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Foreword
By Sherron 5. Watkins

FIRST MET Stephen Arbogast in 2006, when he was doing research on

the first edition to Resisting Corporate Corruption, an incredible case study

focused solely on the Enron scandal. The case studies included those of
the key players, the well known names of Ken Lay, Jeii Skilling and Andy
Fastow, but also, it delved into the lesser known execulives at Enron whose
actions or lack thereof became critical to the success of the accounting and
legal fraud that took place at the company. Extersive research was done in
these case studies to reveal the subtleties of coi porate opposition to the truth
and the difficult options middle level execu :ves and managers faced, includ-
ing me. Careful study of these cases can hilp young professionals spot ethics
issues early enough to address them, and also furnish tactical options for
promoting ethical outcomes and protecting themselves.

In December of 2001, the Envon Corporation collapsed into bankruptcy
and scandal, and my life and toreer changed drastically in ways [ could never
have imagined when | graduated from the University of Texas at Austin with
accounting and busines: honors degrees twenty years prior.

I met with Enren’s Chairman and CEQ, Ken Lay, in August of 2001, to
warn-him of hidden accounting problems that | believed could kill the com-
pany if not corrected. 1 was certain he’d form a crisis management committee
to address the imminent peril, but he (perhaps purposely) did not "hear’ me.
The problematic structures were written off in a way that is not permitted by
the accounting rules. Kampant speculation from Wall Street, coupled with per-
plexing financial moves at Enron, combined to realize my worst fears - “the
company imploded in a wave of accounting scandals.” Enron filed for bank-
ruptcy just six short weeks after the disclosure of the questionable write offs.

My memos to Lay were discovered by Congress and 1 was subpoenaed
to testify about Enron. My life was never the same. From the Congressional
investigations and testimony, to shareholder litigation, to becoming a gov-
ernment witness at criminal trials, to a swarm of media attention culminated
in Time magazine's Person of the Year issue in December of 2002 with Coleen
Rowley, Cynthia Cooper and me, pictured on the cover titled “The Year of
the Whistleblowers”. Deserved or not, the label Enron whistleblower means
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I will not work in Corporate America again, but | have found a passion of
sorts, and that is speaking around the globe of my first hand account of
Enron’s ethical and leadership lessons.

After a decade of speaking on the topic, | am often dismayed at two
grave misunderstandings about ethics and being ethical. First, that “teaching
ethics at the college level is pointless, it is too late to mold a value system at
that age.” The second is the naive outlook most college students maintain
regarding the ethical challenges they will face in their career, namely that the
ethical dilemma will be clearly seen and the choice to do the right thing, easy
to make.

The financial scandal at Enron produced twenty-one felons, eleven served
hard time, ten served probation, and one, Ken Lay, died before his sentencing
for securities fraud convictions. Arthur Andersen, Enron’s auditing firm, col-
lapsed under a federal indictment for obstruction of justice (shredding docu-
ments), four Merrill Lynch bankers and three Nat West bankers were found
guilty of various crimes akin to abiding and abeiting Enron’s shaky finan-
cial schemes. Hundreds more, at Enron, Anders:zn and various banks and
law firms were targeted by the Department ¢t Justice and investigated, often
spending their life savings to avoid indictinents. Others lost CPA licenses,
paid fines and otherwise had their car=ers and reputations ruined. Chase,
Citibank and Canadian Imperial Banik {CIBC) settled Enron shareholder lif:-
gation with payments of 52 billion =ach.

What happened? A complete breakdown in moral values? Yes, but the
scary part is that the breakdown was not by outright intent, but more by
small steps in the wrong airection.

Enron employees niade the wrong choices, choosing unethical paths, but
all of them, (at leas! nearly all of them), never thought they were breaking
the law, they did not intend to break the law (for the most part, white collar
criminals rarely intend to break the law). They rationalized their behavior.
Ethical choices as an adult are masked. Of course if asked to do something
wrong, we'd all say NO. But if that choice is disguised, and presented in a
positive manner, all the psychological tests from Yale's Milgram shock bests
of the &0s, to Stanford’s prison experiment in the early 70s, show that ninety
percent of us will choose to act unethically, even extremely unethically.

This is the reason I believe so strongly that universities must require eth-
ics as a core curriculum in all business degrees. The complaint that one can-
not teach or mold values at the college level is irrelevant; that is not the point.
We must teach ethics so that our business graduates will not freeze like a
deer-in-the-headlights when unexpectedly faced with an ethical challenge.
The frozen-in-fear reaction will result in the same consequence as the deer, by
not taking action, the ethical challenge leaves you as road kill. You have ‘gone
along’ with it, just by not doing anything.
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Ethics courses that utilize case studies like those in Resisting Corporate
Corruption cause students to work through a wide variety of ethical chal-
lenges. They also provide a tool kit of sorts for students to utilize in the real
world. This kind of practical ethical training is essential. Without any knowl-
edge of how to spot and address an ethical challenge, most employees will
fall victim. The pressures are just too great to do otherwise,

Case studies also help to dispel the second misunderstanding about ethi-
cal dilemmas, which is that the ethical choice will be easy to see and respond
to appropriately. | am shocked at the number of college students that firmly
believe they’d quit; walk out the door, as soon as unethical behavior is asked
of them. | know of no one who, when the moment of truth arrived, has taken
that stance. The pathway to avoid unethical behavior is rarely clear-cut, and
often fraught with unexpected turns and outcomes. Studying these crooked
and perilous paths, with some succeeding and some ending in ethical lapses,
helps prepare students for the real world.

Stephen Arbogast’s second edition of his ook, Resisting Corporate
Corruption, is a perfect example of real life ethical case studies. The second
edition retains valuable lessons from Enron, 12t has been updated to include
real life examples from the corporate and Cuancial scandals that continued
throughout the decade, culminating in (he financial collapses in 2008 of Wall
Street powerhouses.

Rarely will employees do wreng when asked to do so outright, but when
an inappropriate course of acticn 1s masked properly, it is rare for employees
to challenge it. Students of Resisting Corporate Corruption will benefit from
the authenticity and accuracy of the cases, hopefully helping them in their
careers to either avoid ar prevent another Enron, Countrywide or Lehman
Brothers from happsaing,

Sherron 5. Watkins,
Sep:ember a2

Copmrighted Material



SECTION I

The Enron Cases

PART 1

DEMOLISHIN® FINANCIAL
CONTRLL, NEUTERING
‘THIE GATEKEEPERS



Case Study 1

Enron QOil Trading (A):
Untimely Problems from
Valhalla

This environment is hardly giving us room to breathe.
The last thing we need is a public scandal.

CEO of Enron Corporation, sat at his desk, ruminating over his agenda

for the following day. Tomorrow’s sch<ciule showed a morning meeting
with Intemal Audit and two top office:c from Enron Qil Trading (EOT).
Louis Borget, president of EOT and Ty Mastroeni, the treasurer, were com-~
ing down from their headquarters ir. Valhalla, New York. They had been
called to Houston to answer charges of opening undisclosed bank accounts
to conduct unauthorized trarsactions.

Lay had already heard 2 bit about the controversy. He again skimmed
an Internal Audit menio (Attachment 1) that summarized the issues. The
essence of the matter concerned an account opened by EOT at the Eastern
Savings Bank. Bceget and Mastroeni were the authorized signatories on the
account but had failed to report its existence to Enron’s Houston headquar-
ters. Millions of dollars from EQOT trades had found their way into this
account. More worrisome, some $2 million had then been transferred into
Mastroeni’s personal account at the same bank. Internal Audit suspected
that Borget and Mastroeni had EOT engaging in unauthorized and/or ficti-
tious trading, skimming money for personal gain.

Houston oversight of EOT was the responsibility of John Harding and
Steve Sulentic. Lay sought out their views upon receiving Internal Audit’s
report. Eventually, they got back to Lay with a story that the undisclosed
account involved transactions that were legitimate and in Enron’s interests.
The transactions in question were “twinned trades”: equal and offsetting
buy/sell transactions used to move profits from one accounting quarter to
another; such trades, they observed, were not uncommon in the trading busi-
ness. Borget and Mastroeni would come to Houston, bring their bank
records, and explain everything. Lay had pressed lightly on the point of

IT WAS THE END CF THE BUSINESS DAY, Gebruary 1, 1987. Ken Lay,
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EOT’s not reporting the Eastern Savings account to Houston and had getten
an answer to the effect that perhaps some unfertunate shortcuts had been
taken but the underlying motives were ok.

Ken Lay hoped that this would turn out to be true. As he pondered how
to run tomorrow’s meeting, his mind wandered back over Enron’s recent his-
tory and current predicaments.

Natural Gas Pipelines in Crisis

Ken Lay had only joined Enron in June 1984. It was not then known as
Enron; the company that Lay took over as chairman and CEO was called
Houston Natural Gas (HNG). Lay had assumed the helm at a difficult tran-
sition time for the natural gas pipeline industry. Long-standing players, such
as HNG, were finding that the industry business model was rapidly chang-
ing. Prior to the mid-1980s, natural gas producers sola. g1s to pipeline own-
ers under long-term contracts. In order to induce procucers to commit their
gas, pipeline owners customarily provided long t<ra deals with floor prices
and a commitment to “take or pay” for gas: tzkl a minimum volume of gas
at a stipulated price or pay the cash equival« it of having taken the specified
gas amount.

Two things happened in the 198Cs 10 destabilize this model. The first
concerned the value of newly producea natural gas; prices had fatlen to rock-
bottom levels, below $2 per miliion BTUs. The second was a regulatory
change. No longer would piv:!'ne operators be able to lock out producers
who didn’t commit to ship through their lines. Instead, gas producers were
now able to sell directly t¢ end users and require pipelines to ship their vol-
umes for a simple traasvort tariff.

These changes rociced the gas pipeline industry. Newly developed gas
started finding iz way directly to end users at the low spot market price.
Major carriers increasingly found themselves burdened with gas purchased
earlier at higher prices under take-or-pay contracts. Pipeline company finan-
cial conditions deteriorated. Debt ratings were downgraded. The carriers
labored to work their way out from under disadvantageous contracts. HNG
was no exception.

Ken Lay thought he knew how things would play out. His assessment
was that natural gas market deregulation would continue to progress; from
this, he concluded that future profitability would become a function of
scale—that is, the biggest pipeline companies with the most extensive net-
works would become low-cost providers and would end up dominating a
market of natural gas production sold largely at spot prices and moved via
low-cost logistics.

As if on cue, the gas pipeline industry began to consclidate. Again, HNG
was no exception. In April 1985, a call came from Omaha-based Inter-North
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suggesting a merger. Inter-North was approximately three times the size of
HNG. However, its senior management was aging, its board was divided
and both were uncertain about how to cope with the deregulated market. A
corporate raider, Irwin Jacobs, was stalking the company. Inter-North need-
ed a deal.

Immediately prior to the merger talks, HNG stock was trading at $45 a
share. In just eleven days, Lay was able to extract both a $70 per HNG share
price (a 56 percent control premium) and a commitment that he would
move up to CEO after a couple of years. The Inter-North/HNG merger
closed within the year, and the new entity was christened Enron in 1986.

Unfortunately, the merger did little to alleviate the pipeline company’s
immediate economic straits. Profitability was miserable. The natural gas
glut seemed to produce ever-lower prices. Enron had to fave this deteriorat-
ing environment with more than $1 billion in take-or-pav zontract liabilities.
Enron reported a $79 million loss for 1985, its first year of operation.
Attachment 2 details Enron’s financial performarnca lor 1985-86. Although
Enron reported net profits of $556 miltlion for 1204, the bulk of that reflected
recoveries of past income taxes. Enron’s financ.al condition was more accu-
rately reflecied by the following: earnings vefore interest and taxes (EBIT)
$230 million; interest expense: $421 miltion.

Enron was now heavily debt lad«n, the product of Inter-North’s having
used debt to fund the premium price for HNG's stock. To some extent, this
leveraging up of the company had been intentional Irwin Jacobs’ group
was being paid $350 millior to nand over its Inter-North stake and go away.
Inter-North thus reckoned that a heavy debt burden would act as shark
repellant for future raiders; however, high debt levels also hamstrung the
newly merged entit”. Ken Lay found that his firm’s bank loans contained
covenants requiring quarterly interest expense to be covered 1.2 times by
EBIT; failure to ae so would mean an event of default. Enron would be espe-
cially exposed in such case, as the firm also had more than $1 billion of com-
mercial paper outstanding. These unsecured short-term promissory notes
had to be rolled over continuocusly. A hiccup on bank loan covenants could
spark a full-fledged financial crisis should it lead commercial paper buyers
to flee from Enron’s paper.

In January 1987, Moody’s Investors Service downgraded the company’s
long term rating to below investment grade, i.e. to junk status.

This perilous financial condition meant that Ken Lay spent much of 1986
focused on maintaining liquidity and avoiding the default triggers in Enron’s
bank loans. Lay froze senior executive pay and sold some pipeline assets.
Enron stayed afloat, but the company was barely scraping by.

In fact, a good portion of the company’s razor-thin margin for error was
being contributed by a little-known and understood entity, EOT. Inter-North
had created the subsidiary back in 1984. Trading cil commodities was a rel-



6 ResistiNG CORPORATE CORRUPTION

atively new business at that time. Inter-North chose to enter the business by
hiring an established trader, Louis Borget. Inter-North lured him away from
Gulf States Oil and Refining, where Borget had set up a similar unit three
years earlier. The package to induce Borget to move included bonuses tied
to the profits produced by the trading operation.

EOT immediately began to report profits. In 1985, when the merged
Inter-North/HNG lost $79 million, EOT made $10 million. In 1986, when
Enron couldn’t cover interest expense with operating earnings, EOT report-
ed profits of $28 million.

Ken Lay still wasn’t sure what to do to fix Enron’s financial problems.
He believed that long term, deregulation would reward his company. For
the near term, Enron seemed bogged down in a bad business environment of
low prices, intense competition, and the burdens of higk Jdebt. One thing
he did know was that EOT’s contribution was helping he company cope in
the short run while it waited for thelonger run to brirg 1xproved conditions.

Lay had another, more political problem closer to home. The board of
Inter-North had rebelled against his predeces=o1, 5am Segnar, concluding
that he had caved in to HNG’s demands during the merger negotiations.
Segnar had ended up paying with his corroiate head. Lay replaced him but
soon faced bitter resistance from former Inter-North directors on a series
of secondary but highly symbolic issuey: the appointment of Enron’s public
accountant and the relocation of Erirat’s headquartersto Houston. The issues
eventually were resolved, with Lay getting his way on the relocation. Lay
had also begun to replace foimer Inter-North directors with selections more
supportive of his leadersiip. 3till, at the outset of 1987, Ken Lay was a CEO
under the microscope, tacing a board that was divided and in some cases
personally bitter tovrarc, him.

None of this vas lost on Ken Lay as he skimmed over Internal Audit’s
memeo yet another time.,

Considering the Options

Lay’s mind quickly focused on shaping an outcome for the meeting,

What do | do to resolve this issue? I'd better walk into this meeting with
some idea of the answer we want at the end.

What really matters here? What issues take priority over others? | have
to give preference to the financial condition of our company. This means that
EOT’s profit-generating capability needs to be preserved. Moreover, a finan-
cial scandal right now could be devastating. Not only might EOT’s profit con-
tributions be affected, but Enron’s past financiat results might have to be re-
stated. Accounting restatements are yellow flags, signs that something
major is amiss inside a company. It wouldn’t be long before Enron’s equity
analysts and fenders get wind of unreported bank accounts, and dubious
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transactions. They'd assume the worst and wonder what else they didn't
know. The result could be a major crisis of confidence leading to a liquidity
crisis for Enron.

Borget and Mastroeni have undoubtedly broken some rules. That's not
a total surprise coming from traders and their culture. We have to find some
means to limit abuses while leaving EOT’s risk-taking culture intact.

What exactly are the allegations of wrong doing here? It seems that
Borget and Mastroeni either received or thought they'd received signals from
Houston to manage the timing of EOT’s reported profits. They responded by
doing some of what others in their industry also do—twinned trades that give
another party profits in one period to be offset by profits returned in the sub-
sequent period. Such trades are not illegal. They altered quarterly results,
but that’s not uncommon: Everybody “manages earnings” one way or anoth-
er. The worst that can be said is that they executed thasi trades in a fash-
ion that was less than above board. Clearly, they muzt have assumed that
not everyone in Houston was on board with managing earnings. Why else
would they have not reported the new bank accovniis? And what'’s this about
company money going into Mastroeni’'s personal account? Whatever the
reason, and I'm sure they'll have one, thei’z got to stop.

What to do about it all? How best ta keep the big picture in mind but still
send a message that excess won't b= tulerated?

With this, Ken Lay picked up a pen and began to outline a set of options.
He began by listing categories ot possible remedial actions:

* immediate issue managzament
* Personnel discipline

¢ Organizational refcim

* Transactional reles

* Process reform

* Organizational oversight

He then expanded each bullet point with possible options to consider:

* Immediate issue management
o Define the transgressions associated with EOT bank accounts,
trades, and the mingling of corporate money with personal accounts,
and the mitigating circumstances.
o Ensure that Enron’s financial condition is a major factor shaping any
resolution of the incident.
0 Determine the “materiality” of accounting issues and the need for any
restatement of public financial reports.
¢ Personnel discipline: options
o Terminate Borget or Mastroeni or both.
o Terminate Harding or Sulentic, or both.
0 Discipline some or all of the above in terms of future compensation,
responsibilities, and title.
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» Possible organizational reforms

o Revise Houston’s oversight of EOT, either changing out current man-
agement and/or intensifying oversight in terms of stewardship
reviews and/or oversight of controls.

¢ Embed new management at EOT;

® New trading personnel loyal to Houston management,
charged to learn EOT's business model.
B New financial management loyal to Houston charged to ensure
that controls are sound and rules are respected.
m A financial controls advisor assigned to EOT for the indefinite
future.

s Transactional rules

o Have Internal Audit recommend new/clarified raias for authorizing
and reporting bank accounts, trades, and unit {inancial resuits.

o Have the chief accounting officer and/or Arthur Andersen opine on
the acceptability of twinned trades donz suiely for the purpose of
managing earnings; consider whether e.ch trades might have other
economic rationales.

s Process reform

0 Reconsider established EOT (rading limits and Enron’s process for
obtaining exceptions; ensure that limits are proportionate to unit prof-
it objectives

¢ Organizational oversight

o Decide whether BT merits a full-time Internal Audit presence;
determine alsc the frequency and timing of audits and the role of
Arthur Anderzen as external auditor.

o Review who should be EOT's legal counsel and whether that pres-
ence should be in Houston or Valhalla.

Well, | clearly have a range of options available. Possibly | can blend a
couple of different actions 10 not upset the apple cart while still making it clear
to EOT that there are boundaries.

It flitted through Lay’s mind that the meeting’s outcome would go some
distance toward setting the tone on financial control for the newly merged
company:

There have been whispers in Houston that EOT is not respecting its oil-
trading limits. The division’s open position is not supposed to exceed eight
million barrels; if losses exceed $4 million, the open position is to be liquidat-
ed. Some of Enron’s Houston-based traders are questioning how EQT could
generate the profits it was reporting without breaching these boundaries.
After all, trading limits contain the magnitude of gains as well as losses. Still,
nothing hard has surfaced. Perhaps this is only professional jealousy at work.
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Whatever | decide, it will have 1o be smoothly executed. Enron is in no
position to abserb public scandal. This will have to be handied carefully.

It also occurred to Lay that this episode could contain an opportunity.
Sometimes, rule breaches are expressions of pressures that need to be
resolved; under such pressures, managers sometimes choose the path of least
resistance. Was EOT one of these cases? If so, was there a way Lay could use
EOT to deliver a message that might reverberate positively throughout the
struggling pipeline business?

Lay packed up his notes without making a firm decision on a course of
action. He found himself leaning toward correcting the abuses without fir-
ing anybody. However, he would reserve judgment on the severity of cor-
rective actions until he heard the full story. Lay also reflected that the oil-
trading business was something of a mystery. Tt was relatively new and not
a heritage HNG business; profits seemed be closely tied o the quality of the
individuals doing the trading. In 1986, Borget hitnzelf had told the Enron
Board that oil trading “as done by professionals (n i1.e industry today, using
the sophisticated tools available, can generatr ~ubstantial earnings with vir-
tually no fixed investment and relatively losr risk”!

Lay resolved to listen carefully to what emerged between the lines at
tomorrow’s meeting-especially to the ibes regarding how EOT generated
its profits. Would there be anythir.g more to the auditors’ allegations than
what he had already seen in writing and heard from Harding and Sulentic?
If so, Lay might have to adjust fus plan of action right there at the meeting.

The Meeting with internal Audit

The meeting cotivened with Borget and Mastroeni present, along with
Enron general ccursel Rich Kinder, as well as Harding and Sulentic. David
Woytek and John: Beard represented Internal Audit. Lay opened the meet-
ing, calling on EOT president Lou Borget to address Internal Audit's con-
cerns.

Borget and Mastroeni laid out the following facts. EOT had been highly
profitable in 1986. As this became known, company managers requested that
they find a way to shift some profits into 1987. They were told to do this by
“whatever legitimate business practice we could.” As a result, EOT resorted
to matched, or twinned, trades that would net out over the period 1986-‘87.
Borget observed that such trades were commonly used by other trading com-
panies. Mastroeni stated that EOT had identified three firms interested in
boosting their 1986 profits: Isla Petroleum, Southwest Oil and Commodities,
and Petropol Energy. EOT then entered into trades with those three entities,
selling oil at prices that delivered profits to them during December 1986; the
deal was for EOT to buy back oil and recoup equal gains during the first part
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of 1987. Mastroeni explained that they opened the Eastern Savings Bank
account as a place to hold cash proceeds from the 1986 sales. However,
because this account was in Enron’s name, Mastroeni stated that he had
moved money to his personal account to avoid attracting attention and com-
plicating Enron’s year-end statements. Their intention was to return all
funds to Enron in 1987.

Sulentic then added that it was all a misunderstanding, that Borget and
Mastroeni believed that they were acting in Enron’s best interests. He added:
“I say we accept that mistakes were made, do what needs to be done to cor-
rect them, and move on to a profitable 1987.”

Ken Lay then spoke, making it clear that he disapproved of the methods
EOT had used to accomplish its goals. He asked whether anvone else at the
meeting had anything to add.

David Woytek spoke up, pointing out that the bank <ta‘ements EOT had
brought to the meeting had been altered. Transactions showing funds trans-
fers into and out of the accounts had been removea. Woytek had the state-
ments provided by the Eastern Savings Bank t¢ ascument the peint.

Mastroeni then explained that the delefed 1arsactions referred to a disput-
ed bonus paid to a trader. The individual in juestion had been fired near the
end of 1985. He had retained a lawyer anct tireatened to sue the company if his
anticipated year-end bonus was not naid. After some discussion, a close-put
settlement of $250,000 had been agrec:i on. Woytek asked Mastroeni why, if
that were so, there was any neec 19 alter the bank records. Mastroeni replied
that the incident had nothing fo do with the trarsactions under discussion at
this meeting, so they simply t6ok them out of the bank statements to avoid con-
fusing the issues.

Lay listened to fxe conversation as it surged back and forth. What he
had just heard amounied to new information; Borget and Mastroeni had
brought doctored bank records to the meeting.

They had made a decision not “to confuse” the issues, in the process
attempting to prevent some transactions from coming under scrutiny.

It was getting close to the moment when Lay would need to end the dis-
cussion and focus the meeting on what actions should be taken. Lay had
now heard Borget/Mastroeni’s stories explaining the opening of the unre-
ported bank account, the origins of the funds transfers into the account and
the outflow of money to Mastroeni’s account. How much could he take
those stories at face value? And how should this new information—that
EOT’s managers had altered bank records—influence the perspectives and
options he had mulled over the night before?
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Attachment 1 Historical Recreation (HRC)

MEMORANDUM
January 25, 1987
To: Mr. David Woytek
From: John Beard
SUBJECT: Possible Irregularities at Enron Oil Trading

This memo intends to summarize our findings so far regrrding potential finan-
cial irregularities at Enron Qil Trading (EOT) and to loy oui the issues requiring
further investigation.

On January 23, Internal Audit was contacted by s otficer at the Eastern Savings
Bank. The bank had identified unusual activivy involving an Enron bank account
and wanted to verify with company official: that certain transactions were legit-
imate.

The officer reported that Tom Mastro2ni, treasurer of EOT, had recently opened
an account at the bank. Mastroen' and EOT president Louis Borget are listed as
signers on the account. Immediately following the account opening, transfers
totaling $3 million flowed into the account from a bank located in the Channel
Islands, a Buropean tax-haven location. Subsequently, funds in excess of $2 mil-
lion left the account and were transferred to another account registered in Tom
Mastroeni’s nam:. Eastern Savings has cooperated by sending us statements
documenting beth the account opening and the funds flows into and then out of
this new account.

We have checked Enron’s corporate registry of bank accounts and can find no
evidence of the Eastern Savings Bank account having been recorded on the com-
pany’s books,

We have interviewed Steve Sulentic and John Harding, EOT’s contact execu-
tives in Houston. They advise that since 1985, EOT has, at their request, taken
actions te move accounting profits from one reporting period to another.
Apparently, the actions involved are twinned trades, i.e. simultaneously negot:-
ated sale/buy oil trades having different time periods. In the typical transaction,
EOT would sell oil one month forward at a price attractive to the buyer and con-
tract to purchase the ¢il back two months forward at an equally attractive price.
The net effect of the two trades is zero, but if done at the end of an accounting
period, the first transaction creates a loss for EQT, with an offsetting gain record-
ed in the subsequent period.
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It is unclear whether Messrs. Harding and Sulentic knew of the precise mecha-
nism used by EOT to move profits between accounting periods. However, these
executives indicate that such transactions are not unusual among oil traders.
Sulentic and Harding now believe that the transactions that led to funds transfers
into the Eastern Savings account may have resulted from EOT’s entering into
year-end 1986 twinned trades. They also indicate that Borget and Mastroeni are
available to come to Houston to clarify this matter.

As of this moment, we de not know whether the funds transfers represent legit-
imate EOT business transactions, trades done solely for accounting purposes, or
irregular activity. It is certainly a concern that funds flowed through the Eastern
Savings account and into the personal accouat of a company officer; such activ-
ity involving an amount over $2 million is highly irregular. It i5 a'so a “red tlag”
that this activity took place in a new account set up in circur: rention of clear cor-
porate guidelines requiring the reporting of all new bark accounts to corporate
headquarters. To the extent that these transactions ars ivregular, they may repre-
sent theft of corporate funds. To the extent that 0.2 1ransactions are found to be
legitimate, their “off-the-books” nature could renuire restatement of financial
records and reported results for 1986,

The issues requiring further investigatinu e thus the following:

+ For what purpose was.ihe new account at Eastern Savings Bank
opened?
» Why was this acoatnt’s opening not reported to Houston? Failure to do
80 is a direct vivlation of company control standards.
* Was there any substantive business purpose associated with the cash
transfers (haventered the Eastern Savings Bank account?
+ What justification can be provided for corporate funds being transferred
to the personal account of an employee?
o Are all corporate funds accounted for?
0 When will the funds be returned? If not immediately, why not?
+ If the underlying transactions were entered into solely for the purposes
of altering EOT’s reported earnings, do Enron’s 1986 financial state-
ments need to be restated?

In conclusion, the facts known to date are of grave concern and warrant a full
investigation. The potential implications include loss of corporate funds as well
as misstatement of records, deliberate manipulation of records, and the creation
of fictitious losses with impacts on Enron’s financial statements and tax returns
for the year ending 12/31/86.
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Attachment 2
Enron Corporation

Summary Financial Statements, 1985-86*

$ Millions

Year 1985 1986
Revenue 9,767 7,454
Eaming Before Interest & Taxes (EBIT) 354 230
Interest Expense (337) (421)
Taxable Income 234 (191)
Income Taxes, net [(@Le) 565

Income from Continuing Operations

Before Extraordinary Charges 163 374
Net Income (79 557
Total Debt 4,356 3,538
Net Worth 1,492 1,203
Debt/Total Capital 4% 75%
EBIT/Interest Expense 164% 55%
Operating Cash Generation 682 478
Investment/Acquisitions, net (2,35 756
Financing, net 1,641 963
Change in Cash (35 270

* Figures may not be additive because of other items, charges and rounding
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REs1sTING CORPORATE CORRUPTION

Author’s Note

This case relies principally on the accounts of the Valhalla
financial control issues provided in The Smartest Guys in the Room
(pp- 15-19}) and Conspiracy of Fools (pp. 15-19). Both books treat the
episode in detail and with minor discrepancies provide accounts
that are consistent as to the facts.

Each book offers some details not provided by the other. For
example, The Smartest Guys in the Room provides details of the trad-
ing limits in existence at EOT, the financial condition and bank
covenants of Enron at that time, and the fact that David Woytek
sent Ken Lay a memo describing the EOT twinned trades as creat-
ing “fictitious losses”. Conspiracy of Fools provides a deiailed
account of the meeting of EOT’s Borget and Mastroeri, Fuiron
Internal Audit, and Enron management. This work a’so confirms
that Lay attended that meeting and gave explicit instructions as to
what remedial actions were to be taken.

The Smartest Guys in the Roomt (p. 18) ideistifies Steve Sulentic
and John Harding as Borget’s Houston-u+ =ed nominal superiors.
That work quotes “internal documents. court testimony and notes
detailing these events” in describing ow the two executives articu-
lated a rationale for Borget to “move some profits from 1986 into
1987 through legitimate transactions”. Sulentic’s defense of the
traders’ actions as a “misunderstanding” appears in Conspiracy of
Fools (p. 18).

Several portions of the case are created for purposes of surfac-
ing the issues and options facing Ken Lay. Lay’s thoughts on the
night before the mueting have been crafied for these purposes.
They do not rapresent any sort of historical record found in any
published source. This applies also to the list of options he outlines
while sitting in his office. The portrayal is, however, consistent
with (1) the fact that he received a memo from David Woytek on
the possible irregularities and (2) the actions taken by Lay at the
end of and right after the meeting. It is also apparent from the con-
tent of the memo forwarded by David Woytek that Lay had heard
at least a preliminary version of the “twinned trade to move
accounting profits” story that Harding and Sulentic articulated at
the actual meeting. Lay’s options list has obviously been expanded
beyond the actions he actually endorsed in order to provide stu-
dents with a full range of choices to consider.

The account of the meeting with Internal Audit is based upon
the two sources cited.

Attachment 1, Beard’s memo to Woytek, is a Historical
Recreation (HRC) intended to summarize the facts known to the
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auditors prior to the meeting with Borget and Mastroeni.
However, it is factually based, being grounded in not only the gen-
eral accounts provided in the sources but also in: (1) the fact that
Woytek did provide a memo to Lay and other senior managers, (2)
published comments from Beard’s notes, and (3) a published quote
from Woytek’s memo describing the twinned trades as creating
“fictitious losses”.

Attachment 2 is drawn from Enron’s restated public financial
filings.

Notes
1. The Smartest Guys in the Room, p. 17.
2. Conspiracy of Fools, p. 18.
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