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| wel cone the opportunity to again testify in front of the House Fi nanci al
Services Conmttee. | believe this commttee has been addressing
substantive issues that are inportant not only to the future health of the
i nvestment community, but inportant to the general public’s perception of
and confidence in the overall capitalist system

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

There is plenty of blame to go around in the m stakes nade in the Enron
situation. | amhere today to focus on the role of the broker analysts in
t hi s debacl e.

In ny previous testinony before this conmttee, | did not tread lightly on
what | thought were sone serious problens in anal yst behavi or that needed
to be renedied.

| am here this norning, however, to say that the analysts to sone degree
were nore victins rather than culprits in the Enron situation. Not that
they were without blane, particularly in the |ate stages of the Enron
col | apse, but they were not the underlying cause of the excessive rise in
Enron’s stock that later proved to be irrational

The performance of the anal ysts should be judged on two fronts. The first
is their analysis of Enron’s fundanentals, particularly in regard to
earnings. The second is their valuation assessnent and reconmendati ons of
Enron stock.

Anal ysi s of Enron Fundanental s by Broker Analysts



The thing that stands out nost visibly about the anal yst’s anal yses of
Enron, is that over the three years up to Cctober 2001, their estinates at
t he begi nning of each year for that year had m nimal changes. The few
changes that did occur were always upward and usually followed the

gui dance gi ven by the conpany when they reported quarterly earnings. The
narrowness of the spread of estimates anong anal ysts was renarkabl e,
especially for an energy conpany. The coefficient of variance for Enron
estimates was consistently bel ow the average for the S&P500 during the
same peri od.

This pattern is highly suggestive that the anal ysts were being spoon fed
as to what Enron expected earnings to be. The analysts m ght have been
willing to accept conmpany gui dance, be it overt or inferred, as long as
t he conpany kept neeting expectations each quarter. Since at |east the
begi nni ng of 1998, Enron has net or exceeded anal yst estinates every
quarter.

One reason that anal ysts nay have been nore willing than nornmal to accept
conpany gui dance for Enron was that it was becom ng increasingly difficult
to understand how Enron was achieving its revenue grow h and
profitability. Extensive use of derivatives, particularly when the
conpany is using mark-to-market accounting is extrenely difficult in the
best of situations. W now know that a big additional reason for the
difficulties in analyzing Enron’s financials was that there were
significant parts of Enron’s business that were hidden fromthe bal ance
sheet .

Oten the way out for analysts when faced with difficult to anal yze
situations like Enron is to drop coverage. Wy take the risk when there
are plenty of conpanies that are transparent enough to do neani ngf ul

anal ysis with confidence? The problemw th dropping Enron was that it had
become the giant in the industry. If you were an anal yst covering that

i ndustry, you essentially had to cover Enron. That was further reinforced
if your firmwas one of Enron’s investnent bankers or investnent banker
wannabe.

The real problemthough was having sufficient information about the off
bal ance sheet itens. Wether the accounting for each of these itens was
within FASB rules or not is not yet clear, although the announced
restatenent of prior periods earnings is a strong signal that at |east not
all was kosher. But what is clear is that Enron was not providi ng what
coul d even be considered minimumtransparency in its financials and that

t he anal ysts did not have all the tools necessary to nake a reasonabl e
anal ysi s.

Val uation of Enron Stock by Broker Analysts

In eval uating anal yst performance on recommendi ng Enron stock, one first
has to understand how t he brokerage community’s recommendation really



works. As | have testified before to this conmttee, the i nvestor needs a
two | evel decoder.

The first |evel of the decoder gets all the brokers on a common
recommendati on scale. The nbst common scale is a five tiered one, where
the top category is a strong buy, the second is a buy, the third is hold,
the fourth is sell, and the fifth is strong sell. Most brokers have a
five tier scale, sone have a four tier one, and a few have a three tier
scale. In addition, many have very different term nology. The term *“buy”
may be the termused for the top category at sone brokers, or for the
second best category at many brokers, or, in at |east one case, for the

m ddl e category. There are nore than a dozen different terns used for
each of the top three categories, and al nost as many for the bottom two.

Unfortunately, getting all the firms on a common scale is not the end of

t he decoding. Analysts are overly biased on the positive side in their
recomendati ons. The typical distribution is about 33% of al
recommendations are in the top or strong buy category, about 33%in the
second or buy category, about 33%in the mddle or hold category, and only
about 1% in the remaining sell and strong sell categories conbined.

If the recommendations are put in nuneric terns where 1 is a strong buy
(or whatever the broker’s termis for their top category), 2 is a buy, 3
is ahold, 4is asell, and 5is a strong sell. Using this nunerica
scal e, consensus recomendati ons can be cal cul ated for each conpany. Most
of the time the average consensus reconmendation for either the conpanies
in the S&P500, or for the roughly 5000 conpani es that analysts cover, is a
2.1. Cccasionally, the average may be a 2.0 or a 2.2.

Therefore, the second | evel of the decoder would nove the recommendati ons
into three nore neani ngful categories. Those in the 1 or strong buy
category would really be saying buy, at least in relative ternms. Those in
the 2 or buy category would really be saying they were neutral on the
stock, and those in the 3 or hold, the 4 or sell, and the 5 or strong sel
categories all would be saying sell the stock.

For Enron, the consensus recommendati on, as shown on the acconpanyi ng
graph, was about a 1.5 from May 2000 until the end of Septenber 2001.

Even if we had our decoder to conpensate for analyst optimsm it is clear
t hat the anal yst covering Enron were very positive with their
reconmendat i ons.

But during that sanme period, the analysts had simlar or higher consensus
recomendati ons on conpetitors |ike Cal pine and Dynegy. Wile the
consensus reconmendation for Enron was nuch better than the average for
S&P500 conpani es, there enthusiasmwas not |imted to Enron.

In early Cctober 2001, the consensus recommendati on spiked up froma 1.5
to a 1.3 as several analysts raised their recommendati ons ahead of Enron
reporting its 3Q01 earnings on 16 Cctober. On the day of the earnings
announcenent one anal yst raised their recomendati on, pushing the



consensus to a remarkable 1.2. But as the Enron story began to unravel
over the next few days, the recomrendati on downgrades expl oded, plus six
of the seventeen anal ysts dropped coverage.

Concl usi ons

In these kind of situations, it is easy to point a finger at the anal ysts
for mstakes made. In ny prior testinony, and in other forunms, | have
taken the analysts to task for not perform ng to an acceptabl e standard in
certain situations. Wile the analysts are certainly not wi thout blane on
Enron, they are not the real culprits in this situation.

I am not an expert in doing the actual accounting at a conpany, or in
audi ting a conpany’s accounting, but having been an anal yst for 22 years,
as well as closely observing anal yst behavior at First Call for the | ast
ten, | can say without reservation that this was a situation where either
the conpany or its auditors or both were at fault in not providing
investors, especially including the analysts, with the tools necessary to
under stand Enron’s busi ness.

Whet her the letter of the accounting rules were net or not, it is patently
obvious that the spirit of the rules was violated in that Enron’s
financial statenments did not fairly convey enough information for

i nvestors to reasonably anal yze the conpany’ s operations.

In that climate, it is hard to be too critical of the analysts optimsm
Enron had a | ong history of showi ng consistent and substantive earni ngs
growh. If it had been up to ne if I was in that situation, I would have
dr opped coverage | ong before October 2001. The financial reports and
details of operations had beconme nore and nore inscrutable well before
then. But as | nentioned earlier, nost, if not all, analysts did not have
that operation. All things considered, they probably did as well as could
be expected until Cctober 2001, although in hindsight it is easy to say
that they could have at |east tenpered their bullish reconmendations to
sone degree.

However, once the issues of the off bal ance sheet itens becane an
unexpl ai ned i ssue on the 16 Cctober 2001 conference call on 3Q01 results,
it does seemthat the analysts could have noved qui cker to either suspend
their recommendation or dramatically drop the Ievel of their
recommrendati on. The unexpl ained $1.2 billion bal ance sheet witedown was
not a caution flag, it was a red fl ag.

But Enron is not the situation on which to challenge anal yst perfornmance.
There are far nore significant situations were analyst conflicts and
performance are at issue. The |essons to be learned here is howto insure
t hat conpany’s and their auditors can be relied on to openly provide the
necessary tools for investors to neaningfully anal yze the conpany’s

busi ness.
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