 longer ownership chain which included two Dutch corporations it had established, BV-1
and BV-2. As indicated in the diagram, Sundance owned BV-1 which owred BV-2 which directly owned CPS.
Euron also created two additional NSULCs, Hansen and Newman, that were both wholly-6wned by CPS. Buron
created this complex maze of companies, CPS, BV-1, BV-2, Hansen, and Newroan, as part of the Slapshot tax
avoidance structure in order to take advantage of differences between U.S. and Canadian tax laws. For example,
since Hansen, Newman and CPS were NSULCs, U.S. tax law would allow Enror to treat them as pass-throngh
entities for U.S. federal income tax purposes. Similarly, under U.S. tax law, BV-1 was a controlled foreign
corporation, while BV-2 could be treated as a distegarded entity for tax purposes. A tax opinion letter issued to
Enron by Skadden Arps supporting the proposed structare explained, in part, that “since CPS itself [will be] treated
as a branch of BV-2, which in turn [will be] treated as branch of BV-1, Newman and Hansen will both be treated as
disregarded entities all of the assets and liabilities of which [will be] owned by BV-1 for United States federal
income tax purposss.” At the same time, Canadian law viewed CPS, Hansen, and Newman as separate companies
which would increase the amount of potential Canadian tax benefits.

" The loan was structured to be in excess of five years in order to qualify for certain withholding tax .
benefits under Canadian fax law.

% Rather than a simple loan guarantee, Chase and Enron devised a complex set of derivatives involving a
warrant, put option, and total remrn swap, which fanctioned together to support repayment of the $375 million loan.
See email by Eric Peiffer (10/16/01), Bates SENATE FL 004540.
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support equivalent to a guarantee . . . that does not constitute a guarantee for GAAP accounting
for Enron’s purposes, thus providing an accounting benefit to Enron.”” In addition, by
authorizing a “daylight overdraft” on the Flagstaff account, Chase “loaned” its affiliate, Flagstaff,
another $1.039 biltion.”

At the conclusion of these initial steps, Flagstaff held two loans totaling approximately
$1.4 billion ($375 million from the bank consortium and $1.039 billion from Chase).” Flagstaff
immediately loaned the entire amount to an Enron affiliate, Hansen, in exchange for a note.”

Upon receiving the $1.4 billion from Flagstaff, Hansen immediately “loaned” the money
to its parent, CPS, another Enron affiliate.’” CPS then directed $375 million of the $1.4 billion to
Erron. CPS “loaned” the remaining $1.039 billion to an Enron subsidiary in Canada called Enron
Canadian Power Company (“ECPC™).

At the same time this loan activity was occurring, Hansen entered into an agreement with
its fellow subsidiary, Newman.”® This agreement obligated Newman to purchase 99.99 percent of
Hansen’s shares in five years and one day for $1.4 billion, the same amount Hansen already
“owed” to Flagstaff.

Newman and Flagstaff then entered into an agreement whereby Newman immediately paid
Flagstaff $1.039 billion in exchange for Flagstaff’s agreeing to assume Newman’s obligation to

# “(Flagstaff) Transaction Summary,” Chase document (undated), Bates FL-00910. An Enron employee
indicated that this transaction was structured so that Enron could avoid disclosure of the guarantee in its financial
statement footmotes. A Chase representative indicated that Enron told Chase it wanted to structure the transaction as
a swap because it was concerned that a guarantee would require Enron to carry the mill on its books.

# According to a Skadden Ar;;s‘opinian letter, despite the arcount involved, “no instrument was prepared
to evidence the Day-Light Loan” from Chase to Flagstaff. Tex opinion letter from Skadden Arps to Enron
‘Wholesale Services, (8/15/01), Bates EC2 000047056.

% The total loan amount was $1,414,504,347, but for ease of reference, the figure $1.4 billion will be used
in the following analysis.

 Hansen is a NSULC shell company esteblished by Brron and wholly owned by CPS. The Hansen note
set up a so-called “bullet loan” of five years and one day, which required Hansen to pay only intexest on the loan for
five years and then, on the last day of the loan, repay the principal in its entirety,

¥ Tansen “loaned” the funds to CPS on essentially the same terms as the “loan” between Hansen and
Flagstaff. Apparently in an effort to. make the two loans between Flagstaff and Hansen and between Hansen and CPS
technically different and to allow Hansen to assert that its “business purpose” in entering into the transactions was to
make money off its loan to its parent CPS, the former loan had an interest rate of 6.12 percent, and the latter an
interest rate of 6,13 percent,

% Newman is another NSULC shell company established by BEnron and, like Hansen, wholly owned by
CPS.
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pay for Hansen’s shares in five years and one day.”” The $1.039 billion Newman paid to Flagstaff
had been provided to Newman by Enron for placement in an escrow account.'® Chase had been
unwilling to release its $1.039 billion daylight overdraft “loan” to Enron until it was sure that
there was $1.039 billion in an escrow account available to ensure Chase would recover its money
within the same day. To accommodate Chase, Enron had secured its own $1.039 billion daylight
overdraft authorization on an account it held at Citibank. Once these funds were wired from
Citibank to an escrow account at Chase, Chase released the $1.4 billion in Flagstaff that would go
up the chain to Hansen and CPS. Flagstaff also took possession of the Enron escrow funds and
forwarded the money to Chasc which used it to pay off the daylight overdraft it had issued at the
beginning of the day.

The net result of the Slapshot transaction is as follows.

+  In two offsetting transfers of funds that moved through multiple bank accounts of
Chase, Bnron, and their affiliates, Chase issued 2 sham loan of $1.039 billion to Enron
and, on the same day, had Enron send $1.039 billion in escrow funds to Chase which
used the escrow funds to satisfy the sham loan. Chase’s alleged “loan” was never at
risk, however, since Chase had required Enron to transfer the funds to an escrow
account at a Chase bark, before Chase released any of the “loan” proceeds to Enron.

» Hansen and Flagstaff exchanged obligations o pay each other an identical amount,
$1.4 billion, in five years and one day. The legal documents explicitly authorized them
to set off the funds owed fo each other.™

»  CPS was left with a nef outstanding loan of $375 million, to be repaid with interest, to
the bank consortium through Hansen and Flagstaff over five years and one day, The

*® The parties calculated that $1.039 billion was the net present value of the $1.4 billion owed by Newman
to Hansen in five years and one day.

% Enron sent the $1.039 billion to Newman in accordance with 1 series of transactions involving ECPC
and other Envon affiliates. Bnron’s corporate bank account at Citigroup was, thus, both the origination point and
termination point for the two different chains of transfers involving two separate amounts of $1.039 billion — Enron’s
$1.039 billion in escrow funds and Chase’s $1.039 billion in “Joan” proceeds.

In the Newman-BECPC transaction, ECPC obtained Newman debenture shares. These debenture shares were
designed to provide monetary distributions which exactly mirrored the interest payable to CPS under the CPS-ECPC
note. That meant ECPC was to pay interest on the note to CPS in an amount exactly equal io the distributions that
ECPC was to receive from Newman, an entity wholly-owned by CPS. According to Enron, Canadian tax lawyers
advised it that the expected interest and distributions needed fo actually change hands among the parties,
notwithstanding the fact that from ECPC’s perspective the net result was a wash,

11 See “Credit Agreement,” (6/22/01), Bates JPM-14-00475, Section 10.08 (“Right of Setoff”) at Bates
JPM-14-00512.
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loan was guaranteed by Enron through a complex set of derivatives that did not show
up as a loan guarantee on Enron’s books.'™

Notwithstanding the reality that only $375 million was actually loaned to CPS, the
ransaction was structured in such a way as to allow CPS, for tax purposes, to act as if it were
subject to a $1.4 billion “loan” obligation that remained outstanding. The purpose was to
circumvent the general principle in U.S. and Canadian tax law which allows companies to deduct
only their loan interest payments, but not their loan principal payments. The Chase structure was
intended to enable CPS to claim to be entitled to a Canadian tax deduction for its entire amount of
its payments on the $375 million loan.

The Chase-designed structure worked as follows. The transaction documents required
CPS to make quarterly loan payments to Hansen in the amount of approximately $22 million.
Hansen was then to pay Flagstaff an identical amount, and Flagstaff was to pay the same amount
to the bank consortium. The $22 million was equivalent to a payment of principal and interest,
using a fixed 6.12 percent interest rate, on the existing $375 million loan. In five years and one
day, these payments would reduce the $375 million loan to zero.

At the same time, Chase and Enron had manipulated the size of the loans between
Flagstaff and Hansen and Hansen and CPS, as well as the interest rates on those loans, in such a
way that the $22 million quarterly payment was also equivalent to an interest-only payment, using
a fixed 6.13 percent interest rate, on the $1.4 billion loan. Under Canadian tax law, if CPS were
to characterize the $22 million as an interest-only payment on an outstanding loan, it could deduct
the full $22 million from its Canadian taxes. Assuming repayment of the loan in full, Enron
calculated the total deductions and related Canadian tax benefits from the Slapshot transaction.
over five years to be in the range of $60 million.'” These Canadian tax benefits were also
calculated to convey additional financial statement benefits for Enron totaling about $65
miltion.'*

Prior to participating in Slapshot, Chase obtained a legal bpiﬁion from a Canadian faw
firm, Blake, Cassels & Graydon, LLP (“Blake Cassels™), supporting the Slapshot structure. Enron
apparently relied on that opinion and ultimately obtained its own opinion from the same law

1% The transaction was also structured to allow CPS to account for the loan on its books by showing a net
debt of $375 million, not $1.4 billion. See, for example, “Transaction Summary,” (undated), Bates SENATE FL-
00912,

% «Slapshot Savings,” Enron document (undated), Bates ECa000195947. Enron indicated that this $60
million represented the net present value of the total tax savings over five years. See also Chase projection-of tax
and financial statement benefits, “Results and Cash Flows,” Chase document (undated), Bates SENATE FL-00939,

1% 1d. Enron stated that a “tax depreciation delay” over five years would create a “deferred tax benefit,
resulting in net income improvement over the next five years of NPV US$65 million.” (Emphasis omitted.)
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firm.'” The opinion provided to Enron, which included caveats and warnings that did not appear
in the law firm’s earlier opinion to Chase, noted that the Slapshot structure “clearly involves a
degres of risk” and advocated proceeding only after providing this warning:

“We would further caution that in our opinion it is very likely that Revenue
Canada will become aware of [the Slapshot transactions] and, upon
becoming aware of them, will challenge them under [the Canadian anti-tax
avoidance statute]. It is also, in our view, likely that such a Revenue
Canada challenge would not be resolved in the Courts at a level below that
of the Federal Court of Appeal. It is therefore likely that Enron will be
faced with the decision as to whether to pursue the matter through the
Courts or to attempt to reach a settlement with Revenue Canada pursuant to
which it would receive a reduced Canadian tax benefit.”

In short, Enron’s own tax counsel warned that Slapshot would likely result in litigation over
Bnron’s tax liability and Enron would have to determine whether to settle the expected dispute
with Revenue Canada.

Internal documentation indicates that both Enron and Chase were concerned about the
Canadian tax authorities disallowing the Slapshot structure and so took steps to keep information
that would provide insights about the transaction to a minimum. For example, in analyzing how
to structure an interest rate swap, Chase and Enron jointly considered three alternatives, two of
which were described as disadvantageous in part becanse they would produce a “potential road
map” of the transaction for Revenue Canada. Chase and Enron chose the third alternative which
was explicitly described as advantageous in part because it provided “no road map” for Revenue
Canada.'®

Chase and Envon also included in the Slapshot legal documents a “recharacterization
rider” to take effect only if Canadian tax authorities successfully challenged the underlying tax
structure and reclassified the payments from Hansen to Flagstaff as payments of principal and
interest on the $375 million loan, Should such an event occur, Chase and Enron agreed to “recast
any principal paid in excess of 25% of the recharacterized loan as instead being a loan from
[Hansen] to Flagstaff™'"” This rider was designed to avoid payment of certain Canadian
withholding taxes that would be triggered if Hansen’s loan principal payments were to exceed the

195 See tax opinion letters from Blake Cassels to Chase Securities Inc. (11/7/00) (no Bates number), and
from Blake Cassels to Enron North America Corp. (6/23/01), Bates EC2 000047037, The tax opinion Enron
received from Blake Cassels is dated one day after the transaction closed; Enron told the Subcoromitiee it was
informed orally of its substance prior to the closing, Subcommittee interview of Stephen Douglas (12/3/02).

195 «Simyctured Canadian Financing Transaction Organizational Meeting,” (2/8/01), Bates SENATE FL-
0088.

W7 «5/25 Recharacterization Rider,” joint Chase-Enron document (undated), Bates SENATE FL-00075.
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25 percent limit. The rider’s solution was to recharacterize the Hansen loan payments to Flagstaff
as the reverse — as the extension of loans by Hansen to Flagstaff-- which is the opposite of what
was intended under the Slapshot structure. This rider’s existence is additional evidence, not only
that Chase and Enron had real concerns that Revenue Canada might overturn Slapshot, but also
that both were willing to continue to use deceptive strategies to avoid payment of Canadian taxes.

Analysis. Chase constructed and sold Slapshot as a tax avoidance structure whose core
transaction was a deception — a sham $1 billion loan that had no economic rationale or business
purpose apart from generating deceptively large tax deductions.'® The funds never performed any
function other than to transverse multiple bank accounts in a single day to create the appearance of
a loan that was, in fact, an illusion. The funds were issued without any of the paperwork that
normally accompanies a billion-dollar borrowing. Chase’s $1 billion was néver even truly at risk
since Chase had required Enron fo place the same amount in a Chase escrow account before
Chase issued the original “loan” to Enron.

The deceptive nature of the Slapshot transaction is clear from its component parts. Serial

'billion-dollar-plus loans were issued to newly created shell companies such as Flagstaff and

Hansen which had virtually no capitalization, assets, or business operations to justify the lending.
Another key transaction was a complex stock agreement between Hansen and Newman, two
companies that were incapable of negotiating at arms-length because both were Enron-sponsored
SPEs, wholly owned by the same Enron affiliate, CPS, with identical company officers. With
respect to another key series of transactions, Flagstaff and Hansen clearly intended to set-off their
identical $1.4 billion obligations to each other, but this intent to set-off is never mentioned in the
transaction documents due to legal advice that it would undercut the supposed arms-length nature
of the transaction.'” Still another decision on interest ratés appears to have been made not to
rationalize or maximize the benefits to any one party but to avoid providing Revenue Canada with
a usefal “road map” to the transaction. Chase and Enron even agreed to recast the very nature of
key transactions to salvage limited Canadian tax benefits in the event Canadian tax authorities
refused to recognize Hansen as paying off a $1.4 billion “loan.” '

1% In one interview, Enron contended that one of the purported business purposes of the transactions was

that the various Chase and Enron affiliates were profiting from the loans they exchanged. Douglas interview.
However, the interest rate difference in the loans between Flagstaff and Hansen and between Hansen and CPS
differed by only 0.01 percent. In addition, Hansen and CPS were both Enron affiliates, contradicting any business
rational for them to profit from ¢ach other. Morsover, the loan activity among these entities had no function apart
from the $1.039 billion loan. All of the loans and related transactions were engineered by Chase and Enron to
function together. ’

1% A Chase email stated: “As Flagstaff’s payment to [Hansen] is conditional on {Hansen’s] repaying, Chase
can just choose to invoke set-off which is Chase’s full intention — to direct [Hansen] to keep its money rather than
repay the loan, in return for Flagstaff not having to pay cash for the [Hansen] shares. Clearly there is no benefit to
Chase/Flagstaff to have the money move. As discussed, the lawyers (especially the tax lawyers) are hesitant to state
explicitly Chase’s intent to set-off or to require this set off, as they wish to keep the documents as ‘arm’s length’ as
possible rather than tie them together (which additional ‘intent to set-off’ language would do).” Email between
Chase employees Eric Peiffer and Kathryn Ryan (date illegible but possibly 2/28/01), Bates SENATE FL-02335.
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Many features of Slapshot — the sham billion-dollar loan that had no business purpose
apart from generating tax benefits, the contrived set offs between key parties, and the involvement
of multiple shell companies lacking ongoing business operations - raised the real possibility that
the entire Slapshot transaction would be invalidated under Canada’s statutory general anti-
avoidance rule. Despite the legal risks associated with Slapshot, Chase and Enron proceeded with
the transaction,'® If Enron had not gone bankrupt, the large tax deductions generated by Slapshot
would likely have been used to shelter the paper mill’s income from the payment of Canadian
corporate income tax. Lower tax labilities would have then translated into stronger Enron
financial statements. Enron’s bankruptey, however, interrupted Slapshot just five months after it
began producing the promised benefits.

Chase was paid more than $5 million for designing and orchestrating Slapshot. Enron
could not have completed this transaction without the initiative and enthusiastic backing of a
-major finencial institution Wwith the resources to issue and move a $1 billion daylight overdraft
through multiple bank accounts across international lines in a single day. Without Chase’s willing
efforts to design, fund, and execute the incredibly complex transactions involved, whose details
had to be carefully planned and coordinated, Enron would not have been able to make use of this
deceptive tax strategy.

CONCLUSION

The four transactions discussed in this report, Fishtail, Bacchus, Sundance, and Slapshot,

“are examples of the complex, deceptive transactions. that have become Enron’s signature. None of
the four could have been completed without the backing and active participation of a major
financial institution willing to facilitate a client’s deceptive accounting or tax transactions, This
report shows that Citigroup and Chase each deliberately misused structured finance techniques to
help Enron engage in deceptive accounting or tax strategies, and were rewarded with millions of
dollars and favorable consideration in other business dealings. Evidence gathered in this and
other Congressional and law enforcement proceedings indicates that this type of misconduct was
not confined to Enron or these two financial institutions, but was also committed by other public
companies and financial institutions in the United States. The resulting loss of investor
confidence in the honesty and integrity of U.S. companies and financial institutions is an ongoing
problem that has yet to be resolved. '

¢4

¥ In fact, one Chase employee informed the Subcommittes that it has marketed the Slapshot structure to at
least 15 to 20 other companies in addition to Enron,
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ENRON GUARANTEES CITIGROUP’S “EQUITY”

INVESTMENT IN BACCHUS

CITIGROUP Email (11/28/00):

. “They have offered o have the CFO discuss this at whatever level of our
organization we think necessary to obtain the right comfort.” !

CITIGROUP Memo (12/06/00):

. “ENRON Corp. will essentially support the entire facility, whether through a
guaranty or verbal support.”

. “ENRON’s CFO, Andrew S. Fastow, has given his verbal commitment to Bill
Fox, GEM Industry Head, that ENRON Corp. will support the 3% equity piece of
this transaction.

. “The equity component we provide will be based on verbal support as committed

by Andrew S. Fastow, ENRON Corp’s CFO, to Bill Fox, GEM Industry Head.”

. “...this equity risk is largely mitigated by verbal support received from ENRON
Corp. as per its CFQ, Andrew S. Fastow.”

. “The remaining 3% equity of $7.5mm will be at risk, but is mitigated by the
verbal support of ENRON Corp., as provided by CFO Andrew S. Fastow.”

CITIGROUP Email (12/21/00):

. “The equity component has been approved on the basis of verbal support verified
by ENRON CFO, Andy Fastow.’

CITIGROUP Email (04/18/01):

. “$200mm — BACCHUS: SPV where we have a total return swap from ENRON
for $180mm and verbal support for the balance”

. “The certificates are supported by verbal support obtained by Bill Fox from Andy
Fastow, ENRON Corp’s chief financial officer.”

Prepared by U. S. Senate Permanent Subconumittee on Investigations, December 2002

' CITI-SPSI 0118432
2 CITI-SPSI 0015991-995

3 CITI-SPSI 0128945
4 CITI-SPSI 0085843
$ CITI-SPSI 0128937

Permanent Subcommitiee on Investigations
EXHIBIT #304
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Initial Transaction Diagram

Below is a diagram of the initial Fishtail deal structure:
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LIM2 INVESTMENT SUMMARY

Deai Name: Ampato Date Completed: December 20th, 2000
Expected Closing Date: 12/20/00 Investment Analyst: Ace Rorgan.
Expected Funding Dare: 12/20/00 Investment Type: Equity

LJM? [nvestment $8,024,061.00
Deal Deseription

LIM2 will contrbute 3 million 1o Annaprina LLC (*Annapuma™), “which, along with a commitment of $42 million
from Chase Mashattan Bank (“Chase™), will purchase 20% of Fishtail LLC (“Fishtail™). The remaining 80% of Fishafl
will be capitalized by Enron's contribution of the resultant aetivity of its Pulp and Paper business {the “Business"). The
Business operates trading ac!ivity in the following pmducts: Newsprint, Packaging, Printing and Writing, Puip and
Lumber, Fisbtail will receive the net result of all activity in the Business that occurs in the next five years. By
coniributing the Bus\nr.ss to Fishtail, selling 20% to an. oumdc Iqvestor and rclmqmshmg opcratmg sontrol, Enron will
be able to d e its hip of the Bust tng nles require Fishtail to
meet a 4:1 ratio of Enron capital to outside capital {5200 miihon Enron capxtal $50 million outside capital). The outside
capital requires 3% true equity at risk (3% of $250 million = $7.5 miltion outside equity investment). Deconsolidation of
the Business changes Enmnsmmmm&eBmmsﬁam&mmmmepmgmwmmm finatcial
asset, thus quahfymg that interest for a FASB~125 monetization. ‘Exron plans to monetize its interest in Fishtall for 5200
miilion immediigiely after LIM2 invests in this stuctwe!  Enron plans to wnwind the FASB-125. transag d
B rspurchasu LiMZ's intersst in order to ccnm'bm: this asset to the NetWarks LP (the “Furid”) during the"1*. }
2001, )

Transaction Summary
LIM2 will set up a wholly owned, baokruptey remote entity, EJM2 — Ampato LLC. LIM2 - Ampato LLC will purchase
100% of the eqmty of Annapuma for $8 million. Enron will set up Fishtall LLC with Class A, B aud C interests, The
Class A interest is the managing member interest, The Class B interest receives:
«  Libor + 7% on its entire commitmerit (S50 million) Note: In no case is L + 7% on $50 million msufﬁcxeut to
pay Ampato axd Chase a retum on capital (see Exbibit A).
*  20% ownership of the Business,
«  at any time, the ability to appoint, without cause, two members o 2 4 member board of directors which will
© control Fishtail,
»  afier six months, the ability to sell all of the vehicle's interests, including the Class Aand © mtcress,
«  consent rights for any refinancing of Fishtail's interests,

The Class C interest wd{ ressive all cash ﬁaws after expenses of Fishtail, tax distributions for any unrealized income
allocated to Axnap P preferzed retumn of Libor + 7% and any capital contribution above the injdal $8
miltion.

Enron will convey and transfer the Rusiness to Fishtsi] for 2 tarm of five years. With the conveyance, Enron agrees o
not pursue activity related to the Business through any other subsidiaries for the length of the term (2 “non-compete™
restriction).  With LIM2's equity and Chase’s commitment, Annapurna will contribute $3 'million and make a $42
million capital commitment to Fisktail.

Annapurna will eater into 4 services agreement with Earon that nﬁ'ccuv:ly sweeps the cxeess of any allocarion &cm
Fishuil to Annapurna over the amount Yy o satis t=x diswibutions for 2oy Ik
income all d to Annap Chase’s i foe ary:eld on debt and LIM2's 5% returm.

Services Agreament
Gives Enron differeace batween
Liboe + 7% on $50 million and:

3% ownashrp. Class & Mxnmsh(emb«

Class G residual imerest Pulp and Pager business, SA00MM wlus

~ARBADUTIR SXPRNSES
38 millon, 42 willioncomaiumd A Cass B Prefared Skares, 2% oomerstip T disra
xm, £ <Interest Debt
50 million tota T L + 7% cn total commiment af $50 waiflion e m‘:: m.:inwmm,

‘Annapurna LLC

150000 &97"3 e
15% renams an dvestment

100% debe, 97% toad L \Shpsonundcavm  {00% sq,ﬁ-y.ssé:onz
T 2% ifdravmy . e

$42 MM Commitment

UIMZ~-Ampato LLC {whally am'ed.
bankmuptcy resitoley . :

Permanent Subrommittee on Investigations
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Investment Return Summary

Accounting guidelines governing off-balance sheet entities require 3% equity at risk (LIM2 must fund 3% of $250
million = §7.5 million). For this transaction, Enron’s auditors have required that LIM2 overfund this amount so that
capital contribations from the General Partner do not reducs the amount of outside equity in the structurs (Enron has
requested that LIM2 fund $7.5 million / 98% = $7,653,061). In order to comply with the 3% equity rule, the equity
holder in A.nnapuma must gross up its 3% commitment 100% for any fées directly received and 3% forany fees paid by
Fishtail to outside entities on its behalf (87,653,061 + §350,000 fee gmsscdup 100% + 3% of $500,000 fee to Chase +
3% of $200,000 estimated transaction costs = $8,024,061). LIM2 will receive 2 $350,000 upfront fee and a 15%
annualized retumn on its funded investment through 6/30/01. IfLIM2's interest is outstanding at 6/30/01, LiM2 w111

. rccexve an additional $500,000 fee and the annualized retura will increase to 30%.

Compound/Annualized IRR ~25% 1.12X (I B certificates repurchased at 6/30/01)
Compound/Annualized IRR —35% 1.08X (If B certificates repurchased at 3/31/01)
Compound/Annualized IRR — 35% 1.34X (If B certificates repurchased at 12/51/01)

Risks

Mitigants

Paper & Pulp businrss operation risk

Within the structure, Enron absorbs the first 5200 million of realized losses. Annapurna
r.ben absorbs the next $50 million If, upon liquidation of Fishtail’s membership

the Bust has produced less than $200 million of realized losses, LIM?2 will
receive its retmn of and on capital. In September of 2000, LIM2 went through a due
diligence exercise related to an investment in the Business. As of 12/31/00, the pulp and
paper trading book consists of over 2000 contracts with ‘over 200 counterparts. The
largest net position of any one contract is $21 million (PV $17 million). That contract is
also the largest exposure to any one counterpart. LIM2 belicves that the Business will
not generite $200 million of realized losses during the term of the investment,

Fund execution risk

Enron is marketing the P&P assets as part of the Fund. Whken the Fund closes, Enron
will be required to contribute the Business to the Fund, requiring a purchase of LIM2's
equity. If the Fund does pot close, the investment structure provides significant
incentives for Eoron to repurchase LJM2’s interest (control removal rights at Fishtail, the
ability to sell all of the vehicle’s interests, including Enxon’s, Enrcn non-compete in the
Business, re-financing consent rights, etc.,).

Earon abandonment of the Business

Enron agreed to not pursue the Business through any subsidiaries other than Fishtail (a
“non-compets” restriction) for the fve-year \eugth of the conveyance. Additionally,
Enron plans to monetize its Class C interest in a FASB-125 structure for $200 million
doltars. The transaction will give Enron eamings and funds flow of $200 million
Chase's i to fund the rewmainder of Annapurna’s capital expires at 6/30/01. If
Chase's commitment expires, Fishtail fails the 4:1 accounting test mentioned carlier.
LJM2 WILL NOT BE REQUIRED TO FUND ADDITIONAL CAPITAL TO
FULFILL ANNAPURNA'S COMNIIYMENT TO FISHTAIL. At that point, Enron
would be required ta lidate the Re lidating the Business would
force Enron to reverse $200 million dollars of carnings and funds flow. This offers a
significant incentive for Enron to execute the NetWorks partnership and/or meet
commercial objectives that determine the value of the

ACKNOWLEDGED BY

APPROVALS

Michael Kopper

Joyee Tang (%/LZBV o
Signature Date
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Andrew Fastow ‘_,;M/ WW'
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Exhibit A
Libar Analysis for Annapuma
[Ampato investment T5,024,061  SA.004061  S8.024,081  $3,024.061  $8,024061  $3,024081  58.024067

[Chase Commitment $41,975,939  $41,975,939  $41,975,938 $41,975,939 $41,975,939  $41,975939  $41,975,939
Ampato Rate 15% 15% 15% 5% 15% 15% 15%
Chase Orawn Spread 2% 2% 2% 2% 2% 2% 2%,
[Chase Undrawn Spread 0.15% 0.15% 0.15% 0.15% 0.15% 0.15% 0.15%)
Libor Rate 0% % a% ‘&% 8% 10% 12%)
Spread 7% 7% 7%, 7% 7% 7% 7%)
Total % 9%, 11% 13% 15% 17% 18%
Total Annapuma Capital $50,000,000 $50,000,000 $50,000,000 $50,000,000 $50,000,000 $50,000,000  $50,000,000
Interest Due to Annapuma $3,500,000  $4,500,000 35,500,000 36,500,000  $7,500,000  $8,500000  $5,500,000
Yield due to Ampato $1,203,609 $1,203,609 $1,203,609  $1,203,609  $1,203,60%9 $1,203,608 $1,203,609
(Chase Drawn? TRUE

Due to Chase : 839,519 1,579.038 2,518,556 3.358,075 4,197.584 5,037,113 5.876.631
Remainder $1456872  $1617.353  S1777,835 S$1.938316  $2008797  $§2.250278  $2.419.759
lAmpato Investment $8,024,061 $8,024,081 $8,024,061 $8,024,081 $8,024,061 $8,024,061 $8,024,061
‘Chase Commitment $41,975,339  $41,975,939 $41,975,939 $41,975,939 $41,975938 $41,975,339 $41,975,939
JAmpato Rate 15% 15% 15% 15% 15% 15% | 15%
‘Chase Drawn Spread 2% 2% 2% 2% 2% 2% 2%
Chase Undrawn Spread 0.15% 0.15% 0.15% 0.13% 0.15% 0.15% 0.15%|
Libor Rate 0% 2% 4% 6% 8% 10% 12%
Spread 7% 7% 7% 7% % 7% 7%
Totat 7% 8% 11% 13% 15% 1% 19%i
 Total Annapurna Capital $50,000,000 ’ $50,000,000 $50,000,000 $50,000,000 $50,000,000 $50,000,000 $50,000,000
Interest Due to Annapurna $3,500,000  $4.500,000 $5,500,000 $6,500,000  §7,500,000 $3,500,000 $9,500,000
'Yield due to Ampato $1,203509  $1,203,508 $1,203,508  $1,203,609  $1,203,808  $1,203,803  $1,203,608
Chase Drawn? FALSE - . .

Due to Chase 62,964 52.984 6§2.964 62,964 £2.954 62,984 62.964
Remainder $2.233.427 $3.233.427 $4.233,427 $5.233.427 $6.233,427 $7.233.427  $8.233.427
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Investment Return Summary
ing guidelines governing off-bal sheet entities require 3% equity at risk (LIM2 mast find 3% of $250

m.lhon 57 5 million). For this transaction, Exron’s auditors bave requirad that LIM2 overfund this armount so that
capital contributons from the General Paxtner do not reduce the amount of outside equity i the structure (Enron has
requested that LIM2 fund $7.5 million / 98% = 37,653,061). Inarder o comply with the 3% equity rule, the squity
helder in Aonapurna mmst gross up its 3% comumitment 100% for any fees directly received and 3% for any fees paid by
Fishtail to cutside entities onits behalf ($7,653,061 + $350,000 fee grossed up 100% + 3% of $500,000 fee to Chase +
3% of $200,000 gstimated transaction costs = 38,024,061). LIM2 will receive a 3350,000 upfront fes and 2 15%
axmuahzsd renun on its funded investment through 6730/01. IFLIM2’s interest is ourstaudmg at 5430701, LIMR will
rc:"mv~ an additional $500,000 fee and the anmualized refirn will B merease o 30%.

oy

Permanent Subcommittes on Investigations
EXHIBIT #307
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. BENEFITS TO ENRON SUMMARY

Deal Name: AMPATO (FISHTAIL) Dollar Arnount: $8.8 million
Date Completed: December 20, 2000 '

Description of Transaction: $8.0 million, in equity, to deconsolidate Enron’s Pulp &

" Paper trading business.

Enron Business Unit Benefited: Enroun Net Works

Did the deal result in 2 direct or indirest benefit to Enron: Direct & Indirect
Primary Bca‘eﬁt

Enron was able todeconsolidate its Pulp & Paper trading ‘buginass for book

purposes and was subsequently able to transact a FAS 125 for financing on its
" trading book.

Punds Flow Direct: $8.6 million Funds Flow Indirect: $200.0 million
Earnings Direct: Earnings Indirect: $100.0 milion

. Fees Saved: § 500,000 - 750,600

Other equity investors bidding on the transaction: Unknown, ptentially, Chase?

2
‘3.
Did the deal close with LIM? Yes
Other benefits to Enron:
* ¢ LIM contributed an additional 56.4 million affer deal close to fix a strnetural
problem Enron kad with AA. -
« LJIM stepped up to deconsolidate the P&Pfrading business for Enron, within
- 2 two week time period at YR-End, becanse Enron was muable to’
consummate the Enron Net Works JV transaction.
» Below market return. ) i

Compiled by: Michael Hinds

Permanent Subcommitiee on Investigationj
EXHIBIT #308
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LIM2 APPROVAL SHEET

Approval Sheet should be used to approve Earon’s participation in any trznsactions involving IJM Cayman, LP. LMY or
112 Co-Iovestment, L.P. ("LIM2"). LIM! and LIM2 will collectively be referred 1o as “LIM™. This Approval Shezt is in additon
to (oot in lien of) any other Enron approvals that may be required.

GENERAL

Deal name: Fishail

Date Approval Shestcompleted: D:r:-mbcr 18, 2000

Enron person completing this form: Nicole Alvino

Expected closing date: December 19, 2000

Business Unit: Enron Corp.

Business Unit Originator: Barry Schnapper

‘This transaction relates to OLIM] andor  &ILIM2.

This ransaction is [ a sale by Enron Ha purchase by Enron Ja co-sale with Enton Ha co-purchase with Enron and/or
Mother: formation of a Joint Venture (Fishtail). '
Person(s) negotiating for Earon: Barry Schnapper

Person(s) pegotiating for LIM: Michael Hinds =

Legal counse for Enron: Vioson & Elkins

__Legal counsel for LYM: Kirkiand & Ellis

\L DESCRIPTION

ail LLC is an off.balance sheet patmership formed by a conveyancs of the économic benefits associated with the Pulp and Paper
v tness by ENA, and 2 $50MM commitment by Amapurna LLC, a special purpose-entity. Annapurna is camtahz:d withy SSMM
eqmty from LIM and a $42MM revolver from Chase which matures on June 30, 2001, In cxchange for its conveyance, ENA eceives
a Class A and Class C interest. The Class A is the macaging member interest, and the Class C represents 79.99% economics.
Annapurna, with LM as its managing member, receives 20% of the economics and the right to remove Enron as the managing
member without cause. .

TRANSACTION SUMMARY )

LIM2 will set up 2 wholly owned, bankruptcy remote entity, LIM2 ~ Ampato LLC. LIM2 — Ampato LLC will purchase 100% of
the equity of Annapuma for $8 million. Enron will set up Fishtail LLC wlthChssA,B and C interests. The Class A interzst is the
managing member interest. The Class B inteyest recsives:

s Libor + 7% on its entire comumitment ($5¢ million)

e 20% ownership of the Business,

= at any time, the ability to appoint, Mthout cause, two members to a 4 member board of directors which will control

Fishtail,
®  after six months, the ability to sell all of the vehicle’s interests, including the Class A and C interests,
*  comsent rights for any ing of Fishtail’s i

The Class C intersst will receive all cash flows affer expenses of Fishtail, tax distributions for any unrealized income allocated to
Annapurma, Annapurna’s preferred returmn of Libor + 7% and any capital contribution above the initial $8 million.

Enron will convey and transfer the Business to Fishtail for a term of five years. With LIM2's equity and Chase’s cormnifment,
nnapurna will contribute $8 million and make a $42 million capital commitment to Fishtail.

Permanent Subcommittee on Investigations
EXHIBIT #309
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LIM APPROV AL SHEET

Page2
Annapurna will sater w0 a services agrzement with Enron that sffectively sweeps the cxcess of any allocation fom "shml 0
Annapurna aver the amount necessary (o sadsfy A ¥ 2x disgib for any lized wmeome aii 0
Annapurna. Chase’s commumment fes of yisld on detx and LIMZ's S%remm -

envige: 20
"\ Gives Enron differenas betwesn
i Libar = 7% an 5§50 muilicn 2nd:
“Annapuriy expenses
~Tax distribucions
+interest and Fees on Debt
*15% rewumn on LIM2's investment

30% ownership, Class A Managmg Member
Class C residuai ioterest

Puip and Paper busness. SI00MM value

S8 miltion, $42 million comescment Claxs B Preferred Shares, 20% awnenhip
$50 million t0ai { L = % ot 10 comenioment of $30 million

100% debt, 57% toxal A Iibpsonundiawn  100% Equity. mm‘ $100,000 fex
+7$42 MM Commitment | Lo2% if dewwn S1M § Y 15% reum on vemnent

LI\L Amrmato LLC (whofly oweal

*Banbrupicy remots

ECONOMXCS .

reccives a p d di ion equal to L-7% annually on its $50MM it As the administrative services agent
fur Annapum ENA can sweep any cash in excess LIM's agreed upon return and Chase's revolver fees. The first $200MM of ner
realized losses from the Pulp and Paper business is llocated 10 ENA, and then to Annapuma untdl its capital account is extinguished.

ISSUES CHECKLIST
L. Sale Opricas
a. Ifdus transachon is a sale of an asset by Enron, which of the following options were considered and rejected:
OCondor TJEDIT CThird Party  ODuwect Sale, Please explain: Nota sale of an asset by Earon
b. Will this ransaction be the mast beneficial alemanve to Enron?  &Yes ONo. Ifno, please explain:

c. Were any other bids/affers recrived in connection with this ransactan? ~ OYes #No. Please explain: Stuctured
deconsolidanon transaction

"~

Prior Obligations

2. Does this wansaction involve 2 Qualified Investment (as d:ﬁned in the IED( 11 parmership agr::m:-n)" OYes &No.
yes. piease expiain bow tus 1ssue was resoived:

B, Was tus wansacnoa required 1 be offersd 1o any other Enron affilizte or other parry pursuant 1@ 2 conmacmual ar other
abitgation? OYes  &No. If yes, please expiamn: .

K Terms of Transacnon
a.  What are the benefits (financiai and otherwise) to Enron in this wansacuen? OCash flow OEamings
@Other: Provide p i Liquidity fora diry nisk business.

B Was tus wensaction done sirictly ca an anm's-length vasis? @Yes ONo. Ifno, please sxplain:
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LIM APPROVAL SHEET .
ope 3

¢. Was Enron advised by any turd parry thar this wansaction was 3ot faw. from z financial perspecnve, to Earon?

OYes EINo. If yes: pisase =xplain:

4 Areall LIM exp and aut-of-packet costs (including legal facs) being paid by LIM? OYes @No. If no, is
tes markes si2adard or has the esonomic umpact of paying any expenses and out-of-pocket 081 been Zonsidarsd when

responding to items 1.b. and 3.b. abave? FYes ONa.
4 C;mphanﬂ ) .
2. Will dus : jon requirs di as 2 Certamn T in Enron’s proxy sammen? &Yes ONa.
b, Wil dus mansacden result in apy compensation (as defined by Lhe'pmxy rules) being paid o any Enron smpioyves?
[JYes HFINo.
c. Have all Enron emoploy i in this jon an behalf of LIM besn waived by Enron's Office of the

_ Chayrman in accordance wn:h Enron's Conduct of Business Affairs Puhcy" EYes DONo. If no, please explam

4 Was this reviewed and ipproved by Earon’s Chief Accounting Officer? #Yes ONo.

. Was this ransaction reviewed and appraved by Earon's Chief Risk Officer? Ech Ne.

f Has the Audit Commines of the Enron Carp. Buu’d of Directors reviewed all Enron/LTM wansactions within the pasl
twelve months? 2Yes ONo. Haveall ions of the Audit C ittes reizting t Enron/LIM wansacuions

been taken 1nto accour in this ansacrion? EYes [Na. -
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LJM APPROVAL SHEET

Page 4 .
APPROVALS Name Signature Date
Business Unit Ben Glisan I . -
Business Unit Legal , ‘ : '
Exnron Corp. Legal Rex Rogers .4’ R c/

Global Finance Legal Jordan Minz W {150l
RAC Rick Buy jﬂ-\ < L= 2w 229
Accountng Rick Causey ‘F / /{-&Jl [6% W

4

Execunve Jeff Skilling
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Project Fishtail/125 Structure

Project Fishtail relates to the Pulp & Paper FAS 125 transaction that was done in
December 2000 to increase EWS earnings. The gain was $110MM which was
. split between EIM and ENW. |

The facility cost (financing charges) for the existing structure is $4MM per
quarter. .

When the 2001 Plan was developed, EIM assumed they would have a partnership
with a possible FAS 125 deal in 2001, As a resuit, EIM has some net expense in

the Plan but rot 100% of the $16MM annual facility costs. ENW has nothing in

the Plan since this deal was done after plans weré submitted.-

The expectation is that in the second quarter, the FAS 125 structure will be
undone and put into an off balance sheet vehicle (Sundance). When this is done,
goodwill of 90-100MM will be created which will need to be amortized until

expected new accounting regulations are implemented (which could be as early as
third quarter.)

‘When the FAS 125 structure is undone, the external facility cdsts will cease, but
" Corporate will charge capital costs (which will be below EBIT).

See the attached for a financial summary.

EC 000382651

I Permanent Subcommittee on Investigations

EXHIBIT #310
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DEC-1£-2508 88:13 CHBE 3R 73 216 8570 P.E2
Glapal Syndicated Finance - Confid ] : Date: 12/18700
Prepared By: Josh Rogers

STRUCTURING SUMMARY
Project Grinch

GIS Deal Team: Walker, Serice Landsrs Traband, Rogers
Credit Executiva: Blello, Wardell, Wright Timing: December 2000

Maximum Exposure for Approval 5254 Bn industry Description: Diverstfied Energy

(MM {3743 MM adjusted -

T ion for Approval (SMM): $46.5 MM Primary SIC Code; 1321

C: Nama: i Enton Corp. -

Obligor/Faciity Risk Grade: 413 . Major Plant Lacations: Taxas/Gulf Coast, -
Qragon

Parant Name: Enron Corp. L Major Overseas Qps: Eusrgae. Indiz, Brazii,

- Argentina, Bolivia,
Colormbla, Caribbean,
. - Phitppines
Parent Risk Gradaz, i 3 TREND: - Stabie
+g/Stable/Meaclin
Pubilz Ratings (LT.& 5T} CF: AZP2 Outlook/Trand? o Postiive
- San, Uns: BBB+/Baal .
Subv BEB/Basd
Date Ratings Last Ch 1 32300 (Moody's)
Stock Prics (a3 of 06/06/00): $73.00 52 Wk High/Low; §90.75/ $34.88

Market Capltalization: ) $33.7 Blilon Market Cap/Book Cap: x

We are requesting approval lo provide a 348.5MM bilateral commitment o an. SPV which will ba formed by Enfon In order to
decansolidate Its existing Paper Business, with a mark-io-market partfofio value of $85 millon and a golng concern FMY of 3200
million, pricr to year end, It Is expected that the t will be The final matusity will ba June 20, 2001. Tha
activation of this commitmant will only accur if the formation of Enfon Net Wark Partners (ENW) does not occur prios ta year-end 2000.

Transactionr Qvasvicw: "™

Enran proposes o cormumit t contribute its pulp and paper trading business valued at $200 million to Grinch LP for the purpese of
fid: the Paper Bus prior 1o its, ib to ENW. The Paper Businass is a going concern pulp and paper trading
and is a kay o Enron's Net Works strategy. . - .

This deconsolidation wil allow Enron t monetizs this LP assat via 4 sep FAS 125 gaction, which will g funds flow and
aliow for the repayment of corporate debL. An addiiional benafit may be the ablily to reaiize # gain on the sals of the Paper Eusiness.
Arthur has d the ing integtity-of the proposed transaction bacause of Enron's existing plans to coniributa the
Paper Business ta ENW, Recall that Chase Is acting ss an exciusive financial adviser and privata equity placement agent intha :
formation of ENW. Our fes expectation for the ENW transaction is $5-$10MM.

Grinch will be c.wned 50% by Enron and 50% by & to-be-formed SPV proposed to be capitalized with 3% aquity and 97% debt.
Because the decensolidation will ba affected 28 a result of the : o the Paper Busil the cap tion of the
SPY will likewise be accomplizhed through the funding’of the 3% aquity component while there will be no requirament fo fund the debt
camponsnt. .

The $485 milion commitment would bs supportd by 1) Enron's obligation 1 supoart the first 3200 million In losses (the FMV of the
business) in the parifoila, providing Grinch with 4:1 asset coverage, and 2) the fact that the Paper Business iz strateglc to Enron’s
business phan whether NetWorks is formed or rot,

1 Intarnal Use Only
' Revised &/97

Permanent Subcommittce on Investigations
EXHIBIT #311

JPM-1-00437
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DEC-18-2038 @8:13 CHASE BANK 713 216 88%@  p.o3

" Globa! Syndicated Finance - Confldentiu. Date:12/18/00

Borrower; To be farmed SPV

Amount: $48.5 million

Chase Rale: Sela lander

Upfront Fee: 15250,800]

Drawn PrT&lnu: 100 bps increasing o | ] after{ 1

Purpose; To provide 87% of the capitalization of SPV to purchase Class B Preferred Shares fn Grinch LP.

Equity Investor;  LJM2 Co Investors LP to provide a commitment 1o the SPY for $1.5MM. LM 2 is managsd by Andy, Fastow,
Enron’s EVP and CFO.

Maturity: June 29, 2001 R

Sacurity: The loan will be securad by the Class B preferrad shares in Grinch LP.

Conditlans to
Fund: Only in the avant that losses in Grinch LP exceed $200 miliion. Enron Cm-p. as general partna of Grinch will bear
100% of the first 5200 milion in losses at Grinch.
Cavanants & -
Othar; f Strict prohibltions on Grinch's ability to'incur other debt, make capital expenditures ete. without lender's
consent.

. Grinch wllf enter into a servica agraement with Enron specdymg high standards of cars relating to
management of Grinch. Wa will seek a covenant ty credit risk

. in additional ta our note matudty, at the end of [6} months, the class B Prefered share may vota to zell
Grinch in the open markat,

Enron Corp

Y

50% vorwe Pulp and Paper Commiament
#0% economicy 5200MM valua

Clss ALP-
Managing Member

Grinch LP

Y

Commitent Cless B Preferrsd Sharea
S50MM Remaval Wio Canse Righte
. 208 Economics

SPV
)

TR SLSMM
Comenitment

(Bt |

i" CHASE

2 Internaf Uss Onily
Rovised 597

Facon TREATMENT

- .
ST Y v JPM-1-00438
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Project Grinch LP

Request

We are requesting ‘approval to provide a $48.5MM bilateral commitment to an SPV which will be
formed by Enron in order to deconsolidate its existing Paper Business with a FMV of $200 million
prior to year end. It is expected that the commitment will be unfunded and the final maturity will
be June 29, 2001. The activation of this commitment will only oceur if the formation of Enron Net
Work Partners (ENW) does not occur prior to year-end 2000. .

“Transaction Overview

Enron proposes to commit to contribute its pulp and paper trading business valued at $200 million to
Grinch LP for the purpose of deconsolidating the Paper Business prior to its contribution to ENW. The
Paper Business is a going concern pulp and paper trading business and is a key component to Enron’s
Net Works strategy.

This deconsolidation will allow Enron to monetize this LP asset via a separate FAS 125 transaction,
which will generate funds flow and allow for the repayment of corporate debt. An additional benefit
may be the ability to realize a gain on the sale of the Paper Business. Arthur Anderson has confirmed
the accounting integrity of the proposed transaction because of Enron’s existing plans to contribute the
Paper Business to ENW. Recall that Chase is acting an exclusive financial advisor and private equity
placement agent in the formation of ENW. Our fee expectation for the ENW transaction is $5-
S10MM.

Grinch will be owned by 50/ 50 by Enron and a to-be-formed SPV proposed to be capitalized with 3%
equity and 97% debt. Because the deconsolidation will be affected as a result of the “cormmitment” to
contribute the Paper Business, the capitalization of the SPV will likewise be accomplished through the
funding of the 3% equity component while there will be no requirement to fund the debt component.

Enron Corp
K
50% vote Puly and Paper Cotenitment
80% economics $200MM value
Class A LP
Managing Member
A4
Grinch LP
: Class B Preferred Shares
Comenioment Removal wio Cause Rights
20% Economics
A,
3%

9% $1.5MM

548.5MM SENATE
Commitmeat ANNA - 00387
FOIA Canfidential i
Freatmant Rﬁ;mmd By E qu1 ty
JPNC

Permanent Subcommittee on Investipations
EXHIBIT #312
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Risk Assessment

The risk of the $48.5MM commit is substantially the same as that of the “B” tranche of an A-B-C
synthetic lease transaction given that the Paper Business is (1) strategic to Enron’s business plan
whether or not ENW is ultimately formed and (2) the value of the Paper Business at $200MM provides
4:1 asset coverage (albeit not a secured interest). The value of the Paper Business is supported by (a)
valuation work conducted by Chase Securities in conjunction with our private equity/M&A assignment
for ENW and (b) the active negotiation with a third party investor with a target price of $200MM for
these contributed assets.

Risk of an actual funding under the commitment is primarily mitigated by air tight restrictions on
Grinch’s activity including prohibition a capital expenditures, etc. without the lender’s consent and the
asset coverage provided by the Paper Business —i.e. The value of the Paper Business would have to
decline by $200 million.

Transaction Terms

Borrower: To be formed SPV

Amount: $48.5 million

Chase Role: Sole lender

Upfront Fee: [$250,0001

Drawn Pricing: 100 bps increasing to [ ] after[ 1.

Purpose: To provide 97% of the capitalization of SPV to purchase Class B Preferred Shares in
Grinch LP.

Equity Investor: LIM 2 Co Investors LP to provide a commitment to the SPV for $1.5MM. LIM 2 s
managed by Andy Fastow, Enron’s EVP and CFO.

Maturity: June 29, 2001
Security: The loan will be secured by the Class B preferred shares in Grinch LP.

Conditions to
Fund: Only in the event that losses in Grinch LP exceed $200 million. Enron Corp. as

general partner of Grinch will bear 100% of the first $200 million in losses at Grinch.

Covenants &
Other: * Strict prohibitions on Grinch’s ability to incur other debt, make capital
expenditures etc. without lender’s consent.

Grinch will enter into a service agreement with Enron specifying high standards
of care relating to management of Grinch. We will seek a covenant specifying
that no more than 20% of Grinch’s counterparty exposure may be in Enron’s E-
5 (BB+) category (i.e. 80% of exposure must be investment grade).

In additional to our note maturity, at the end of [6] months, the class B Preferred
share may v