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7.1
The Case of Enron
In the late 1990s and early 2000s, America was shaken by major corporate sandals, the most prominent of which lead to the demise of Enron
The fall of Enron was so dramatic that a movie was made of it, titled “The Smartest Guys in the Room”
On January 31, 2006, the opening statements in the criminal trial of Kenneth Lay and Jeffrey Skilling—two former Enron CEOs—began in Houston, Texas
As of May 2006, the trial is still underway.
In the late 1990s, Enron was a highly successful, innovative company

From early 1990s to 1998, the stock price of Enron rose in line with the S&P 500
Then, the stock price soared, increasing in 1999 by 56 percent (compared with a 20 percent rise of the S&P 500) and in 2000 by 87 percent (compared with a 10 percent decline of the S&P 500)

By December 31, 2000, Enron’s market capitalization exceeded $60 billion, trading at 70 times earnings and six times book value—such lofty valuations are indicative of high expectations about the company’s future prospects
For six years running, Fortune magazine, it its survey of Most Admired Companies, rated Enron the most innovative large company in America.
Yet, within only a few months, in late 2001, the Enron success story unraveled (Source: Healy and Palepu, 2003, p. 4):
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In what follows we focus on the role of the (internal) audit committee and the (external) auditor when discussing the governance and incentive problems that contributed to the fall of Enron—but there is more to the picture

A well‑functioning capital market creates appropriate linkages of information, incentives, and governance between management and the investors
This process is performed in a network of intermediaries that include profession investors, such as banks, mutual funds, insurers, and venture capital providers
This network also includes institutions that process (analyze) and provide information, such as financial analysts, rating agencies, and external auditors; further, there are internal governance agents, such the corporate board and the audit committee
The parties that govern the firm in such a network of incentives and information are themselves subject to incentives and governance problems and, hence, are regulated by a variety of institutions, such as the SEC, FASB, the American Institute of Certified Public Accountants (AICPA, http://www.aicpa.org), and stock exchanges.
Below a schematic illustration of the linkages within the network of intermediaries that govern the firm:
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Source: Healy and Palepu (2003, p. 13).
Enron’s business
Kenneth Lay founded Enron in 1985 through the merger of Houston National Gas and Internorth, two natural gas pipeline companies

The merged companies owned 37,000 miles of intra‑ and inter‑state pipelines for transporting natural gas between producers and utilities.

The deliver of natural gas was dominated by long‑term “take or pay” contracts until regulatory changes in the mid‑1980s caused the industry to favor spot market transactions
By 1990, 75 percent of natural gas sales were transacted at spot prices
The deregulation of the market for natural gas benefited Enron as the owner of a large natural gas network—deregulation typically causes increased business activity in the affected industry
Enron also reached beyond its pipeline business to become involved in natural gas trading—this gas trading (as necessitated by an increased reliance on the spot market) was Enron’s innovation
Enron extended its natural gas trading model to become a financial trader and market maker in electric power, coal, steel, paper and pulp, water, and broadband fiber optic cable capacity
Enron also undertook international projects involving construction and management of energy facilities.
By 2001, Energy had become a conglomerate that owned and operated gas pipelines, electricity plants, pulp and paper plants, broadband assets, and water plants internationally; further Enron traded extensively in financial markets for these products and services

The physical plants Enron operated served as “peak plants,” assisting Enron in smoothing the price in the spot market while engaging in long‑term delivery contracts.

Enron’s rapid expansion begged the question of whether Enron was still on solid ground regarding its comparative advantage (core competence)
The barriers to entry into commodities trading are rather low, which means that Enron’s trading model can easily be replicated, thus driving down its profit margins.
Further, the rapid expansion of Enron created unwarranted expectations about its future growth, thus driving up its stock price and unduly depressing its cost of capital

An excessively low cost of capital causes over‑expansion.
The chart below exhibits the expansion of Enron’s business into trading and international activities
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Source: Healy and Palepu (2003, p. 13).

Issues with Enron’s financial reporting
The complexity of Enron’s business model stretched the boundaries of accounting
Enron took advantage of accounting limitations (in dealing with complex business models) in managing its earnings, thus painting a favorable picture of its economic performance.
Two sets of issues proved particularly problematic:
First, Enron’s trading business involved complex long‑term contracts
When accounting for these contracts, they have to be “marked to market” (that is, the fair present value needs to be determined), thus requiring management to make forecasts for future earnings

When a long‑term contract is signed, the present value of the stream of future inflows under the contract is recognized (immediately) as revenues, and the present value of the expected costs of fulfilling the contract are expensed (immediately)
Unrealized gains and losses in the market for long‑term contracts (that are not hedged) are then required to be reported later, when they occurred.

There have been documented instances where Enron stretched the boundaries of optimism when projecting revenues from long‑term contracts—here are some example of the most egregious revenues projections
Enron entered a 20‑year broadband video streaming deal with Blockbuster (the movie rental company)—there was a great deal of uncertainty about the technical viability of the project and about consumer demand—the present value of projected profits were $110 million
Enron entered a 15‑year electricity supply contract with Eli Lily of Indianapolis, projecting revenues on the grounds of a deregulated Indiana electricity market, although the timing of such deregulation and its implications were highly uncertain at the time—the present value of projected revenues were $1.3 billion.
Second, Enron relied extensively on structured finance transactions that involved special purpose entities
Special purpose entities are shell companies created by a sponsor but funded by independent equity investors and lenders
For instance, Enron used special purpose entities to fund the acquisition of gas reserves from producers—in return, the investors in these vehicles received the stream of revenues from the sale of the reserves.
Current accounting practice, which focuses on arms‑length transactions (that is, transactions that bear the characteristics of transactions between independent entities), faces challenges when dealing with transactions involving special‑purpose vehicles
For financial reporting purposes, a series of rules is used to determine whether a special purpose entity is a separate entity from the sponsor or if this entity has to be consolidated with the sponsor’s business (Konzernrechnungslegung)
For the entity to be independent, an independent party must have a substantive stake at risk in this vehicle, which has been interpreted to be 3 percent of the vehicle’s debt and equity (total debt and equity amount to total assets)
Further, this independent party must have a controlling (more than 50 percent) (equity) interest in the vehicle.
By the end of 2001, Enron has hundreds of special purpose entities, some of which were designed primarily to achieve financial reporting objectives

There was an instance where Enron hedged illiquid investments through transactions with a special purpose vehicle

What Enron’s investors did not know was that this special purpose vehicle pledged Enron’s own stock and financial guarantees in these hedges, meaning that Enron was in fact not hedged at all.
There was another instance, where Enron used a special purpose entity (“Chewco,” which as controlled by an Enron executive) to buy out a partner’s stake in one of its many joint ventures

The entity raised $383 million of debt to acquire the joint venture—the debt was guaranteed by Enron
Enron did not consolidate this vehicle (despite its being controlled by an Enron executive) and, hence, this debt did not show on Enron’s balance sheet.

Corporate governance failures at Enron
First, the stock option grants to executives, which were substantial, created adverse incentives
These stock options grants had short vesting periods (for instance, three years) and there was no provision that prevented the executives from “flipping” the stock

Flipping means that the stock that is acquired when stock options are exercised, is sold immediately, thus undoing all long‑term incentive.

The executives had a strong incentive to pump of the short‑term stock performance by raising undue expectations with investors, possibly by deliberately misstating earnings.
Second, the internal audit committee was overwhelmed by the complexity of the business model
Corporate audit committees typically meet just a few times a year, and their members typically have only modest background in accounting and finance
As outside directors, the members of audit committees rely heavily on information from management and internal and external auditors
If management is fraudulent and the (external) auditor fails to spot the fraud, then the audit committee is likely not to catch it either.
The Enron audit committee consisted of highly respected business people and academic, among them an accounting professor and former dean of Stanford Business School (Dr. Robert Jaedicke)

As an example for the difficulty an audit committee faces in detecting fraud, consider the agenda of the 85‑minute audit committee meeting on February 12, 2001:

A report by Arthur Anderson reviewing Enron’s compliance with generally accepted accounting principles and internal controls

A report on the adequacy of reserves and related party transactions

A report on disclosures related to litigation risks and contingencies

A report on the 2000 financial statements, which noted new disclosures on broadband operations and provided updates on the wholesale business and credit risks

A review of the Audit and Compliance Committee report

A discussion of a revision in the Audit and Compliance Committee Charter
A report on executive and director use of company aircraft

A review of the 2001 Internal Control Audit Plan, which included an overview of key business trends, an assessment of key business risk and a summary of changes in internal control efforts by businesses for 2001 compared to the period 1998 to 2000

A review of company policy for management communication with analysts and the impact of Regulation Fair Disclosure.
Third, and most importantly, the external auditor (Arthur Anderson) failed
The United States operations of Arthur Anderson were destroyed entirely in the wake of Enron’s downfall

Arthur Anderson was accused of applying lax accounting standards because of a conflict of interest over their consulting business with Enron
In 2000, Arthur Anderson earned $25 in audit fees and $27 in consulting fees from their business with Enron.

It is difficult to determine whether Anderson’s audit problems at Enron arose from the financial incentives to retain the company as a consulting client, as an audit client, or both
Either way, such situation is known as capturing—the organization that is meant to control a given entity is taking hostage by this entity
In response to such capturing, the Sarbanes‑Oxley Act from 2002—to be discussed below—stipulates that the auditor has to be changed at least every five years.

After investigations of Enron by the SEC became public, Arthur Anderson tried to cover up its audit trail by shredding critical documents.
The behavior of Arthur Anderson my have its roots in two major regulatory changes in the 1970s
First, in the mid‑1970s, the Federal Trade Commission (http://www.ftc.gov), concerned about the oligopolistic situation created by the existence of only a few large auditing companies, required the profession to change its standards such that the audit companies could advertise and compete aggressively with each other
This regulatory change created substantial pressure for audit companies to cuts costs and seek alternative revenue sources, which they found in consulting.

Second, legal standards shifted in the mid‑1970s such that when investors learned about accounting problems at companies in which they held securities, the investors no longer had to show that they specifically relied on accounting items that proved improperly stated—instead, the investors just had to assert that they relied on the stock price and that this price had been affected by improper accounting
This change in regulation increased the litigation risk for auditors dramatically, thus causing them to apply accounting rules in a very mechanistic manner—such mechanistic accounting may have been inappropriate for a business model as complex as Enron’s.
7.2
The Sarbanes‑Oxley Act

The Public Company Accounting Reform and Investor Protection Act of 2002 is known as the Sarbanes‑Oxley Act, named its sponsors Paul Sarbanes 
(D–Md.) and Michael D. Oxley (R–Oh.)
The SOX Act was a response to a series of financial scandals at large corporations, such as Enron, Tyco International, and WorldCom

The SOX Act established the Public Company Accounting Oversight Board (PCAOB, http://www.pcaobus.org), increased auditor independence and corporate responsibility, and enhanced financial disclosure
The SEC (Securities and Exchange Commission, http://www.sec.gov) oversees the PCAOB, which issues guidelines regarding the implementation of SOX Act provisions.
It has been argued the SOX Act was an overreaction of the legislature to corporate scandals that originate in a time—the second half of the 1990s—when skyrocketing stock prices allowed questionable business practices to go unnoticed and, when noticed, unquestioned
By many, some of the provisions of the SOX Act are perceived as onerous and stifling
The cost to the corporations of implementing the provisions of the SOX Act—especially Section 404—are substantial
The stipulation that financial reports be certified by CEOs and CFOs (Chief Financial Officers) may discourage risk‑taking and lead to higher executive pay (as compensation for the greater risk of being indicted for a white collar crime).
Major provisions of Sarbanes Oxley (see, for instance, http://en.wikipedia.org/wiki/Sarbanes-Oxley_Act or other Internet sources that itemize in a similar fashion):

Certification of financial reports by CEOs and CFOs 

Ban on personal loans to any executive officer and director
Accelerated reporting of trades by insiders
Prohibition on insider trades during pension fund blackout periods (that is, during times when the participants of the plan are unable to trade)
Public reporting of CEO and CFO compensation and profits
Additional disclosure
Auditor independence, including outright bans on certain types of work and pre‑certification by the company’s Audit Committee of all other non‑audit work
Criminal and civil penalties for securities violations
U.S. companies are now obliged to have an internal audit function, which will need to be certified by external auditors
Significantly longer jail sentences and larger fines for corporate executives who knowingly and willfully misstate financial statements
Prohibition on audit firms providing extra “value-added” services to their clients including actuarial services, legal services, and extra services (such as consulting) unrelated to their audit work
A requirement that publicly traded companies furnish independent annual audit reports on the existence and condition (i.e., reliability) of internal controls as they relate to financial reporting.
Most controversial is Section 404 (Source: http://www.aicpa.org)

[image: image4.png]‘Section 404: Management Assessment Of Internal Controls.

Requires each annual report o an issuer to contain an “intemnal control report’, which
shall

(1) state the responsibility of management for establishing and maintaining an adequate
internal control structure and procedures for financial reporting: and

(2) contain an assessment, as of the end of the issuers fiscal year, of the effectiveness of
the intemal control structure and procedures of the issuer for financial reporting.

Each issuers auditor shall ttestto, and report on, the assessment made by the
management of the issuer. An attestation made under this section shall be in accordance
with standards for attestation engagements issued or adopted by the Board. An
attestation engagement shall not be the subject of a separate engagement.




…

(The term “issuer” refers to the corporation as the issuer of financial securities)
Section 404 necessitated major organization changes in many corporations with regards to information processing, record keeping, and internal control mechanisms, including the creation of an internal audit function
German corporations had concerns regarding compliance with SOX Act Section 301 (Source: http://www.aicpa.org)—this is of important for those German corporations that issue (or have issued) financial securities in the United States (be it debt or equity)
[image: image5.png]‘Section 301: Public Company Audit Committees.

Each member of the audit commitiee shall be a member of the board of directors of the
issuer, and shall otherwise be independent.

“Independent’is defined s not receiving, other than for service on the board, any
‘consulting, advisory, or other compensatory fee from the issuer, and as not being an
affliated person of the issuer, or any subsidiary thereof.

‘The SEC may make exemptions for certain individuals on a case-by-case basis.




…

German corporate law does not provide for audit committees

German corporate law stipulates that employees are represented on the supervisor board and its sub‑committees (such as a compensation committee or a possible audit committee)
Employee representatives are not strictly independent, as they are “affiliated” with the issuer
In clarifying the term “independent,” the SEC issued a ruling that grants “foreign issuers” exemption if these affiliated members of the audit committee have been appointed according to the country’s governing law
In fact, the entire supervisory board of a German corporation may qualify as an audit committee as specified by the SOX Act.
7.3
The German Corporate Governance Code

Corporate governance codes establish standards of good practice in an effort of self‑regulation
Frequently, it is the stock exchange of a given country that enforces the corporate governance code by making it a listing requirement or a requirement for inclusion in an index issued by the exchange
In Germany, the corporate governance code was awarded legal status (Source: http://www.corporate-governance-code.de/index-e.html)
[image: image6.png]‘German Corporate Governance Code

The Government Commission™ appointed by Justice Minister September 2001 adopted the
‘German Corporate Governance Code on February 26, 2002.

Through the declaration of conformity pursuant to Article 161 of the Stock Corporation Act
(AKiG) a5 amended by the Transparency and Disclosure Law, entered into force on July 25,
2002, the Code has 3 legal basis. The Code is published in its latest version in the official
Section of the electronic Federal Gazette at wii.cbundesanzeiger.de. For 2002 the
transitional provision under Article 15 of the introductory act to the Stock Corporation Act
(EGAKIG) also has to be observed.

The latest version of the Code is published on this internet page. This version includes the.
amendments resolved at the plenary meeting on June 02, 2005, since the amended version
has been also published in the electronic Federal Gazstte.

‘The aim of the German Corporate Governance Code is to make Germany's corporate.
‘governance rules transparent for both national and international investors, thus
strengthening confidence in the management of German corporations. The Code addresses
all major criticisms - especially from the international community - leveled against German
corporate governance, namely.

© inadequate focus on shareholder interests;
© the two-tier system of executive board and supervisory board;
© inadequate transparency of German corporate governance;

© inadequate independence of German supervisory boards;

© limited independence of financial statement auditors.

Each of these five points is addressed in the provisions and stipulations of the Code, also.
taking into consideration the legal framework. Of course the Code cannot cover every
detail of every single issue, instead it provides a framework which the individual companies
will have to fill in.




There are sections of the code that are mere recommendations (as indicated by the word “shall”)—companies may deviate from the code but must disclose this in the annual report

Further, there are section in the code that are mere suggestions (as indicated by the words “should” or “can”)—here, companies may deviate without disclosure
The German corporate governance codes addresses the roles of shareholders and the function of the general shareholder meeting (Section 2), cooperation between the management and supervisory boards (Section 3), the role of the management board (Section 4), the role of the supervisory board (Section 5), and issues of transparency (Section 6)

What follows is a short list of important provisions of the code

Section 2 (http://www.corporate-governance-code.de/index-e.html)
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Section 3 (http://www.corporate-governance-code.de/index-e.html)
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Section 4 (http://www.corporate-governance-code.de/index-e.html)
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Section 5 (http://www.corporate-governance-code.de/index-e.html)
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