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ornerstone Research staff and
experts have provided participants
in the US. and international
energy markets and their legal counsel
with strategic and economic consulting
and expert testimony for more than two
decades. Our clients have included invest-
ment banks, energy trading firms, regu-
lated utilities, independent power produc-
ers, power marketers, regulatory agencies,
coal and gas producers, and large, verti-
cally integrated petroleum companies.
Cornerstone Research combines energy
experience with expertise in other areas
of economic consulting such as antitrust,
securities, and intellectual property. We draw
on this range of experience to address the
financial and antitrust issues arising with
increasing frequency in today’s changing
energy sector—including market design,
market monitoring, alleged price fixing,
mergers, trading disputes, analysis of envi-
ronmental issues, and asset valuation—
which span several of our core capabilities.
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In addition, our unique collaboration
between in-house consulting staff and
renowned faculty and industry experts
provides a premier set of resources for
addressing economic and financial issues
arising in energy-related matters. Our
staff consultants hold advanced degrees
in economics, finance, accounting, and
business and are experienced in both the
energy industry and the litigation process.
Several of our senior staff serve as testify-
ing experts. Our affiliated faculty experts
are drawn from leading business schools,
economics departments, and law schools.
Our industry experts have long-standing
experience as managers, directors, or reg-
ulators in the energy business.

The following pages briefly describe a
few selected engagements in which Corner-
stone Research and members of our energy
practice have played a significant role.




MARKET MANIPULATION

Since the beginning of the California
energy crisis, energy firms have faced
increasing levels of scrutiny from both
government regulators and private civil
plaintiffs. This legal scrutiny has focused
disproportionately on the trading and
marketing arms of many of the largest
U.S. energy firms and has often taken
the form of allegations of market manip-
ulation through trading strategies, the
operation of physical assets, and the
reporting of prices to trade publications.
Cornerstone Research has been actively
involved in many of the highest-profile
market manipulation investigations in
the energy industry. The experience and
expertise of our staff and experts in
energy markets, antitrust, and finance
combine to bring a multidisciplinary
approach to the evaluation of market
manipulation allegations. B

FERC Refund Hearings on
California Electricity Markets

Retained by Dickstein Shapiro

Cornerstone Research was retained on
behalf of Duke Energy to analyze the expert
testimony submitted by the California
parties (i.e., Pacific Gas and Electric and
Southern California Edison). This analysis
was used to support the testimony submit-
ted by Duke Energy to the FERC, which
addressed the allegations of economic and
physical withholding, bidding above mar-
ginal costs, “Enron-type” tradingstrategies,
coordinated behavior with other market
participants, and Duke’s refund obligation.

FERC Refund Hearings on
California Electricity Markets

Retained by the Joint Defense Group
Representing Thermal Generators

The state of California sought refunds of
approximately $9 billion from thermal
generators that participated in the Califor-
nia ISO (real time) and PX (day and hour
ahead) electricity markets during the period
of October 2000 to June 2001. The joint
defense group of California thermal gener-
ators (AES, Duke Energy, Dynegy Power
Marketing, Mirant, NRG Energy, Reliant
Energy, and Williams Energy) retained
Cornerstone Research to collect and con-
solidate data on California electricity mar-
kets. This effort involved integrating large
data sets from both public and private
sources to be used as a basis for analyzing
bidding behavior by market participants
and evaluating alternative refund method-
ologies for FERC-ordered refunds.

In re Natural Gas
Commodity Litigation

Retained by Hogan & Hartson

Counsel for American Electric Power (AEP)
retained Dr. Michelle Burtis of Cornerstone
Research to evaluate plaintiffs’ claims that
alleged false reporting of natural gas prices
by AEP and other natural gas trading firms
led to artificial natural gas prices traded on
NYMEX. Dr. Burtis’s analysis deconstructed
the plaintiffs” experts’ claims of alleged
false AEP reports by showing that almost
nine out of ten alleged false reports were
simply artifacts of the plaintiffs’ experts’
data mishandling. Dr. Burtis, on behalf of
both AEP and Coral Energy Resources, also
opined that the plaintiffs’ model for assess-
ing the alleged artificiality of NYMEX prices
achieved its results only by ignoring key
elements of the structure of the U.S. natu-
ral gas markets. Dr. Burtis also established
that, even assuming that the plaintiffs’
experts’ artificiality estimates were correct,
their estimates of damages were not related
to any potential harm suffered by any indi-
vidual entity. Shortly after Dr. Burtis filed
her report, AEP reached a favorable settle-
ment for a small fraction of the damage
claims put forth by the plaintiffs’ experts.




In addition to the publicly disclosed roles
already discussed, Cornerstone Research
has played active but nonpublic roles in a
wide range of other energy-related litiga-
tions and investigations. Our experience
covers natural gas, electricity, petroleum,
and refined products, as well as other
energy commodities, and includes inves-
tigations of misconduct allegations in the
physical and financial markets, cash, over-
the-counter forwards, futures, and retail
markets. The following are some high-
lights of these engagements:

» Cornerstone Research evaluated and
rebutted allegations of improper burst
trading and churn trading by a large
energy trading firm on a prominent elec-
tronic trading platform.

e For a midsize electric and gas utility,
Cornerstone Research analyzed allega-
tions of natural gas market manipulation
through a combination of trading and the
control of storage and pipeline capacity in
key market storage facilities and pipelines.

e For several energy trading firms, Cor-
nerstone Research investigated allegations
of improper wash or round trip trading.

» Cornerstone Research staff drafted a
white paper on electronic trading plat-
forms, which examined the benefits to
market efficiency, the potential risk of sus-
ceptibility to market manipulation, and
the risk associated with overregulation of
emerging technologies.

e In the Electric Reliability Council of
Texas (ERCOT) electricity market, Corner-
stone Research analyzed allegations of
market manipulation of electricity mar-
kets by engaging in economic and physi-
cal withholding through publicly maligned
bidding strategies such as the submission
of “hockey stick” bids.

» Cornerstone Research took a leading
role in several natural gas price misreport-
ing investigations. In these matters, Cor-
nerstone Research staff undertook detailed
data analysis of multiple types of company
and market data to determine the number
and characteristics of trades made by the
company and to determine whether these
trades might have been considered report-
able at the time they were made. Such
analysis relied heavily on Cornerstone
Research’s in-house expertise on natu-
ral gas trading and the physical natural
gas infrastructure in the United States
and Canada. Additionally, Cornerstone
Research staff conducted detailed analysis
of company, desk, and trader positions to
analyze the potential incentives or disin-
centives to misreport trade prices.

» Cornerstone Research analyzed allega-
tions that the trading division of a large
energy firm had cornered the market on a
widely used energy commaodity.

e For a large natural gas producer, Cor-
nerstone Research evaluated allegations
of withholding large quantities of natural
gas from the North American market.

e A class action on behalf of electricity
consumers alleged that seven indepen-
dent generators engaged in anticompeti-
tive behavior in the deregulated California
electricity market. Cornerstone Research
took the lead in gathering information
about California markets, from both pub-
lic and private sources, and developing a
database used to analyze various aspects of
the market mechanism.

» For a merchant power producer accused
of withholding generation capacity from
the market, Cornerstone Research analyzed
the relevant bidding, outage, contract, and
generation data and showed that the com-
pany’s plants were operating at or near
full capacity during the period at issue.




ANTITRUST

Cornerstone Research has analyzed
the potential effects of mergers, price
fixing allegations, and other potentially
anticompetitive behavior in the energy
industry. Such analysis typically requires
the sophisticated techniques common
to most antitrust cases. In the energy
arena, Cornerstone Research combines
these traditional antitrust tools with
our experience and knowledge of the
energy markets to develop techniques
and methods appropriate for the unique

structure of the energy industry.

U.S. Department of Justice
Review of a Merger in the

Electric Power Industry
Cornerstone Research worked for the U.S.
Department of Justice (DOJ) to evaluate
a merger in the electric power industry.
Under the guidance of two academic experts
retained by the DOJ, Cornerstone Research
processed and analyzed a large number of
data and documents on the merging com-
panies and the relevant electricity market.
Using information gathered from these
data and documents, we helped develop
and implement a detailed simulation
model to estimate the competitive impact
of the merger under different divestiture,
load, and transmission scenarios. The high
flexibility and computational efficiency of
the model enabled us to estimate the merg-
er’'s impact under a large number of mar-
ket scenarios in a timely manner.

Based in part on the analysis conducted
by the academic experts and Cornerstone
Research, the DOJ reached a settlement
agreement with the merging companies
in which the companies agreed to divest
certain assets to mitigate the competitive
impact of the merger.

Aguilar, et al. v. Atlantic Richfield
Corporation, et al.

Retained by Munger, Tolles & Olson

In 2001 the California Supreme Court
affirmed in a 7-0 vote the California Court
of Appeal’s judgment in this case, award-
ing all defendants summary judgment.
The defendants, major gasoline refiners
in California, had been accused of fixing
prices, restricting capacity, and limiting
production when California converted to
cleaner-burning California Air Resources
Board (CARB) gasoline. Shell Oil’s counsel
retained Dr. Michael Keeley of Cornerstone
Research to evaluate plaintiffs’ collusion
theory in the underlying litigation. His
research showed that Shell’s pricing, capac-
ity, and production decisions were consis-
tent with competition and contradicted
plaintiffs’ claims of collusion.

Exxon-Mobil Merger

Retained by Covington & Burling and by
Hogan & Hartson

In its assessment of the proposed Exxon-
Mobil merger, the Federal Trade Commis-
sion (FTC) raised a number of competi-
tion issues for further review. Cornerstone
Research supported Professor Janusz Ordo-
ver of New York University, who was
retained as a consultant on many of these
issues. Following extensive FTG scrutiny,
the merger was permitted.

Long Beach Crude QOil
Price Litigation

Retained by Baker & Hostetler

The state of California and the city of
Long Beach charged Exxon and six other
oil companies with conspiring to depress
crude oil prices, claiming damages of
about $270 million (before trebling). Six
of the companies settled the case while not
admitting to any wrongdoing, Exxon took
the case to court.

Cornerstone Research analyzed the
plaintiffs’ liability and damage claims,
both of which centered on crude oil
exchanges. Dr. Michael Keeley of Corner-
stone Research presented expert testimony
in court showing that the price of crude oil
was not depressed, that crude oil exchanges
were consistent with competition, and that
plaintiffs damage claims were grossly
overstated. Following a six-month trial
and eight days of deliberations, the jury
cleared Exxon of all charges.

Wyoming Tight Sands Natural
Gas Price Litigation

Two utility companies and a fertilizer man-
ufacturer in the Midwest alleged that they
were overcharged for regulated natural
gas. The defendants were a pipeline carrier
and an oil and gas company. A Corner-
stone Research team worked with defense
counsel to evaluate the plaintiffs’ damage
models. In addition, Cornerstone Research
assisted Professor James Sweeney of Stan-
ford University in conducting analysis and
preparing trial testimony demonstrating
that the pipeline carrier, as a net buyer,
had no incentive to seek high natural gas
prices. The case settled for a small fraction
of the originally claimed damages.




FINANCE AND VALUATION

In addition to the properties imparted
to them by the unique structure of the
energy industry, energy commodities
typically share many of the common
attributes of other commodities and
financial instruments. With our extensive
experience in financial valuation, Corner-
stone Research can effectively utilize
the financial asset attributes of energy
commodities to develop and employ
sophisticated valuation techniques for
energy commodities, assets, liabilities,
and risks. m

Cost of Capital Analyses

For an electric utility involved in restruc-
turing, Cornerstone Research analyzed the
reasonableness of the financing terms in a
long-term arrangement between the unreg-
ulated subsidiary and the regulated utility.
Working with Professor Colin Blaydon of
Dartmouth College, Cornerstone Research
analyzed recent experience with power
project financing and estimated the rates of
return required for projects of similar risk.

In addition, Cornerstone Research has
supported Professor Blaydon in conduct-
ing analysis and preparing testimony on
required rates of return for several other
natural gas and electric utilities as part of
their regulatory rate review process.

Valuation of Business Loss
Caused by Hurricane Katrina

Retained by sEnergy Insurance Ltd.

In an insurance claim matter, sEnergy
Insurance Ltd. retained Cornerstone
Research to analyze the business loss at a
major Gulf Coast refinery resulting from
Hurricane Katrina. Using advanced econo-
metric techniques, Cornerstone Research
estimated the duration and the magnitude
of Hurricane Katrina’s effect on gasoline
crack spreads. The key issue involved pre-
dicting the refinery’s profits in the absence
of the Hurricane Katrina—forced shutdown
and the hurricane’s effects on gasoline
markets. In addition, Cornerstone Research
provided critiques of the reports submitted
by the insurance adjusters. Cornerstone
Research’s analyses were used to evaluate
the refinery’s claim and make recommen-
dations to sEnergy’s management.

In re Williams
Securities Litigation

Retained by Gibson, Dunn & Crutcher

Cornerstone Research supported Dr. Craig
Pirrong of the University of Houston in
reviewing and opining on the reasonable-
ness of The Williams Companies’ meth-
odologies for valuing multibillion-dollar
long-term energy contracts during the
class period (July 2000 through July 2002).
The valuation of these complex contracts
depended substantially on the embedded
real option value contained in the struc-
ture of the contract. As part of its financial
reporting and risk management program,
Williams developed a sophisticated, multi-
layered process that employed option valu-
ation techniques to value the contract.
The plaintiffs attacked this process,
focusing their criticism on several sig-
nificant inputs to the valuation model. Dr.
Pirrong’s analysis showed that Williams
used reasonable inputs in its proprietary
valuation models and that these models
produced reasonable valuations for the
complex contracts. Dr. Pirrong argued
successfully that an alternative model
advanced by the plaintiffs, when used with
reasonable inputs, validated Williams’
models, methodology, and values.




CONTRACT DISPUTES

ZC Specialty Insurance Company
v. Steadfast Insurance Company

Retained by Paul, Hastings,

Janofsky & Walker

After a power plant in Latin American
defaulted on certain debt obligations, a dis-
pute arose between two highly capitalized
insurers regarding a political risk insur-
ance policy that covered part of the financ-
ing. The plaintiff alleged that a change in
regulation caused the plant’s default and
amounted to a government expropriation
that should be covered by the insurance
policy. The defendant engaged Cornerstone
Research to assist Professor James Sweeney
of Stanford University and Professor Colin
Blaydon of Dartmouth College.

Using analysis conducted by Corner-
stone Research, Professor Sweeney showed
that the change in regulation was consis-
tent with the country’s policies as well as
rules in other bid-based organized mar-
kets (such as those in the United States).
He also showed that the regulatory price
cap mechanism was reasonable in that it
allowed the plant to recover its variable
costs of generating electricity.

Under Professor Blaydon’s direction,
Cornerstone Research analyzed the plant’s
operating and financial performance as
well as the local electricity market, includ-
ing assessments of supply and demand,
market prices, and dispatch rates. Relying
on this research, Professor Blaydon dem-
onstrated that the plant’s default did not
result from the change in regulation, but
rather from its inefficient operations, rela-
tively high operating and supply costs, low
demand, and excess supply. The defendant
settled the dispute for a small fraction of
the original claim.

Merrill Lynch & Co., Inc., et al. v.
Allegheny Energy, Inc.

Retained by Shearman & Sterling

In 2001 Merrill Lynch sold its energy trad-
ing unit to Allegheny Energy. Merrill Lynch
retained an equity interest in the trading
unit, as well as the right to sell that equity
to Allegheny Energy at a later date for $115
million. When Merrill Lynch attempted
to exercise that right, Allegheny Energy
refused to honor it, leading Merrill Lynch
to file a claim for $115 million.

Allegheny Energy filed a counterclaim
for approximately $600 million, claim-
ing breach of contract and fraudulent
inducement related to the sale. Among
other things, Allegheny Energy alleged
that Merrill Lynch had conspired to inflate
the value of the largest energy deriva-
tive contract held by the trading unit and
had improperly booked accounting profits
from that contract to make the sales pro-
posal more attractive.

Counsel for Merrill Lynch retained Cor-
nerstone Research to assist in analyzing
valuation and accounting issues related
to the sale. Our analysis helped establish
that the value of the derivative contract
was subject to tremendous fluctuations
based on inputs related to energy market
conditions and that Allegheny Energy was
aware of this volatility and the potentially
extreme high and low valuations of the
contract prior to the sale.

Cornerstone Research also assisted Pro-
fessor Stephen Ryan of New York University
in demonstrating that the profit recogni-
tion for the energy derivative contract was
consistent with the accounting standards
applicable to derivative contracts.

In its decision, the court awarded the
full $115 million, with interest, to Merrill
Lynch, and denied any damages award to
Allegheny Energy.

Cedar Bay Generating Company,
L.P. v. Florida Power & Light
Company

Retained by Akerman Senterfitt

Cornerstone Research staff worked on
behalf of Cedar Bay, an independent power
project owned by PG&E National Energy
Group, in this contract dispute with Flor-
ida Power & Light (FP&L). The key issue
involved how FP&L was administering
the complex pricing provisions under the
Purchase Power Agreement. Cornerstone
Research staff supported the expert testi-
mony of Cedar Bay witnesses relating to
the economic dispatch of the facility and
to the calculation of damages. The staff
assisted counsel in cross-examination of
FP&L expert witnesses relating to dispatch-
ing, engineering, and damages issues. The
jury awarded damages to Cedar Bay based
on the methodology proposed by Cedar
Bay’s expert witnesses.

Logan Generating Company, L.P.
v. Atlantic City Electric Company/
Conectiv Energy

Retained by Kirkland & Ellis

Cornerstone Research worked on behalf of
Logan Generating Company in this con-
tract dispute with Conectiv over the deter-
mination of heat rates used in pricing
energy payments under the Purchase Power
Agreement. Cornerstone Research assisted
attorneys for Logan in the cross-examina-
tion of Conectiv’s damages witness. Based
on the errors demonstrated on cross,
Conectiv's damages expert submitted a
revised and substantially reduced damages
claim. Cornerstone Research also provided
support for the expert testimony offered by
Logan on the reasonableness of the heat
rates used in recovering its fuel costs.




ACCOUNTING

Cornerstone Research has analyzed
both liability and damage issues in
many large and high-profile account-
ing and auditing cases in the energy
industry. Our experience and expertise
uniquely positions us to address matters
arising in litigation where sophisticated
economic analyses and understand-
ing of the energy industry intersect with
accounting knowledge. Many of our
cases are complex matters that have
benefited from the synergy of Corner-
stone Research’s multiple areas of
expertise, supporting accounting, valua-
tion, and industry experts. &

In re DPL, Inc.
Securities Litigation

Retained by Kirkland & Ellis

For a case involving both federal and
state claims, Cornerstone Research sup-
ported Professor J. Richard Dietrich of The
Ohio State University to review how DPL,
a large Ohio electric utility, accounted for
its investments in financial assets, includ-
ing a large portfolio of private equity and
venture capital investments.

Professor Dietrich examined DPLs
change in the method it used to recognize
its investment results and valuation of its
financial asset portfolio and the resulting
restatement of its financial statements.
Prior to the restatement, DPL's investments
were reported at fair value, with unrealized
gains and losses resulting from changes
in fair value reflected on DPLs balance
sheet. As a result of the restatement, certain
investment results and changes in the fair
value of DPLs investments were included
in income. Professor Dietrich demon-
strated that if DPL had always used the
new accounting method rather than the
original accounting methods to account

for the financial assets, DPL would have
reported higher net income, higher asset
balances, and higher shareholder equity
than it actually reported over the time that
it held the financial assets.

Professor Dietrich also examined DPLs
announcement of a write-down of its
financial asset portfolio related to an
other-than-temporary decline in the value
of its assets. He found that management’s
review and evaluation of conditions that
would indicate whether the investments
had experienced an other-than-tempo-
rary decline in value were consistent with
guidance in GAAP and securities regula-
tions. Rebutting the plaintiffs’ assertions,
Professor Dietrich demonstrated that the
judgments made by DPL management
regarding the timing and amount of the
write-down were reasonable.

Professor Dietrich also reviewed plain-
tiffs" allegation that DPLs auditor, Price-
waterhouseCoopers, provided significant
non-audit services to DPL and, as a result,
lacked independence. Based on an analysis
of the nature of the non-audit services pro-
vided, Professor Dietrich concluded that
there was no evidence to support a lack of
independence.

In re Williams
Securities Litigation

Retained by Gibson, Dunn & Crutcher

Cornerstone Research supported Professor
William Holder of the University of South-
ern California and member of the Govern-
mental Accounting Standards Board in his
review and evaluation of the appropriate
financial accounting and reporting related
to The Williams Companies’ multibillion-
dollar energy trading and risk manage-
ment activities during the class period (July
2000 through July 2002).

For financial accounting and reporting
purposes, Williams was required to estimate
the fair value of its energy trading contracts
at each balance sheet date and recognized
gains and losses resulting from increases or
decreases in fair value in earnings. Plain-
tiffs alleged that Williams inflated earn-
ings by using certain improper valuation
approaches and methodologies to over-
state fair value. Plaintiffs further alleged
that Williams failed to disclose material
changes to its valuation approaches and
methodologies during the class period.

Based on a review and analysis of the
available information, Professor Holder
concluded that Williams financial state-
ments were not materially misstated. Pro-
fessor Holder further concluded that the
types of changes Williams made to its val-
uation methodologies did not require dis-
closure for financial reporting purposes.

Professor Holder also reviewed plaintiffs’
allegations relating to weaknesses in inter-
nal controls. Based on a review and evalua-
tion of the professional auditing standards
and communications between Williams
and its financial statement auditor, he
concluded that there was no evidence to
support an opinion that internal controls
were inadequate and ineffective during the
class period.
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