THE FALL OF ENRON

The collapse
Enron was once rated the most innovative large company in America in Fortune magazine’s survey of Most Admired Companies. It was ranked among the 100 most appealing employers in USA. In December 31, 2000, Enron’s stock reached a price of $90, with market capitalization exceeding $60 billion, 70 times the earnings and six times the book value. That was an indication of the market’s high expectations about the future prospects of the company.
Yet within a year, Enron’s image was in tatters and its stock price had plummeted nearly to zero. Share price fell from $90,00 to $0,30, leaving Enron investors and retirees with worthless stock. On December 2, 2001, Enron files for bankruptcy. It was the largest ever bankruptcy associated with an  immediate lay-off of 4.000 employees. Enron was charged with securities fraud. 
In June 2004, Jeff Skilling, the former chief executive of Enron, has been charged with 42 counts of fraud, insider trading and giving false statements to auditors. On October 23, 2006, Skilling was sentenced to 24 years in prison. Kenneth Lay, Chairman, was convicted of six counts of conspiracy and fraud. In a separate trial, he was also found guilty on four counts of bank fraud. Lay died of a heart attack on July 5, 2006. Enron's CFO, Andrew Fastow, was charged with 78 counts of fraud, conspiracy, and money laundering and he accepted a plea agreement in January 2004. He was given a 10-year prison sentence and ordered to pay $23.8 million in exchange for testifying against other Enron executives. 

 Enron’s Business model
Enron was founded in 1985, through the merger of Houston Natural Gas and Internorth, two natural gas pipeline companies. The merged company owned 37,000 miles of intra- and interstate pipelines for transporting natural gas between producers and utilities. 


The deregulation of the natural gas market during the mid-1980s, which deregulated prices and permitted more flexible arrangements between producers and pipelines, led to an increased use of spot market transactions. By 1990, 75 percent of gas sales were transacted at spot prices rather than through long-term contracts. Enron, which owned the largest interstate network of pipelines, profited from the increased gas supply and flexibility resulting from the regulatory changes.

In an attempt to achieve further growth, Enron pursued a diversification strategy. It began by reaching beyond its pipeline business to become involved in natural gas trading. It extended the natural gas model to become a financial trader and market maker in electric power, coal, steel, paper and pulp, water and broadband fiber optic cable capacity. It undertook international projects involving construction and management of energy facilities. By 2002, Enron had become a conglomerate that owned and operated gas pipelines, electricity plants, pulp and paper plants, broadband assets and water plants internationally and traded extensively in financial markets for the same products and services. 


The first CEO of the Enron was Kenneth Lay, who led the merger in 1985 and selected Jeff Skilling as a specialist in deregulation issues. Jeff Skilling, who  became Enron’s CEO in August 2001, masterminded Enron’s trading model. The motive was to provide an answer to the increased volatility in gas prices which followed the deregulation.  The standard contract in this market allowed suppliers such as Enron to interrupt gas supply without legal penalties. Skilling foresaw that Enron could help both buyers and suppliers manage these risks effectively by creating a natural “gas bank ”. The “gas bank” would act just as a financial banking institution, absorbing fluctuations and offering stable prices for the future. This was indeed a clever idea which was subsequently was elaborated into special energy derivatives.

To ensure delivery of these contracts and to reduce exposure to fluctuations in spot prices, Enron entered into long-term fixed price arrangements with producers and used financial derivatives, including swaps, forward and future contracts. It also began using off-balance sheet financing vehicles, known as Special Purpose Entities, to finance many of these transactions. 


In the late 1990s, Skilling refined the trading model further. He noted that “heavy” assets, such as pipelines, were not a source of competitive advantage that would enable Enron to earn economic rents. Skilling argued that the key to dominating the trading market was information; Enron should, therefore, only hold “heavy” assets if they were useful for generating information. Consequently, the company began divesting “heavy” assets and pursuing an “asset light” strategy. As a result of this strategy, by late 2000, Enron owned 5,000 fewer miles of natural gas pipeline that when the company was founded in 1985 – but its gas financial transactions represented 20 times its pipeline capacity. 


In the mid-1990s, Enron began extending its gas trading model to other markets. It sought markets with certain characteristics: the markets were fragmented, with complex distribution systems, the commodity was fungible, and pricing was opaque. Markets identified as targets included electric power, coal, steel, paper and pulp, water and broadband cable capacity. Enron’s model was to acquire physical capacity in each market and then leverage that investment through the creation of more flexible pricing structures for market participants, using financial derivatives as a way of managing risks. 

Creative Accounting


Enron’s complex business model – reaching across many products, including physical assets and trading operations, and crossing national borders – stretched the limits of accounting. Enron took full advantage of accounting limitations in managing its earnings and balance sheet to portray a rosy picture of its performance. In particular, transactions involving some 3500 affiliate entities, including partnerships with special purpose entities (SPES) designed to conceal off-balance sheet liabilities, gave a dangerously misleading picture of Enron's finances. 

Reporting Issues for Special Purpose Entities 


Enron had used hundreds for special purpose entities by 2001. Many of these were used to fund the purchase of forward contracts with gas producers to supply gas to utilities under long-term fixed contracts. However, several controversial special purpose entities were designated primarily to achieve financial reporting objectives. For example, in 1997, Enron wanted to buy out a partner’s stake in one of its many joint ventures. However, Enron did not want to show any debt from financing the acquisition or from the joint venture on its balance sheet. Chewco, a special purpose entity that was controlled by an Enron executive and raised debt that was guaranteed by Enron, acquired the joint venture stake for $383 million. The transaction was structured in such a way that Enron did not have to consolidate Chewco or the joint venture into its financials, enabling it effectively to acquire the partnership interest without recognizing any additional debt on its books. 


Chewco and several other special purpose entities, however, did more than just skirt accounting rules. As Enron revealed in October 2001, they violated accounting standards that require at least 3 percent of assets to be owned by independent equity investors. By ignoring this requirement, Enron was able to avoid consolidating these special purpose entities. As a result, Enron’s balance sheet understated its liabilities and overstated its equity and its earnings. 

Disclosure to investors

In addition to the accounting failures, Enron provided only minimal disclosure on its relations with the special purpose entities. The company represented to investors that it had hedged downside risk in its own illiquid investments through transactions with special purpose entities. Yet, investors where unaware that the special purpose entities were actually using Enron’s own stock and financial guarantees to carry out these hedges, so Enron was not actually protected from downside risk. 

Moreover, Enron allowed several key employees, including its chief financial officer Andrew Fastow, to become partners of the special purpose entities, creating conflicts of interest. In subsequent transactions between the special purpose entities and Enron, these employees profited handsomely, raising questions about whether they had fulfilled their fiduciary responsibility to Enron’s stockholders. 

Governance practices at Enron

Board issues
On paper, Enron had admirable corporate governance credentials in terms of independent directors. Of its board of 14 members, only two were insiders. The independence of outside members, however, was questionable, as all had personal ties with the company. All were shareholders and most had share options by way of compensation. Long service and familiarity also compromised their independence. The company had an impeccable code of corporate ethics containing safeguards against conflicts of interest and self-dealing transactions. Yet they failed in practice. 

The full board of Enron approved Fastow's management of SPES, even though it hag to wave the conflict-of-interest provisions in the company's code of ethics in the process. Moreover, the board established no controls to monitor these self-dealing transactions.

 Management and Employee Compensation


As in most other U.S. companies, Enron’s management was heavily compensated using stock options. Heavy use of stock option awards linked to short-term stock price may explain the focus of Enron’s management on creating expectations of rapid growth and its efforts to puff up reported earnings to meet Wall Street’s expectations. According to Enron’s proxy statement, these awards were likely to be exercised within three years, and there was no mention of any restrictions on subsequent sale of stock acquired. 


The stated intent of stock options is to align the interests of management with shareholders. But most programs award sizable option grants based on short-term accounting performance, and there are typically few requirements for managers to hold stock purchased through option programs for the long term. The experience of Enron, along with many other firms in the last few years, raises the possibility that stock compensation programs as currently designed can motivate managers to make decisions that pump up short-term stock performance, but fail to create medium- or long-term value.

At the same time, inside Enron, rewards were lavished on these who "played the game", while those who raised objections were persecuted. The Performance Review Committee controlled employees and forced them into line. Appraisal was supposed to be based upon how well employees had delivered their core values; in reality appraisal was based upon how much paper profit the employee had generated. By all accounts Enron was an exciting place to work and it undermines those who argue that the macho "greed is good" culture did not survive the late 1980s and early 1990s.

 Audit Committee


Corporate audit committees usually meet just a few times during the year, and their members typically have only a modest background in accounting and finance. As outside directors, they rely extensively on information from management as well as internal and external auditors. If management is fraudulent or the auditors fail, the audit committee probably won’t be able to detect the problem fast enough. Enron’s audit committee had more expertise than many. 


Enron’s Audit Committee was in no position to second-guess the auditors on technical accounting questions related to the special purpose entities. Nor was it in a position to second-guess the validity of top management representations. However, the Audit Committee did not challenge several important transactions that were primarily motivated by accounting goals, was not skeptical about potential conflicts in related party transactions and did not require full disclosure of these transactions. 

Members of the audit committee, all outsiders, all received side payments, such as consultancy fees, compromising their independence.

External Auditors


Enron’s auditor, Arthur Andersen, has been accused for applying lax standards in their audits because of a conflict of interest over the significant consulting fees generated by Enron. In 2000, Arthur Andersen earned $25 million in audit fees and $27 million in consulting fees. It is difficult to determine whether Andersen’s audit problems at Enron arose from the financial incentives to retain the company as a consulting client, as an audit client or both. However, the size of the audit fee alone is likely to have had an important impact on local partners in their negotiations with Enron’s management. 

Enron was Andersen's second biggest client in the US. Two of Enron's top accountants had come from Andersen and several Andersen employees were permanently posted in Enron's offices, becoming imbued with the company's corporate culture.


Whether the auditors at Andersen had conflicted incentives or whether they lacked the expertise to evaluate financial complexities adequately, they failed to exercise sound business judgment in reviewing transactions that were clearly designed for financial reporting rather than business purposes. When the credit risks at the special purpose entities became clear, requiring Enron to take a write-down, the auditors apparently succumbed to pressure from Enron’s management and permitted the company to defer recognizing the charges. 


Audit firms responded to the new business environment in several ways. They lobbied for mechanical accounting and auditing standards and developed standard operating procedures to reduce the variability in audits. This approach reduced the cost of audits ad provided a defense in the case of litigation. But it also meant that auditors were more likely to view their job narrowly, rather than as matters of broader business judgment. Furthermore, while mechanical standards make auditing easier, they do not necessarily increase corporate transparency. 

While internal checks and balances failed, Arthur Andersen, Enron's auditor, as an outsider with a reputation for professional integrity, would have been expected to question the company's practices. But Andersen became akin to an insider, taking its lead from Enron management.
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 Questions 

1. Was the Enron case the result of a few “bad apples”? What were the motives of the top executives and the excuses / “rationalization” of their conduct? Were they “trapped”, or deliberately pursuing unethical practices for their own benefit?
2.  Consider the requirements for good corporate governance in the following areas:

- Board independence and supervision of executives,
- External and internal audit, independence,
- Remunerations (excesses, transparency, Stock Option Schemes)
-Shareholders protection (investors, pension beneficiaries, disclosure )

-Stakeholders rights (employees, those who did not play the game, others).
In what ways Enron failed in these? What provisions CG has recently put in place in each of the above areas to protect societies from abuse of executives power?
2. If Enron was forced to apply all required regulations of corporate governance, would this have prevented unethical practices such as those observed?  
What other measures or policies, compulsory or voluntary, would you recommend to apply in corporations, which would make CG less costly and more business proactive? 
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