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Betore fall of Enron, a flawed financial strategy

By EDWARD A. HIRS Il
and PAUL W. MacAVOY

OR the first time in a century, a sig-
nificant number of the country’s
largest corporations have trans-

gressed basic rules for accurately report-
ing on coperations. The exact number is
still to be determined, because each month
another billion-dollar corporation has an-
nounced that it is revising its 2000 to 2002
financial statements to report lower sales
revenues, higher costs and lower earnings.
Some of the errors were mistakes, but
most were deliberate and futile creative
accountmg to maintain unrealistically high
ces. Many of Enron’s financial of-

‘}l;w been charged with crimes for

domgth:s But Enron was different be-

cause its executives and board of directors

impleniented a flawed strategy over the
last five years of the 1990s. Management
deliberately destroyed the company. This
result can be found in the ex-
aminers’ analysis (the three parts of the
so-called Batson Report). That report con-

corruption in t
and its bank lenders, butwe%acﬁffer—
ent,moresystemcfaultbetwemﬂ:ehn&s
The fraudulent and illegal financial prac-
tices, designed to create the appearance of
lm'geandgmumgeannngsﬁ'omm
tions, came after the strategy had
and the company was already finished.

Enron was formed as a merger of Hous-
ton Natural Gas into InterNorth Inc, two
regulated gas transmission companies with
earnings limited to costs of investment
capital. This business was not enough for
an ambitious and growth-oriented manage-
e d delivery to playing

gas ownership an to a
heymlemwtabhshmgnewmarketsfor
trading natural gas contracts between pro-
ducers at the wellhead and the utlhum at
theutygate.ﬂi‘l'gxshet;as&ntnmrhetwas
mandated as deregtm
the . Enron’s
namralgasand,later e&ed:wty,be&ause
they were innovative, substantial
profit margins and a earnings.
Butassud;,theyaumctedcompehm
copycats quickly, which drove all mar-
gnsonu-adastoﬁ'achonsnipennm'lh
contmuegeneratmgh:ghandma‘eaang
earnings from trading, Enron had to in-
crease its volume, which called for cutting
margins, and had to initiate trading in new
producthn&salloveragam_'lhenewss:ty
to reinvent became incessant.

While this was the source of the new
Enron, in fact it had also developed a sec-
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Hirs is principal and chief executive officer of
Hirs & Co. in Houston. He is also a lecturer in
economics at the University of Houston.
MacAvoy is Williams Brothers Professor of
Management Studies at the Yale School of

Management.
ond part of its strategy for the last half of

the 1990s. The management,
withﬂleboardofdimctors,setw.tain'

tect in Indi :
systemsmbasedomacqun'edtjmbed
Iﬁfmalgfomwateruhhg construction of new
S power plants to operate only in
t:mmufpeakd&nanﬂ,mdﬂlehnkhng

and operation of complex paper ?omm
plants. The fit of the two parts
strategy was ingenious: Quick cash flow
from wouldmverslowbuteven—
utalcashﬂowﬁmnthe ‘projects; both
pital intensive, highly lever-
mh'debtltwastheapposuemwla
ﬂumthecashﬂowfaragasmpdum

Bmtheproledsmmeonhnelaterthan
forecasts called for, so that more new
hadmgmarkelshadtobemvmted.mey
were not invented successfully,
in broadband wire line space. The collapse
of prices in natural gas markets in late
2001 an end to earnings from
trading. In its efforts to sustain trading
eammg:r;,:tsu;:plen'meu.‘.eellnakmgtransacL
tions to speculating, on one side or the
otherciltscunh-acts,compmmdmgns
mmdhﬁam;ikopﬁamBmmlandmdm
not pick up in earnings
growth. Now we know that accurate finan-
cial statements for 1997-1999 (in the Bat-

sonReport)wouldha\reslmnﬂlatm
ings from had been in signifi-
cant decline for three years before 2000;
the company as a whole had no operating
earnings, only additional cash from bor-
rowings, in 2000. That is, the ban
examiner found that Enron failed to report
accurately that it had no cash flow from
operations in 2000, only additional cash
&mma&moﬂmmm
financings. subterfuge, when
brought on the collapse of its bond rating
and calls on loans tied to this rating lead-
ing to in December 2001. But
the bankruptcy should have been triggered
a year earlier by accurate financial state-
ments at the point when the strategy had
failed.

litheendofst‘ategywasmlsss,ﬂmn
why charges against management of
fraudulent accounting in 2000-2001? It was
in the interest of management to perpetu-
ate the appearance of large and increasing
earnings from so that they
cwkicashoutata]nghshamprmas
they retired or left the company. Andrew
Fastow, et al. developed a set of fraudulent
sdlemestnpa'peumtean of a

lossesﬂu:so{;mrdﬁmﬂuhntm-
counting, two—partsh’ategyfmled,
management undertook an elaborate and
extended cover-up, rather than reversal
and of its fundamental plans
and programs. It was the disastrous strat-
egy, not its cover-up, that destroyed bil-
lions of dollars of wealth, and for which
been dishonest, but they surely were in-
competent.




