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Enron’s Real Failing


When examining the fall of Enron, it is easy to point at Andy Fastow and say he shouldn’t have entered into the Raptor deals(5), or Ken Skilling and say he shouldn’t have approved erroneous financial statements(6). But to point at the actions of individuals misses the real problem of Enron as an organization. Even the best ethics policy cannot force individuals not to act in their own best interests. But it can provide incentives to align their interests with company’s, just as an organization’s culture can support the desired behaviors.  These two areas are where Enron -as a company- failed.

Common Sense for Any Company

(See table to follow summary)


Enron should not have allowed its employees, especially those with a high degree of control over decisions, to end up in situations where their interests were directly at odds with the company’s(1).  (Such as being investors in arrangements that would gain if the company lost.)  Belittling or berating behavior towards anyone should not have been tolerated.  People usually inherently avoid criticism, and avoid giving it to those higher in station than themselves.  When a hostile environment is created within the company, it makes employees even less likely to speak out for fear of embarrassment or retribution.  The company’s ethics policy should not have been easily waved; to do otherwise sends a message that it is just a piece of paper.  In fact the company in general should not have promoted rule-breaking, be it their own internal policies, or -even more importantly- the law.


The CEO should have more involved with the operations and financials of his company, and been held accountable for decisions he made the choice to delegate.  Financial statements should have fully disclosed all information relevant to the operating status of the company.  This means partnerships the company was involved in and who controlled them, as well as abnormal financing arrangements and accounting methods, and any obligation that was a type of debt the company owed. All investors should have free choice of how much to involve themselves with the company.  Their freedom to invest more or less at their discretion creates an incentive for the company to behave in ways to keep them there. If stakeholders were not satisfied with the information they were receiving, their ethics policy and culture should have encouraged them to ask questions until they had a clear understanding of Enron’s situation.  Furthermore Enron should have had active measures in place to encourage the right behaviors, promoting awareness of and compliance with ethical and disclosure policies.

Where Enron Fell Short

The following two charts illustrate the positive and negative behaviors described in the above sections, and specific examples of Enron’s actions that were unadvisable.

Where Enron Took Actions Contrary to Best Practices

	Unadvisable Action
	Enron’s Actions

	Individual Incentives Aligned not Aligned with Company
	Fastow and partners profited from partnerships at the expense of Enron (5)

Skillings’ Compensation linked to book value, encouraging earnings inflation (5)

Employee bonuses based on their own profitability estimates, encouraging over-estimation. (7)

	Non-Operating Revenues Counted as Such
	Loans counted as cash income (9)

Mark to market accounting counting unreceived, unearned income. (5)

	Creating a Hostile Environment
	Fastow put down colleagues (5)

McMahon moved for pointing out conflict of interest(5)

Skillings adversarial with other companies and other Enron divisions(6)

Woytek pushed out for complaining of questionable earnings reporting (7)

	Ethics Policies Easily Waved
	The Board waived company’s code of ethics twice for Fastow, with few questions (5)

	Rule-Breaking Allowed
	Skillings allowed exceptions from internal fees because “he screamed and hollered.” (6)

Executives not fired for fraudulent trading because they brought in high revenues (7)


Where Enron Did Not Take Actions in Accordance with Best Practices

	Advisable Action
	Enron’s Actions

	CEO Involvement and Accountability
	Skillings “depended on subordinates to bring problems to him.” (6)

Lay unaware of size of LJM investors’ profits (8)

	Disclosure of Company Operations
	Tax lawyer ordered not to show others bar graph of earnings impact from unusual tax deals(7)

Board not informed of Kopper’s involvement with Chewco (9)

	Disclosure of Debt
	Debt presented on financials in such a way that investors couldn’t tell it needed to be repaid (9)

Debts obscured by subsidiary companies and confidential clauses in contracts (5,9)

	Investor Freedom of Choice
	Fastow used Enron’s banking business to threaten banks into investing in partnerships (5)

Employees restricted from withdrawing stock from company plans (8)

	Stakeholders Pursue Understanding
	Board did not ask what Fastow was making on the Raptor deals (5,8)

No questions asked at meeting called over anonymous letter (6)

Those with ethical doubts did not express them (9)


A Plan for Compliance


Clearly a strong ethics management plan would have been needed to address these problems.  The following plan outlines rules for each level of the organization that might have helped guide Enron towards more ethical behavior.  It focuses on providing education on the proper activities to take, and providing incentives to act accordingly.  In many cases the instruction may be something already known, but by expressly providing it, there is less room left for the excuse of ignorance.  Incentives may be rewards or punishments, or they may simply be extra work needed and attention drawn if a questionable action is taken.  Encouraging and using feedback is also a heavy component.  To support this plan, multiple channels should be kept open for employees to report possible violations and ask questions, such as meeting time and web-based feedback forms for those who wish to remain anonymous. 

Board of Directors

	
	Education
	Incentives

	Company Oversight
	Periodically review with the board that their duty is to the stockholders, supported by state laws.  Draw attention to important functions such as monitoring by making them printed agenda items at every board meeting
	Make it difficult to wave the code of ethics. Require a written document signed by the board for each occurrence, and a mention in a stockholder report.  Audit committee signs documentation that they fully understand all audited statements and believe them to be transparent to stockholders.

	Relationships
	Immediately go over the dangers of a conflict of interest.  Review this information any time there is a new member.
	Require financial independence from the company for the majority, if not all of the stockholders.  Any stock based compensation will be in the form of stock, not options.


Officers

	
	Education
	Incentives

	Relationships
	Officers are educated on what sort of information they are responsible for sharing with the board. Underscore how the stockholders are hurt by unethical behavior. Reminder to treat everyone inside and outside the company with respect.
	Substantial penalties are deducted from bonuses if executives do not comply with controls put in place, such as using Deal Approval Sheets where required. (12)

	Decision Making
	Communicate expectations that executives will act in the best interest of stockholders, comply with board decisions, and be truthful in all dealings.
	Stock based compensation is in the form of Restricted Stock or Restricted Stock Units, and loans may not be repaid with stock*

	Financial Reporting
	All executives are given training in the standard methods of financial reporting, and the valuation method to be used for each type of project communicated in writing.
	The CEO and CFO are required to sign understanding and correctness on audits prepared by third parties.  Total compensation plainly disclosed to stockholders.


*Sarbanes-Oxley prohibits loans of any kind to executives, but it was enacted after the timeframe of this case

Managers

	
	Education
	Incentives

	Relationships/ Employee Management
	Managers are provided training not only in managing people, but in how to elicit and respond to feedback.  Make it clear they must set an example for those they lead.
	Part of review for salary and promotion includes evidence that managers addressed feedback given in subordinate evaluations.  Compensation includes stock or stock options.  

	Financial Reporting
	Managers trained in the proper ways to value a project, what qualifies as a work expense, and other accounting that may be related to their specific job.
	Bonuses/compensation negatively impacted if submissions found to be out of compliance with company policy.  Total bonuses for all managers reported to stockholders


Non-Managerial Employees

	
	Education
	Incentives

	Relationships
	The need for employees to report suspicions of misconduct and to give honest feedback is explained. Reminder to treat everyone inside and outside the company with respect.
	Evaluations include peer feedback. 

	Responsibilities
	Every employee is given clear expectations of the deliverables of their role, and how their performance impacts the company.
	Availability of stock/options to all employees.

	Financial Reporting
	Guidelines are laid of what time can be counted by hourly employees or those who receive overtime.  Similarly, specific rules are put in place for the use of expense accounts.  Explain how these payments come from the value of the firm and thus the individual stockholders, to combat the notion of the corporation with bottomless pockets.
	Disciplinary file kept if reported amounts are found to be inaccurate, as well as overpaid amount deducted from future earnings.


Additionally any business partner who performs work for or with the company should, as part of the arrangement, sign their agreement to abide by the company’s ethics plan.  This will be an important part of sending a consistent and strong message to the firm’s own employees that they are serious about ethics.

Implementation


Implementing a comprehensive ethics management plan, especially in a company as large and as aggressive about earning as Enron, is always challenging. In order to put the above in place, the following would be necessary:

· A Chief Ethics Officer

· A Written and Visible Code of Ethics

· Ethics Committee/ Employees

· Protection Policies for Ethics Employees

· Access to All Areas of Company

· Review of Financial Statements Prior to Publication 

· Aggressive Promotion of Ethics Management Plan

· Plan For Improvement

A Chief Ethics Officer: Any management initiative requires a person to oversee and champion it.  A permanent officer can help ingrain ethical behavior as an ongoing part of day to day operations.  Furthermore the existence of this role send a message to all levels of the firm that management is serious about ethics, and that is as important as profitability. 

A Written and Visible Code of Ethics: Enron had a code of conduct, (6,12) but its extent and visibility are unclear.  A comprehensive code, composed of the elements in this document as well as the input of employees throughout the organization should be constructed.  Paper and electronic copies should be distributed to every member of the organization, and the code made continuously available from the company’s website and in any place where intra-company documents such as the employee handbook are stored.

Ethics Committee/ Employees:  In order to promote the ethics program and monitor it, employees dedicated to the task are needed.  They can focus their time and attention without the risk of other projects creating a conflict of interest, which might occur in a cross-functional role.

Protection Policies for Ethics Employees: In order to perform their duties diligently, ethics compliance employees must be free from fear of retribution.  Mechanisms must be in place to protect their jobs, and -to the extent possible- their social well-being in the company.

Access to All Areas of Company: Those in charge of monitoring the firm’s activities cannot do their job unless they have access to the operations of all divisions, the pricing and valuation information on profits and assets, and representation in important meetings, including those of the Board.

Review of Financial Statements Prior to Publication: Using the knowledge they have gathered, the ethics management team needs to examine financial statements (the same as the CEO) to ensure that they meet transparency and legal requirements.

Aggressive Promotion of Ethics Management Plan: Just as a product can’t succeed in the marketplace without awareness, an initiative cannot succeed in a company without awareness.  New employees need to be educated from day one that the company is serious about ethical behavior.  Managers have the opportunity not only to provide training, but to show support for the plan by going over the written code of ethics with employees, and specifically noting some of the most tempting pitfalls that are to be avoided. Some ethically unsound choices are made deliberately, but many are through ignorance.  The goal of generating awareness should be to put ethics into the set of criteria every employee considers when making decisions.

Plan For Improvement: Executives can demonstrate their backing as well, by scheduling periodic seminars devoted to two-way communication on the subject.  These meetings serve both as refreshers on the program, as well as chances to improve it.  Dialogue should cover:

1) Where the plan works - Employees are asked for specific examples of times when the ethics management plan affected their decisions, and the examples examined to give insight as to what is working to affects behavior.  “Can anyone give an example of a time when they based a decision on the company code of ethics?  What made you use it?”  

2) Where the plan doesn’t work - Known violations of the company code of ethics are discussed (in an anonymous fashion), and employees asked to give their thoughts on how this might be avoided.  “Last month we discovered an employee had been inflating their expense reports.  Do you think the current rules made this easy to do, and do you have any thoughts on how we might keep this from happening again?”

3) Where the plan works too well - Part of developing a truly effective plan means understanding that just as it might be too lax in some places, it might be too restrictive in others.  Any plan that requires every email sent out to be read by a supervisor is never going to be accepted, but the example illustrates why it is important to understand how the requirements affects employees. Overly cumbersome rules heighten the chance they will be ignored, weakening the plan as a whole.  Questions like “Is there anywhere you feel like the code of ethics is unreasonable?” also give the team a chance to explain why certain policies are important to employees who may not see their value.  The team can then examine rules that come under criticism repeatedly to determine whether this happens because the rule is functioning effectively, or whether it is excessive and could be removed without compromising best practices.

A Note on Culture


A written policy is only as effective as the will of the employees to carry it out.  Without a culture that supports ethical best practices, the job of those trying to enforce compliance is an uphill battle. They will be viewed as enforcers and outsiders, and employees who witness ethical violations will feel little incentive to step forward, no matter what is written in the handbook (if it is even looked at). The proper environment will be open, trusting, and encouraging of criticism.  As noted above, the relationship between upper management in Enron and other employees was often adversarial.  Those who asked questions or made any negative statements about the company were viewed as not being team players.  Not only is taking such concerns seriously necessary in an ethics management plan(2), but research has shown it often improves company performance through learning(4).  This positive atmosphere is a two way street.  Ethics employees must promote the attitude that they are part of the team as much as the rest of the company.  This means embracing the idea that they coach the company in compliance, working with their peers to achieve this goal, not serving as guard dogs.

The Washington Post articles refer to Enron’s “culture of secrecy,” where details were hidden from employees and the public, and no one pressed for revelations.  In order for an ethics management plan to succeed, this mentality would have to be completely reversed.  The feeling that some information is being withheld should not be routine, but rather a red flag.  The organization’s culture should convey the idea that reacting to that flag by asking questions is in the organization and the individual’s best interest. Enron as it was did not embrace the idea that any stakeholder had the right to know, but rather sent a message that the complexities were too deep for the common employee to understand, and a prevailing sense of “don’t stick your neck out.”(5)  

Feasibility

Supposedly Arthur Andersen and Vinson & Elkins provided outside supervision, supporting ethical behavior.  But they too were caught up in the “me first,”(5) competitive, earnings-focused atmosphere that pervaded the company.  In short, more than Enron’s mode of operations needed to be altered, but its mindset.  This change of culture would likely have proved to be the greater challenge.  Enron’s culture was shaped by Ken Lay, the same as he shaped the company (5).  He and Skilling both clearly believed in their own infallibility.  It seems unlikely that a chairman who spoke of fighting other companies with the bullets of ideas, and a president who bullied his way through the company would have supported any plan that might slow down their company’s whirlwind momentum. Alberto Gude had known Lay for more than twenty years, and his warnings about Skilling and Fastow’s “survival of the fittest” mentality went unheeded. (5)

From a logistical standpoint, putting this plan into effect would require effectively halting operations for a few days to give everyone the basic training relative to their job function.  This plan hinges on keeping employees informed, both so that they can make the best choices, and so that they cannot claim ignorance.  However if the cultural challenges mentioned above could be overcome, the day-to-day operations would be relatively simple (under the supervision of the ethics team) once the groundwork was laid. The biggest ongoing piece would be ensuring every new hire received the proper training, and investigating the validity of all  submissions of potential compliance problems.

Could History Have Been Changed?

If the considerable task of selling this ethics management plan to Lay and company succeeded, it could have altered the company’s course.  Its two greatest values would have come in making the unaware realize the impropriety of their actions, and in curbing the actions of the aware.

Former Enron employees described the company’s apparent success as intoxicating, an air the company was caught up in.  In this atmosphere, it is easy to understand how employees could feel it was acceptable to put their own financial interests above the company’s.  Similarly, as in the case of Arthur Andersen and Enron’s banking partners, they may have legitimately seen putting higher dollars values on the income statements as being in everyone’s best interest. The above ethics management plan aims to make employees aware that not only are many of these actions illegal, but that they harm every stakeholder in the company.  It also discourages the unquestioning silence in which secrets flourish, and progress stagnates.

 Under this plan executives would have found it harder to profit at the company’s expense, and seen more deterrent from making the attempt.  This would have at least put a roadblock in the way of people who understood the repercussions of their actions.

Much of Enron’s success -at least in its later years- was founded on deception, and so under this plan I doubt their stock would have reached the same inflated heights.  However, had this strategy been implemented successfully, and Enron’s culture actually changed, I believe it would have saved them from the crash and disgrace that followed. The goal of this plan after all, is to make individuals work for the organization’s goals.  This could have brought Enron’s focus back on creating value for stakeholders, rather than the illusion of it.
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