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UNITED STATES DISTRICT COURT
SOUTHERN DISTRICT OF TEXAS

HOUSTON DIVISION
MARK NEWBY, et al., Individually and On § Civil Action No. H-01-3624
Behalf of All Others Similarly Situated, § (Consolidated)
Plaintiffs, g CLASS ACTION
Vs. g
ENRON CORP., et al., g
Defendants. g

THIRD SUPPLEMENTAL BRIEF IN SUPPORT OF AMALGAMATED BANK'S
EX PARTE APPLICATION FOR PARTICULARIZED EXPEDITED DISCOVERY
FROM DEFENDANT ARTHUR ANDERSEN LLP AND ENRON EXECUTIVES,
INCLUDING DEFENDANT KEN LAY TO PRESERVE EVIDENCE
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ANDUM OF POINTS AND AUTHORITIES

L. THE IMPACT OF ARTHUR ANDERSEN'S ADMISSION AND THE
EVIDENCE OF ENRON'S AND CEO LAY'S HYPOCRISY

In a block-buster development in the Enron meltdown — so explosive that it dominated the
network newscasts, preempted coverage of the war in Afghanistan, and was featured on the front
pages of major newspapers — defendant Arthur Andersen has admaitted that 1t does not know 1f or
when it violated its duty to preserve relevant evidence. Enron's outside auditor

notified the U.S. Securities and Exchange Commission and the U.S. Department of
Justice, and 1s also notifying congressional committees and other agencies
mvestigating the Enron collapse, that in recent months individuals 1n the firm
involved with the Enron engagement disposed of a significant but undetermined
number of electronic and paper documents and correspondence relating to the
Enron engagement.
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Discarding of documents occurred during the months before the SEC issued
a subpoena to Andersen. After recetving the SEC subpoena, the firm issued an
instruction to preserve documents. At this time, we have not been able to deiermine
whether that instruction was violated.

S ® *k

'1I‘he firm 1s working to gather the facts and determine appropriate disciplinary
actions.

In mid-August 2001 Enron CEO Lay was warned by Sherron Watkins that Enron was a
“crooked” company engaged in an accounting charade, which would soon "implode in a wave of
accounting scandals." See Ex. A, attached hereto.

Enron was told by the SEC by October 22 — the date when the first class-action suit was filed
— to submit requested information about former CFO Andy Fastow's related-party transactions, and
the Company announced on October 31 that the SEC had opened a formal investigation to probe its
off-balance-sheet partnerships. Thus, Enron's top officers were on notice to preserve all documents

at least 12 weeks ago. And the Company's General Counsel, James Derrick, at least twice, notified

'Arthur Andersen Press Releases, dated January 10, 2002, previously attached as Ex. 1 to
plaintiff’s Ex. Parte Application (“App.”); see also I.Weil et al., " Audit Nightmare: Arthur Andersen
Says it Disposed of Documents that Related to Enron," Wall St. J., Jan. 11, 2002 (App., Ex. 2); K.
Eichenwald et al., "Enron’s Collapse: The Auditor - Enron's Auditor Says it Destroyed Documents,"
N.Y. Times, Jan. 11, 2002 (App., Ex. 3).
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all employees by e-mail that ro company records should be destroyed. In fact, on January 14, he sent
the following e-mail update to all employees worldwide:

This is to remind all employees that, as earlier instructed, in view of the pending

and threatened legal proceedings involving the company, 1o company records, either

in electronic or paper form, should be destroyed.
But documents by the thousands were being shredded — and had been since November, some fwo
months before the latest directive — and the Company knew it. A project manager observed the
systematic gathering and review by support staff of boxes from all over Enron, and the subsequent
shredding of documents from those boxes that filled trash cans, including those related to the off-
balance-sheet JEDI II transaction, "confidential" documents, and other financial records, which are
dated from at least 1994 through December 20, 2001.> Consequently, joining congressional
committees, executive-branch criminal probes, political and legal commentators, Amalgamated Bank
urges the Court to order Enron CEO Lay, as well as Enron's Chief Financial and Accounting
Officers, and Andersen personnel, through plaintiff's particularized discovery, to answer questions
integral to the litigation: Who shredded the documents? Which ones? When? On whose orders?
And why?

The PSLRA's document-preservation provisions make it "illegal for any party who receives
actual notice of the litigation to destroy or alter evidence."* Indeed, courts have consistently allowed
discovery to commence "when faced with 'the risk of lost or destroyed evidence."” The PSLRA

ordinarily stays discovery during the pendency of a motion to dismiss, but Congress specifically

"included a preservation provision in the PSLRA 'in recognition that "the imposition of a stay of

*See Amalgamated Bank's Declaration of G. Paul Howes, accompanying Amalgamated
Bank's Ex Parte Application, 3 and Ex. B hereto (emphasis added).

°Id., 92-3.
*Powers v. Eichen, 961 F. Supp. 233, 235 (S.D. Cal. 1997).

“See, e.g., Vezzetti v. Remec, Inc., No. 99CV0796-L (JAH), 2001 U.S. Dist. LEXIS 10462,
at *5 (S.D. Cal. July 20, 2001) (citation omitted).
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discovery may increase the likelihood that relevant evidence may be lost.""® Further, the "statute
provides for the possibility of court-ordered sanctions for a party's 'willful failure' to comply with
the duty to preserve relevant evidence."” The discovery-stay provisions and the concomitant duty
to preserve relevant evidence "reflect a careful balance between Congress's efforts to shield
defendants facing frivolous claims from the burdens of discovery, on the one hand, and 1ts desire to
ensure the preservation of evidence relevant to legally cognizable claims, on the other."®

In the wake of these recent revelations and admissions, coupled with their violation of the
PSLRA's mandate to preserve evidence, Andersen and Enron's top officers have breached a basic
civil-litigation precept: "[F Jundamental to the duty of production of information is the threshold duty
to preserve documents and other information that may berelevantin a case." In Danis, a case where
defendants were charged with destroying crucial documents in violation of the PSLRA and the
Federal Rules of Civil Procedure, the court noted that "[1jmmediately upon the filing of the ... lawsuit
|defendant] was required to preserve for possible production in the lawsuit documents (whether in
hard copy or electronic form) that might be discoverable. That duty flowed from both the [PSLRA]
and from a common law duty not to spoil documents that might be discoverable in the litigation."'°

Without question, Enron's CEO Lay, as well as its CFO, CAOQO, and its auditor, had no less
of a duty here: Enron, since October 22, when the first class-action suit was filed, and also

October 31, when the SEC's formal probe was disclosed; and Andersen, from at least December 4,

when it was named in Amalgamated Bank's Complaint — if not before, since the auditor disclosed

°In re Tyco Int'l Ltd. Sec. Litig., No. 00-MD-1335, 2000 U.S. Dist. LEXIS 11659, at *4
(D.N.H. July 27, 2000) (citing In re Grand Casinos Sec. Litig., 988 F. Supp. 1270, 1271 (D. Minn.
1997)).

'Id. at *4-*5 (citing 15 U.S.C. §78u-4(b)(3)(C)(i1)).

°Id. at *5.

’Danis v. USN Communs., Inc., No. 98 C 7482, 2000 U.S. Dist. LEXIS 16900, at *5 (N.D.
I11. Oct. 20, 2000).

01d. at *37.



on November 30 that it had received a subpoena from the SEC, but has refused to say when.!!
Further, earlier in 2001 Chicago headquarters personnel had questioned the Company's accounting
— so much so that the potential to drop the $52-million client was discussed.”

Moreover, in the aftermath of this colossal collapse, Andersen 1s accountable to the
profession and to the public:

A distinguishing mark of a profession 1s acceptance of its responsibility to the
public.... This reliance imposes a public interest responsibility on certified public
accountants. The public interest 1s defined as the collective well-being of the
community of people and institutions the profession serves.... In discharging their
professional responsibilities, members may encounter conflicting pressures from
among each of those groups. In resolving those conflicts, members should act with
integrity, guided by the precept that when members fulfill their responsibility to the
public, clients' and employers' interests are best served.”

Indeed, the Auditor's document destruction may well establish another significant failure: "Integrity

requires a member to be, among other things, honest and candid within the constraints of client
confidentiality. Service and the public trust should not be subordinated to personal gain and
advantage. Integrity can accommodate the inadvertent error and the honest difference of opinion;
it cannot accommodate deceit or subordination of principle."!*

In sum,Enron's and CEO Lay's hypocrisy speaks volumes about 1ts purported credibility and
promised cooperation. Taken together with Andersen's damning admaissions, plus the existence of
the box of shredded Company documents from the corporate accounting area, these shocking
revelations establish that Enron and Andersen failed their statutory, professional, and common-law
duties to preserve evidence. The mdisputable fact that documents were destroyed during the

pendency of this litigation shows that the willfulness element required by the statute has been met.
Consequently, pursuant to PSLRA §21D(b)(3)(B), Amalgamated Bank requests that the Court order

1See D. Alexander, "SEC Subpoenas Andersen Records in Enron Collapse," Chicago
Tribune, Dec. 1, 2001 (App., EX. 4).

'?See Second Supplemental Brief for Expedited Discovery.
YAICPA Code of Professional Conduct §53.01-02 (App., Ex. 5).
“Id. at §54.02 (emphasis added).
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Enron's CEO Lay, CFO, and CAO, and Andersen personnel to answer particularized discovery aimed

at preserving and recovering evidence, and that the Court take control of their documents.

NTED

IL. DISCRETE DISCOVERY IS WARRA
Amalgamated Bank seeks discovery from Enron’s CEO Lay, CFO, CAQO and Andersen
personnel with personal knowledge on the following topics, a limited number of documents, and
preservation of electronic data. Plaintiff reserves the right to videotape the examinations and the
discovery sought 1s without prejudice to its rights to formal discovery.
A. Deposition Topics

(1)  Theidentity of each individual who was responsible for, directed, executed,
or assisted i the destruction of any electronic and paper documents and
correspondence relating to Enron's business or Andersen's Enron engagement.

(2)  The identity of each document and category of documents Andersen and
Enron's CEO, CFO, and CAO believe, or have reason to believe, has or may
have been destroyed.

(3) The identity of the individual(s) who discovered the evidence destruction
identified in Andersen's releases, including when and how it was discovered
and the auditor's response to the discovery of the destruction.

(4)  All information gathered by or for Andersen conceming the reasons for the
evidence destruction.

(5)  All facts concerning how all Enron-related electronic and paper documents
and correspondence were destroyed, including the manner 1n which the
documents were destroyed and the location where such destruction took
place.

(6) The current location of all electronic and paper documents and
correspondence relating to the Amalgamated class-action suit and Enron
engagement that were once destroyed, Andersen's and those that since have
been recovered, reconstituted, or recreated.

(7)  Enron's and Andersen's past and current document-preservation policies.

(8) The steps taken by Enron CEO Lay, and its CFO and CAQ, and Andersen
personnel, at any time to ensure that Enron-related evidence or evidence
related to the class-action suit in the auditor's or the Company's possession,
custody or control was preserved.

(9)  Thefacts andresults of all efforts to find, 1dentify, recreate or reconstitute any
destroyed evidence.

(10) The preservation or destruction of evidence responsive to any request for
production (formal or informal) or subpoena issued by the staff of the United
States Securities and Exchange Commission, the United States Department
of Justice or the United States Congress (including any committee or
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subcommittee) conceming Enron or any services Andersen performed for
Enron, including auditing and accounting services.

B. Documents

(1)  All documents concerning Andersen's mvestigation of the destruction or
spoliation of Enron-related evidence.

(2)  All documents concerning the success or failure of Andersen's recovery of
destroyed Enron-related evidence.

C. Preservation of Electronic Evidence

Andersen has admitted that critical electronic evidence has been destroyed and based on a
project manager’s observations over several weeks, we know now that Entron personnel were
assigned to gather and review and then to shred select documents. No one knows wﬁat electronic
data has been deleted. Amalgamated Bank requests that the Court order the company auditors,
Enron's CEO, CFO and CAO to make available all relevant electronic evidence, including
documents and e-mails from individual computers and Andersen computer servers, for recordation
by an independent forensic computer data-recovery and preservation specialist, who will provide
electronic back-ups to the Court for storage 1in the Court's registry. The justification is elementary
and will remove any doubt as to what was destroyed and what 1s recoverable: "It 1s no secret that
deleted files and other 'residual' data may be recovered from hard drives and floppy disks. How do
you make sure you capture this data? ... [ Y Jou must make what is known as an 'image copy' of the
target dnive ... [which] duplicates the disk surface sector by sector, thereby creating a mirror image
cone i

Amalgamated Bank incorporates the analysis in its Second Supplemental Brief for Expedited
Discovery as the basis for requesting that the Court take control of Enron's documents related to the

class-action suit, as well as those related fo Andersen's Enron engagement. This is the surest way

to protect the integrity of the documents and PSLRA process, and to replace the misplaced relhiance

“Joan E. Feldman & Boyer I. Kohn, Collecting Computer-Based Evidence, N.Y.L.J. Jan. 26,
1998 (Ex. 6). See also In re Pac. Gateway Exchange, Inc. Sec. Litig., No. C 00-1211 PJH (JL.), 2001
U.S. Dist. LEXIS 18433, at *6 (N.D. Cal. Oct. 17, 2001) (granting partial lifting of PSLRA
discovery stay to allow plaintiffs to a mirror image "and preserve electronic data").
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on the purported cooperation of Enron's Ceo, CFO and CAO and Andersen and promised

preservation with the knowledge that relevant evidence will no longer be destroyed.

DATED: January.?/, 2002 Respectfully submitted,

SCHWARTZ, JUNELL, CAMPBELL
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909 Fannin, Suite 2000
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Telephone: 713/752-0017

Attorney in Charge
Of Counsel:

MILBERG WEISS BERSHAD
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Exhibit A




-Dear Mr. Lay.

Has Enron becoime a nisky place to work? For those of us who didn't g2t nch over the {ast few
years, can we afford to stay?

Skilling's abrupt departure will raise suspicions of accounting improprieties and valuation 1ssues.
Enron has been very aggressive in ils accounting — mast notably the Raptor transactions and the
Condor vehicle. We do have valuation issues with our international assets and possibly some of

our EES MTM paositions.

The spotlight will be on us, the market just can’t accept that Skilling is leaving his dream job. [
think that the valuation issues can be fixed and reported with other goodwill write-downs to occur
in 2002. How do we fix the Raptor and Condor deals? They unwind in 2002 and 2003, we will

have to pony up Enron stock and that wan’t go unnoticed.

To the layman on the street, it will look like we recognized funds flow of $800 mm from merchant
asset sales in 1999 by selling to a vehicle (Condor) that we capitalized with a promise of Enron
stock in later years. [s that really funds flow ar is it cash from equity issuance?

We have recognized over $550 million of fair value gains on stocks via our swaps with Raptor,
much of that stock ‘has declined significantly - Avici by 98%, from S$178 mm to 35 mm, The New
Power Co by 70%, from 3520/share to S6/share. The value in the swaps won’t be there for Raptor,
so once again Enron will issue stock to offset these losses. Raptor is an LJM entity. [t sure looks
to the layman on the street that we are hiding losses in a related company and will compensate that
company with Enron stock in the future.

[ am incredibly nervous that we will implode in a wave of accounting scandals. My 8 years of
Earon work history will be wornth nothing on my resume, the business world will consider the past
successes as nothing but an elaborate accounting hoax. Skilling is resigning now for ‘personal
reasons’ but I think he wasn't having fun, looked down the road and knew this stuff was unfixable
and would rather abandon ship now than resign in shame in 2 years.

Is there a way our accounting guru's can unwind these deals now? I have thought and thought
about how to do this, but I keep bumping into one big problem — we booked the Condor and
Raptor deals in 1999 and 2000, we enjoyed a wonderfully high stock pnce, many executives sold
stock, we then try and reverse or fix the deals in 2001 and it’s a bit like robbing the bank in one
year and trying to pay back it back 2 years later. Nice try, but investors were hurt, they bought at
$70 and S80/share looking for $120/share and now they're at S38 or worse. We are under too
much scrutiny and there are probably one or two disgruntled ‘redeployed’ employees who know
engugh about the ‘funny’ accounting to get us in trouble.

What do we do? [ know this question cannot be addressed in the all employee meeting, but can
you give some assurances that you and Causey will sit down and take a good hard objective look
at what is going to happen to Condor and Raptor in 2002 and 20037




























