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Enron's Transformation:
From Gas Pipelines to New Economy Powerhouse
As Enron entered the new millennium, Chairman Ken Lay and his recently named successor as CEO, Jeff Skilling, looked back on the previous decade with pride.  What began in 1986 as a newly merged, financially stretched gas pipeline outfit, had just been recognized by Fortune as the country’s most innovative company—for the fifth consecutive year.  It also ranked first in quality of management.  Over the previous decade, Enron had generated a 704% cumulative total return to shareholders, compared to 432% for the S&P 500 and just 312% for the company’s peer group.

But what was its peer group?  As innovative initiatives developed new ventures to supplement Enron’s traditional energy businesses, Lay and Skilling knew that Enron’s vision to become “the world’s leading energy company,” was now inadequate, and even limiting.  For example, EnronOnline, an Internet-based commodity-trading platform, extended Enron’s merchant business beyond gas and power trading to coal, plastics, pulp and paper, and a variety of other products.  And Enron Broadband Services, the company’s new broadband business, not only built a fiber optic network capable of streaming entertainment and information over the Internet, but also supported its new business by creating markets for buying and selling bandwidth in much the same way Enron traded other commodities.  

These developments seemed to leave even top management struggling to articulate the nature of Enron’s business in 2000.  In response to one journalist’s persistent questioning, Lay remarked, “We’re an energy and broadband company that also does a lot of other stuff.”
  (See Exhibit 1 for Enron’s portfolio in 2000.)  Increasingly, however, those at the top began describing Enron less in terms of its business portfolio and more in terms of its underlying resources and organizational capabilities​—its fast and flexible networks, the markets it created, its sophisticated risk management system, and most importantly, its creative and entrepreneurial employees.  Indeed, Lay and Skilling seemed comfortable with this emerging concept, and when one manager asked Lay why Enron had no corporate strategy department, the CEO countered: “You are our strategy department.  Enron’s future will emerge from your ideas and initiatives.”

As motivating as that challenge was, some analysts wondered exactly what Enron was, what it planned to become, and most of all, how it would sustain its enviable performance.  These were the questions that incoming CEO, Jeff Skilling, would have to answer.

Ken Lay: Enron's Free-Market Visionary

Son of a Baptist minister, Ken Lay grew up on a farm in Missouri.  A lifelong fascination with free markets began when, as a child, he questioned why the government’s market-control program paid farmers in his area not to plant crops.  Having graduated from the University of Missouri with an economics degree, Lay joined a major oil company, but continued studying part time for a Ph.D. in economics.  After a stint in the U.S. Navy, he accepted an appointment at the Interior Department, and, eventually, was named deputy undersecretary for energy.

Birth of Enron

Lay returned to the private sector in 1974, working for companies trying to open gas markets.  In 1985, he helped merge two pipeline companies—InterNorth and Houston Natural Gas—to create Enron.  When he was asked to run the merged companies, Lay committed to making Enron “the premier integrated natural gas company in North America.”  His ambition seemed unrealistic for a regional pipeline company financed with junk debt and with a debt-to-capitalization ratio of about 73 percent.  (See Exhibit 2 for Enron’s early financials.)  

Soon after the merger, oil prices collapsed, leading many utilities to switch from natural gas to oil.  Then, the government of Peru expropriated Enron’s offshore Peruvian production operations, resulting in a $200 million write-off.  A year later, faced with a hostile takeover attempt, Enron had to repurchase 16.5% of its common stock at a premium.  And finally, the company was faced with an oil trading scandal that resulted in a further $85 million loss.  Unfazed, Lay continued to leverage his Washington contacts in his fight to deregulate gas.  When federal rules mandated the increase of gas prices in the face of oil price declines, Lay confronted the Federal Energy Regulatory Commission (FERC) and explained that pipeline companies were “going to go belly up.”  Finally, FERC overhauled its regulations, giving utilities and pipeline companies much greater freedom.

As Enron’s CEO, Lay proved to be an intense competitor who set goals with “a lot of stretch in them.”  He was a delegator who understood the importance of hiring first-class people.  “My goal when I came into this business was to try to get a superstar in every key position,” he said.  “You must have the very best talent, then let them develop a good strategy.”  One early example of Lay’s ability to recognize and grow talent was Rebecca Mark, who later went on to head Enron’s global expansion.  Hired out of the treasury department of an acquired pipeline company, she became finance chief of a unit Enron was forming to build power plants.  When she went to Harvard to get an MBA, in Enron’s “stretching” style, she kept working on a company project.

Lay also sought outside expertise.  One of the key advisers through Enron’s difficult early years was Jeff Skilling, a McKinsey & Co. partner in charge of the firm’s worldwide energy practice.  Skilling’s background in financial markets and experience in the energy industry immediately aligned him with Lay’s belief in free markets.  However, in his work with Enron, Skilling often found it difficult to get a diverse management group, engaged in complex internal adjustments and external competitive challenges, to focus on the larger implications of industry deregulation.  Skilling characterized the post-merger environment as “people running around with their hair on fire”:

There were three fundamentally different cultures in the organization: InterNorth’s regulated utility culture, Houston Natural Gas’s “good-ol’-boy” Texas-oil-patch culture, and Ken Lay’s deregulated industry culture, supported by people—largely outsiders from academia, government and industry professionals—who believed in free markets.  So there wasn’t a clear view of what deregulation meant to this business.  The regulated guys viewed it as a temporary aberration, while some of us from the outside were saying that there was a one-time opportunity here.

Confronting Deregulation

In 1988, Ken Lay convened what Skilling dubbed the “Come-to-Jesus” meeting.  The agenda was to confront the organization with two choices: to continue their approach and go bankrupt, or to create an entirely new way of doing business.  The meeting marked a turning point, and while some still “didn’t get it,” most started viewing deregulation as an opportunity, not a problem.

After the “Come-to-Jesus” meeting, Enron Gas Marketing was established to focus on the merchant function—the buying and selling activities that many other pipeline companies were relinquishing in the emerging “re-regulated” environment.  Then, Enron’s international unit was created to seek out attractive power projects and trading opportunities abroad.  Within this restructured organization, Lay wanted to build a culture where people were not afraid to take intelligent risks, with an attitude he described as “do it right, do it now, do it better.” 

Through this transitional period, Lay and his then-COO, Rich Kinder, continued to rely on Skilling to provide his outside perspective to challenge the organization.  In a cash-strapped company in a deregulating industry, Skilling began pushing a new business idea.  He elaborated:

Enron was financially constrained, but after being regulated for 100 years, the industry was awash in capital investment.  By being clever, we felt we could optimize the existing infrastructure to make money.  We could use our brain power to create value out of this industry mess.  I felt that the solution lay in new ways of creating portfolios of natural gas, which would allow us to eliminate our need to own all the assets and use other people’s assets to provide a reliable delivery service.  This germ of an idea later became our Gas Bank concept. 

In 1989, Skilling made a 10-minute, one-chart presentation of his Gas Bank concept to Enron’s management committee.  His insight was to create a portfolio of long- and short-term fixed-price purchase and supply contracts, which would eliminate supply risk and minimize the wide price fluctuations that the spot market implied.  Despite the committee’s unanimous rejection of Skilling’s idea, Lay and Kinder saw its merits.  Kinder asked Skilling to help him communicate the benefits of a liquid marketplace for trading gas to industry executives.  In only a week and a half on the road, Skilling and Kinder sold about $1 billion of their first non-regulated portfolio of products.

Unfortunately, however, others in the company had little knowledge of or enthusiasm for the program, and six months after it had been handed over to Gas Marketing, the Gas Bank idea died.  Ken Lay decided that the only way to revive the business and to develop other financially linked products was to convince Skilling to join Enron.  “I had just been made a director at McKinsey, but I knew this thing was big,” said Skilling.  “I had to show how it could work.”

Entering the '90s: Pipeline Company to Gas Major

When Skilling came on board in 1990, Enron’s worst post-merger years were behind it.  After disposing of non-core assets and enduring painful layoffs, profitability was restored and its debt was reduced from 73% to 59% of capitalization.  (See Exhibit 2.)  Indeed, with the coming of the new decade, Lay declared that the ambitious mission he had set at the time of the merger was achieved: Enron was generally recognized as the leading integrated natural gas company in North America.  Not content to let Enron rest on its laurels, in early-1990, Lay challenged his management team to develop a new vision for the company.  Together they agreed that Enron would become “the world’s first natural gas major”—the gas equivalent of oil majors like Exxon or Shell.

To achieve this bold ambition, Lay realized Enron would have to expand beyond its three core businesses—gas pipelines, exploration and production, and liquid fuels.  In addition to launching a major internationalization initiative, the CEO decided to back Skilling’s innovative but unproven market-related concepts.  If successful, Lay felt that Skilling’s initiatives could greatly enhance Enron’s ability to develop a more sophisticated merchant function.

Creating a New Entity, Breaking the Old Rules

Skilling’s initial mandate was to build Enron Finance Corporation (EFC) as a developmental laboratory for the financially linked products and services related to his Gas Bank concept.  Realizing that he was unlikely to find the skills he needed in Enron’s engineer-dominated, asset-focused pipeline business, Skilling began recruiting from the outside:

From my experience in McKinsey, I guess I could see the difference that smart people could make to a business.  I also knew how few of these top people the oil majors had to run their huge empires.  So the top priority was to create a group that would be the smartest in the industry.  (See Exhibit 3 for early EFC hires.)

One of his first recruits was Andy Fastow, an expert in securitization of wholesale deals with Continental Bank in Chicago.  Fastow, who later became Enron’s CFO, recalled the interview:

When I admitted I was concerned that I had no energy industry experience, Jeff told me he regarded that as an asset.  He welcomed outsiders because he wanted people who would bring new thinking to a tradition-bound business.  His vision was to attract the brightest people he could and give them the best tools.  Our first priority was to help develop some of those tools.

In addition to hiring outsiders, Skilling also structured compensation in EFC differently from Enron’s existing seniority-based salary approach.  While offering competitive base salaries, he set up a powerful performance-based bonus, payable to everyone in his group, including administrative assistants, if objectives were achieved.  But the biggest difference was in the long-term compensation, a phantom stock program that granted options tied to EFC’s results.  Gene Humphrey, another early EFC hire, explained Skilling’s personnel philosophy:

It was all about creating an atmosphere of deliberately breaking the rules.  For example, our official vacation policy was that you could take as much as you wanted whenever you wanted as long as you delivered your results.  It drove the human resource department crazy.

Such radically different HR policies only added to the widespread concern, suspicion and resentment that many in the core pipeline businesses felt towards the upstart EFC.  Rather than hardware, EFC focused on software, and instead of delivering gas, they developed financial instruments.  But worst of all, EFC was spending funds generated by the pipelines business, yet even after a year of frenetic activity, it didn’t seem to have a viable business.  First, Skilling’s Gas Bank concept seemed to be struggling; then, a joint venture with Bankers Trust collapsed; finally, the computer with EFC’s much-vaunted book of buy and sell contracts crashed, erasing all records.  

As Skilling later admitted, “Conceptually, our business model was very elegant, but nothing was working.  I went home every night thinking, ‘Oh, my God—what have I done?’”  Soon after reconstituting the lost computerized order book, however, EFC booked a 23-year, 1.3-billion supply contract with the New York Power Authority.  “Almost immediately, we turned the corner and never looked back,” said Skilling.

Sparking New Initiatives

Much of EFC’s early work was to develop sources of supply for the Gas Bank concept.  However, since producers were reluctant to make long-term volume commitments in return for price guarantees, Skilling challenged his small team to create the products and do the deals that would get around the problem.  Over the following months and years, individuals in EFC developed a variety of innovative instruments.  For example, Gene Humphrey recognized that at a time when many banks were in trouble, the energy industry was capital starved.  His solution was to offer capital to producers in return for forward commitments of their production.  When this created a problem of how to fund the debt and to keep it off Enron’s recovering balance sheet, Andy Fastow developed a number of products that unbundled the risks implicit in the production loans—the development risk, production risk, price risk, interest rate risk—repackaging them for sale as specialized securities to different buyers, from banks to insurance companies to pension funds.

As these new supply-securing instruments were created, it became clear that linking EFC to Enron Gas Marketing, a group dealing primarily in spot market gas sales, would be beneficial.  Working together, the two groups could better serve both the demand and supply sides of Enron’s developing merchant function.  In January 1991, the units were merged, creating Enron Gas Services (EGS).  However, the merger created challenges for some who came from more traditional parts of Enron.  Mark Frevert, an early transfer, explained:

In the core pipeline business, things were very hierarchical and structured.  There was a lot of focus on titles and job descriptions, and pay grades were clearly defined.  EGS was completely opposite.  The only thing that mattered was whether you added value.  Some couldn’t make the change—I loved it.  Jeff gave me three people and asked me to focus on selling gas to independent power companies.

Again, a small group of capable individuals was given a stretching goal, a performance-linked incentive, and a great deal of freedom to act.  Frevert and his team created Enron Power Services and soon were putting together deals.  A complex, 20-year contract with Sithe Energies to supply gas to a 1,000 megawatt cogeneration facility was a milestone for EGS—a deal that not only generated significant revenue but also gave EGS the credibility it badly needed within Enron.

Not surprisingly, challenging stretch goals, an unstructured environment and a freewheeling entrepreneurial culture didn’t sit well with everyone.  Gene Humphrey explained, “You were expected to perform to a standard that was continually being raised.  It could be very stressful.  I know people who left Enron for more structured companies and feel better.  It wasn’t for everybody.”

Within EGS, there were also many failures.  To manage efforts to secure gas supply on one side and to lock in demand on the other, Skilling created a trading function under Lou Pai, another internal transfer from Enron Gas Marketing.  After overseeing the collapse of the trading joint venture with Bankers Trust, trying to revive the Gas Bank concept, and managing the aftermath of the computer crash, Pai created an instrument he called a Gas Trust.  Designed to package portfolios of gas contracts for sale to the public, this too failed to take off in the market.  Yet despite all these setbacks, Pai persisted, and, eventually, created one of Enron’s most successful businesses.   

The Emerging Culture, The New Incentives

The new EGS entity soon began to grow rapidly.  A year after absorbing Enron Gas Marketing, EGS integrated HPL, the company’s intrastate pipeline company.  Soon after, the gas liquids business was included, adding physical gathering and delivery to EGS’s range of merchant services.  Taking over the 31st floor of the Enron Building, Skilling wanted to create an entirely different work environment from the enclosed offices, formal décor and hushed atmosphere that characterized the activity on other floors of the building.  He explained:

We ripped down the walls and opened up space.  I wanted a workplace that was open and exciting—where people would constantly communicate.  We had cubicles and shared work areas, and all our offices had glass walls . . . One of our most controversial moves came when we expanded to another floor.  We didn’t want people waiting around for the slow elevators, so one weekend we had guys come in with sledgehammers and built an open staircase.

Despite EGS’s growing size and complexity, Skilling resisted creating a hierarchical structure.  Coming from McKinsey, he had a mental model of an organization working like a partnership, with few layers, a high level of commitment, and a shared stake in the results.  He envisioned an organization built on four levels - vice president, director, manager and associate/analyst - with title and level determined more by individual capabilities and value added than by size of budget or span of control.  The concept completely mystified the HR staff, who wanted to know how to allocate points to EGS’s four levels to fit them into the company’s Hay System of 25 job level classifications.  Moreover, EGS management had no job descriptions, nor were they willing to write any.  “The HR people were tearing out their hair,” Skilling said.

Another innovation Skilling adopted from his McKinsey experience was to change the classic superior-driven evaluation process to a peer-review process managed by a Performance Review Committee (PRC).  A select group of twenty people who “got it” were appointed to the PRC to rank all the VPs, then all the directors, then all the managers.  In doing so, they evaluated input from each individual’s boss, colleagues, employees and customers.  Skilling, who sat in on all the review meetings, developed four basic rules for the PRCs: discussions were absolutely confidential; only current, first-hand, professional performance was considered (“no old tapes, no hearsay, no gossip”); PRC members took a total Enron perspective; and all ranking decisions were reached with consensus.

Because the process required the consensus of all 20 PRC members’ ranking of employees at each level, PRC discussions sometimes extended for several days.  Stakes were high because compensation was linked to the ranking.  (For example, bonus for top performers who received Superior rating was 66% higher than the bonus for those who received Excellent rating.  Moreover, at least in the early days, the bottom 10% of the forced curve was terminated.  Skilling explained:

The PRC sent a clear message that your job was no longer a function of your hierarchical position.  What’s more, everyone could see who our most capable individuals were, so people started moving.  And it stopped most of the game playing since it was impossible to kiss 20 asses.  It also improved the quality of feedback and made people face the reality of a consensus evaluation.  The PRC was the most important thing for forging a new strategy and culture at Enron. 

Although he was clear that he wanted to eliminate the earlier bias towards rewarding on the basis of management responsibility measures, such as the size of one’s organization, Skilling refused to follow the merchant banking norm of tying traders’ compensation to the profits they generated.  Arguing that such incentives would lead people to take unacceptable risks, he focused evaluations primarily on subjective evaluations of personal capabilities such as teamwork, communication, leadership, and business instinct.  (See Exhibits 4 and 5.)  “It quickly became very clear that your ability to structure a good deal or build a business was much more important than your ability either to manage an empire or roll the dice,” recalled one manager.

By 1992 Skilling felt the culture was ready to bring in a fresh group of young talent.  However, instead of recruiting from mid-tier engineering schools, Enron’s traditional talent source, he targeted top-level undergraduate colleges and business schools.  (See Exhibit 6 for targeted schools.)  Offering a McKinsey-like associate/analysts program, he opened attractive opportunities by replacing his experienced staff managers with fresh MBAs:

It was a controversial move, but a lot of our staff guys were just too conservative.  In addition to killing ideas, they were occupying some of our best training slots.  The associate/analysts injected a whole new energy into the group—and more importantly, we were now on the radar screen of the business schools.

Within just three years, Skilling had built his tiny start-up group from a marginal financial activity to a 1000-person, full-service merchant organization that had become the second largest contributor to Enron’s bottom line.  A hotbed of entrepreneurial activity and an engine of growth for the company, EGS grew its operations to comprise more than a dozen business units, each offering a unique, specialized set of financial products and energy services to customers at both ends of the gas pipeline.  (See Exhibit 7 for EGS’s portfolio of units in 1993.)  

The Mid-1990s: New Vision, New Initiatives

At the end of 1994, Ken Lay declared that Enron’s 1990 vision to become “the world’s first natural gas major” had been achieved.  While continuing to build its pipeline and exploration businesses (Enron was the largest natural gas company in the U.S.), in the early-1990s, the company had also succeeded in its two major new initiatives—EGS’s expanded wholesale trading capabilities and a major international expansion.
  Rather than letting the organization rest on its laurels, the CEO simply set its sights on a higher goal—to become “the world’s leading energy company.”

While leaving his businesses lots of room on how to achieve the new vision, Lay did translate it into some specific stretching performance targets.  Under the heading “Enron 2000,” he set a milestone goal of achieving $1 billion in net income by 2000, an objective that would require a compound annual earnings growth rate of 15%.  Yet his expectation was that the company continue to grow through internally funded self-renewal, rather than by issuing additional stock or making major acquisitions.  This represented quite a challenge for his management team.

Planting Seeds in the Merchant Business

Just as Lay was getting ready to announce his Enron 2000 goal, Skilling felt that growth in the merchant business was slowing down.  In part due to Enron’s success, competitors began following some of the company’s product and market innovations.  This was particularly true in the finance field where banks began matching Enron’s production payments and other financial products, driving down margins as they entered.  Skilling recalled the period:

We were losing steam.  I realized that if we were going to continue our rapid growth, we had to begin building some new businesses.  We had to start some initiatives to help figure out what we were going to become.  And we knew we had to plant lots of seeds because 80% of them are not going to grow.

In the wake of new federal legislation that opened the door to the deregulation of the electric power industry—estimated to be at least ten times larger than the natural gas market—in 1994, Skilling created a power marketing group, whose challenge was to build a portfolio of products and services for the power industry similar to those it created for the gas sector.  (Shortly after the power marketing business was established, EGS recognized that it had outgrown its Gas Services name.  From 1994, it became known as Enron Capital and Trade Resources or ECT.) Having seen how successful Enron had been in the gas merchant market, however, it was not surprising that many others—including most large electric utilities—also moved into the newly opening power trading field.  But ECT’s highly developed knowledge and expertise allowed it to dominate the field of more than 40 entrants.  By 1995, ECT had taken 29% of the non-regulated wholesale power market. 

At about the same time, Jeff Skilling asked Mark Frevert to head a task force to look at opportunities for setting up a merchant function in Europe.  The initiative was triggered in part by a potential problem emerging in the company’s huge Teesside project.  To ensure its gas source, Enron had signed contracts requiring it to purchase gas at a set price from J Block in the North Sea.  With market prices dropping below the J Block contract price, Enron’s then-president, Rich Kinder, asked Skilling to use ECT’s financial expertise and trading experience to find a solution.  

Despite the task force’s report describing the U.K. market as small and undeveloped, and the vast majority of the Continental market as closed and unavailable, Skilling decided it was time to plant some seeds in Europe.  Focusing first on protecting and enhancing the value of its Teesside assets, ECT began developing risk management and trading function in Enron’s London office in late 1994.  By 1995, operations had extended to other opening European and former Soviet Union markets, including the Nordic region, Germany, Poland, Latvia and Moscow.

A third major initiative taking root in ECT in the mid-1990s was aimed at exploiting the state-by-state deregulation of retail level energy supply.  At $300 billion - three times the size of local and long distance telephone - the retail market for gas and electricity represented enormous potential.  In 1995, a separate retail services unit began offering its expertise in restructuring contracts and managing risk to local distribution companies that had the customers, delivery capabilities, and regulatory relationships to take advantage of the new opportunities.

"Loose-Tight" Management

As these and other initiatives propelled a new flurry of activity in ECT, Skilling became concerned that the diversity of activity and the pace of change had the potential for stretching existing controls beyond their limits.  Since his earliest days in Enron, Skilling had practiced and preached a “loose-tight” management model—another inheritance from his McKinsey days where the concepts had been developed by his colleagues Tom Peters and Bob Waterman.  Philosophically, he believed that management could only empower an organization if it could ensure that the company would not be exposed to unreasonable risk or lose control of key resources.  He translated that belief into his “loose-tight” framework:

There are four things we control very tightly—risk management; legal commitments; finance; and performance evaluation and compensation.  As long as you clear your deals or business ideas through those screens, you can do whatever you want around here.  We want people to ask questions and be creative, but you can get fired if you sign a contract committing Enron without clearing it.

 In 1994 Skilling felt that creativity and initiative were strong in ECT, but wanted to expand and strengthen the “tight” part of his “loose-tight” model.  He recruited Rick Buy, a credit control expert from Bankers Trust who had experience in energy transactions.  Buy confirmed Skilling’s insight that it was time for tighter risk management.  Soon after Enron’s board became aware of the major potential liability it faced on the J Block contract, risk management became even more central to the company’s decision-making processes.  From his role leading a ten-person team that focused on credit risks in the trading operations, Buy soon found himself heading a staff of 50 people implementing a sophisticated process called Risk Assessment and Control (or RAC).  Using computer models and expert analysis, the RAC group was responsible for assessing financial and non-financial risks of all Enron’s significant businesses, projects and contracts.  Discounting for the risks involved, they assessed a probable return and allocated a RAC capital rate.  The analysis was summarized in a deal approval sheet that gave one of three recommendations: proceed, proceed (but underpriced), or do not proceed.  (See Exhibit 9.)  Depending on the nature and size of transaction, it was then channeled to the appropriate level of management for approval.  (See Exhibit 10.)  Buy, who was later named Enron’s Chief Risk Officer, explained the impact of RAC analysis:

A lot of our capital-intensive international deals started looking a lot less attractive after we factored in things like currency risk and default probability.  Some parts of the organization didn’t want to hear that.  We were a speed bump they would prefer to drive around . . . But we try to work with business unit people to keep the risk pendulum in the middle—between the total freedom that creates a J Block situation and rigid control that kills entrepreneurship.

Free Market for Talent

ECT’s new round of initiatives also tested another growing organizational principle —a belief in an open market for talent.  (The commitment to a meritocracy was reflected in an Enron poster displayed in many offices that pronounced, “Even the smallest cubicle has no ceiling.”)  As Skilling explained, many of his changes were designed “to allow the best people to follow the best ideas”:

The PRC process helped by creating an open book on where the best talent lay.  Everyone knew who the best people were and wanted to get them on their team. . . .  Then, because our compensation rewarded business building not just the size of your responsibility, the good people who previously were locked into servicing their large annuity customers were now willing to move on and create new growth opportunities. . . . And by making titles a function of the person, not the job, people could move to new small start-ups and keep their old titles. 

As the free market for talent concept took hold, mobility became the driver of an individual’s development, with many Enron employees reporting that the opportunity for internal professional growth was the biggest factor keeping them in Enron.  Although external turnover was only 6%, internal turnover was almost 20%.  With most moves initiated by the individual job changer, it wasn’t unusual for a person to change jobs two to three times in two years.  Indeed, the belief in the concept that “the best ideas will attract the best people” was so strong that management actually watched the flow of people as an indicator of the value of a new initiative.  Said Skilling, “I can tell where the best ideas are when I see people moving.  Then I throw more resources behind them.”

By the mid-1990s, ECT was deploying large numbers of people behind promising new ideas.  For example, when Ken Rice started up the power marketing group, Skilling encouraged him to resource it aggressively to build the market much faster than they had in natural gas.  Despite the fact that no market existed at the time, Rice found no difficulty in attracting 70 people into his startup business unit.  When Mark Frevert went to London to build a greater presence in Europe, he grew the staff from 50 in 1994 to 250 by 1996 by signing up talent interested in being part of international expansion, including several of the company’s best and brightest VPs.  As Skilling observed, “Mark has always been able to build businesses because he can attract the best people.  He gives them lots of space so they like working for him.”

The market for talent had its problems, however.  Several managers complained about the difficulties caused when waves of people wanted to move to the latest hot business.  Some employees became too mobile and management had to counsel them to slow down so they could develop a track record.  However, most viewed the disruption as a reasonable price to pay for the flexible responsiveness it provided.  Said Frevert:

I recently lost 50 people to a couple of internal new businesses.  It hurts, but you have to recognize that it’s adding value for the corporation . . . There’s only one way to deal with it.  You have to recruit ahead of your needs and overhire.  I was looking for people from Spain, Italy, and Germany two or three years ahead of when those markets opened.  Developing people ahead of current needs is a key to our first-mover capability—and it gives us a cushion in the internal talent transfers.

Creating an Information Advantage

From the earliest days of Enron’s upstart merchant function, Skilling had recognized the need for information to flow more freely.  His insistence on taking down walls and creating open discussion in forums like the PRC served that purpose.  The commitment to sharing information was reflected in oft-repeated phrases such as, “facts are friendly” or “ideas are our currency,” and creativity was fostered by what one manager called "the random collision of ideas.”  The physical environment reinforced the communications-intensive, high-energy culture.  In addition to pumping out company videos and CNN Financial News feeds, monitors in the corporate office elevators informed employees about Enron’s new business initiatives or reminded them about open meetings and online discussion forums with Enron executives.  Company posters reinforced themes, and the walls in the trading room were write-and-wash to encourage message posting and extemporaneous diagramming. 

The larger and more diverse operations became, the more management recognized the importance of capturing, applying and leveraging its worldwide access to information and expertise.  Building on the early informal networks, Skilling began to invest in advanced information technology to support traders and business managers.  By the mid-1990s he acknowledged spending “at a $70 million annual rate” on IT, and planned to invest even more.  In this development effort, however, it was the traders, not the programmers, who led new IS design projects ensuring that information was aggregated, analyzed, and displayed in ways that met their needs.  

By harnessing these rich and sophisticated information systems, Enron traders could scan vast amounts of data to identify profitable arbitrage opportunities or creative ways to reconfigure and repackage large blocks of power.  For example, during extreme weather, when gas prices could spike overnight, Enron’s information on gas and electricity prices and availability in different parts of the United States allowed the company to structure and execute advantageous deals by moving, substituting and trading gas and power around the country.  Commented Andy Fastow:

We don’t just arbitrage gas markets in a region, we can arbitrage between gas and power and across geographic areas.  Our clients make money and we make money because of the information we have in our system about prices and supply.

A significant investment in IT was also necessary to support the increasingly complex risk management system.  Not only did the risk management group monitor and manage positions and exposure in each of the business “books” (London Power, North American Gas, Exotic Options, etc.), it also linked all these trading systems to an integrated company-wide risk-managed portfolio through a system known as “Risk tRAC.”  In the words of one trader, “No competitor comes close to our commitment to information management.”

Yet despite the huge amount of information available and the financial commitment made to supporting IS and IT, some felt that Enron could do more.  One of the most vocal champions of exploiting Enron’s “information advantage” was John Sherriff, who moved from the United States to Europe in 1996 to head up Enron’s European gas and power marketing initiatives:

We had lots of information flowing around in our meetings and on our systems, but nobody talked about an “information advantage.”  In Europe, we decided we would start measuring, monitoring, and talking about how we could use the information to drive our business.  We told our heads of trading we were giving them a valuable resource and we wanted them to use it for competitive advantage.

In 1996, Sherriff and his team discovered the organization was accessing 25 million pieces of information a day.  Four years later, that number had grown to 500 million pieces a day. 

Closing Out the Decade: Entrepreneurship Unleashed

In his March 1998 Shareholders’ Letter, Ken Lay described the previous year’s results as “unacceptable.”  The final resolution of the J Block North Sea gas contract led to a $675 million write-off, halting the 22% average annual growth in the company’s stock price since 1990.  Yet behind that shock, the ongoing performance of the core operations continued to grow and prosper.  Now managed as four integrated global businesses, each played a key strategic role: Exploration and Production was in an intrinsically risky and capital-intensive business, but through a hedging strategy, Enron had captured the opportunity while reducing the risk; Transportation and Distribution, including both the gas pipeline operations and the electricity transmission and distribution business acquired in a 1997 merger with Portland General Electric, was a reliable source of steady growth, earnings, and cash flow; Wholesale Energy, which encompassed ECT’s merchant expertise backed by a physical delivery network, represented Enron’s major source of growth through the 1990s; and Enron Energy Services, a spin-off of the retail start-up business born under ECT’s sponsorship, was seen as a major source of future growth as an energy management outsourcing business for industry and commerce.

Despite the difficult year in 1997, Lay and Skilling (who had been promoted to become Enron’s President and COO in 1997) reaffirmed Enron’s core beliefs and committed to its continued growth and renewal.  They again emphasized that the philosophy was based on a belief in the causal linkage between deregulation, choice, competition, and creativity; they reemphasized that Enron’s embedded cultural norms were a passion for competition, a talent for anticipating trends, an openness to “out-of-the box” thinking, and a willingness to take disciplined risk; and they confirmed the operating principles that reinforced these norms: hire the best, give them authority, and promote creativity.  The decade-long effort of putting this all in place was paying off: in 1997 Fortune  magazine named Enron the most innovative company in America for the second year in a row.

Bottom-Up Initiatives

While many of ECT’s earlier new business initiatives had been jump-started by Skilling or one of his top team, by the mid- and late-1990s, an increasing number of ideas and proposals were bubbling up from the front lines.  Although many initiatives died from lack of the idea champion’s commitment, top management’s sponsorship, or peers’ interest and support, several proved quite successful.  The following examples represent the variety of those that survived.

Bart Crawford, a young associate hired into ECT, came with a good understanding of the coal industry due to the fact that his father was the president of a coal company.  Seeing the possibility of transferring Enron’s package of merchant functions from gas to coal, he wrote a memo outlining his ideas to his boss, Gene Humphrey, with a copy to Skilling.  Shortly after, Skilling wandered into the 24-year-old’s office and began quizzing him on his proposal.  As Humphrey recalled, “At the end of the conversation Skilling told him that if he believed it, he should go for it.  And from that moment, he was in charge of the company’s coal trading.”  By the end of the decade, Enron had grown to be the largest coal trader in the country.

About the same time, David Cox, an ex-employee who had left to start a graphics company, recognized an opportunity when his small business was buffeted by fluctuating paper costs.  Skilling invited Cox to return to Enron and set up a business to package contracts for pulp and paper on the model of the company’s gas deals.  In 1997, the business wrote $200 million in pulp and paper contracts, and $4 billion the following year—still only 1% of the global market potential.

Meanwhile, three “twenty-something” Enron analysts were pitching a very different opportunity to Skilling and CFO Fastow.  As volunteers working with minority and women entrepreneurs in Houston, they were convinced that Enron’s involvement in financing these businesses would not only do good for the community but also represented a good business opportunity.  Skilling signed off and, in the spring of 1999, the 15-person group. raised its first $40 million venture capital fund—half funded by Enron, half raised outside.  By mid-1999, the fund had invested nearly $6.6 million in six companies with business interests as varied as Creole food services and Spanish-language education software.

In 1997, Lynda Clemmons, a 29-year-old French major working as a gas and power trader on the 31st floor, grew fascinated by the market for emissions credits that power companies were beginning to trade.  In exploring this potential market with power company executives, she uncovered another unmet need—a product that would protect them against the risk of huge cost increases when heat waves or cold snaps caused short-term spikes in the price of power.  Her solution was to create a weather derivative designed to function as an insurance policy against extreme weather.  After checking with the legal and credit departments and eliciting help from the trading group, she took her proposal to her supervisor.  Over the next two years, Clemmons attracted 13 people to her start-up group and wrote over $1 billion in weather hedges.

Top management understood clearly what those bottom-up ideas—even those that didn’t look promising in the beginning—meant to Enron’s bottom line.  Commented Lay:

Over the years, I learned I had to learn to bite my tongue to stop myself killing ideas that people bring to me.  Unless you do that, pretty soon the ideas and proposals just dry up.  In fact, some of the ideas that I have thought were infeasible or impractical have turned out to be the most valuable for the company.

Corporate-Led Bets

At the corporate level, top management was also working on some major new initiatives.  The 1997 acquisition of Portland General for $3.2 billion was designed to give Enron access to power consumers at the retail level, particularly in the huge, deregulating California market.  It also provided greater visibility and credibility in the power industry—“a seat at the table,” to quote one VP.  Moreover, the acquisition gave Enron new capabilities, such as managing power transmission and distribution assets, and providing retail customer services.  However, after a long, difficult and expensive regulatory and legislative battle to acquire and retain customers, management decided that at that time this market was not where Enron wanted to invest its resources.  In November 2000, Enron divested Portland General for about what it paid two and a half years earlier.

Another corporate-level initiative in the late-1990s was to invest in renewable energy.  Building on its 1995 solar power joint venture with Amoco, and recognizing a federal production tax credit for such projects, in 1997 the company acquired Zond Corporation, a leading developer, manufacturer, and operator of wind energy power plants.  But these businesses, operating as Enron Renewable Energy Corp., remained a very small part of the company’s portfolio.

Finally, in 1998, top management made a bet that it could apply to the water utility industry the expertise it had built in managing worldwide gas and power projects, and infrastructure.  Its acquisition of Wessex Water in the U.K., provided the base for Azurix.  Headed by Rebecca Mark, the executive who had spearheaded Enron’s global expansion in gas and power, the new business aimed at becoming a major global water company.  In 1999 Enron Corp. spun off Azurix Corp., in a $700-million initial public offering.  But the water business soon proved too capital-intensive and too slow to meet Enron’s performance benchmarks.  18 months after its initial public offering, Enron bought back Azurix shares and planned to sell off its assets piecemeal.

Embedding Core Processes

As the company grew in size, scope, and geographic spread, Lay and Skilling felt an increasing need to capture the best elements of the “loose-tight” model and make them more consistent throughout the company.  Conscious of the constraining role that the corporate human resource group had played in the early days of the merchant business, Skilling was particularly keen to upgrade that company-wide activity to make it more supportive and value-enhancing.  After several management shuffles in corporate HR, in 1999 he asked Cindy Olsen to join the Executive Committee and take on the challenge of leading this function.  Having spent most of the past decade as VP of Wholesale Operational Services at ECT, Olsen was surprised by the offer.  But despite any formal HR background, she accepted the challenge.

Olsen’s first priority was to tackle a company-wide rollout of the PRC process complete with 360° feedback, forced ranking, and a link to a highly leveraged compensation system.  (See Exhibit 11.)  Despite the major administrative effort this implied, top management remained committed to the belief that uniform HR policies and practices were essential if Enron was to achieve its goal of creating a true meritocracy and an open market for talent.  To emphasize that philosophy, the top 500 corporate officers and executives (VP level and above) were re-categorized and managed as a corporate resource.   

Another key executive who gained a seat at the executive committee table was Rick Buy, Skilling’s VP of Control who was named the company’s Chief Risk Officer.  In this role, Buy built his risk management staff to 180 to allow him to develop and manage sophisticated corporate-wide risk management tools such as Enron’s Risk tRAC integrated system, and its three-level deal approval process.  In mid 1999, Buy and his staff were challenged to deal with the added complexities of managing risk in the fast moving world that evolved as trading moved on line.

Finally, in July 1999, Skilling also decided to reinforce and realign Enron’s IT operations and in doing so, change the way the company viewed technology.  In a typical, convention-defying move, he asked Mike McConnell, the head of Enron pipeline subsidiary with zero IT experience, to head the effort.  Appointing him CEO of Enron Global Technology—the company’s de facto CIO—Skilling gave McConnell the mandate to make Enron a world leader in B2B commerce.  After consolidating all Enron’s IT people under a new chief technology officer, McConnell moved these experts out into the business units.  “We wanted to make people think about technology not as IT and support but as extension of our business,” he said.

As Olsen, Buy, and the other corporate staff were acutely aware, their challenges were to create policies and processes that allowed Enron’s complexities to be managed but without creating bureaucracy that would constrain creativity or initiative.  As Rick Buy put it, “We have to guard against becoming the bureaucrats, and naysayers.  We just want to give them the information that helps minimize their risk.”

The New Millennium: New Leadership for the New Economy

Enron ended the decade a very different company from the one that started it.  The traditional gas pipelines system, now at the heart of Enron Transportation Services, had grown into a 32,000-mile network of four interstate pipelines crisscrossing the country and one intrastate pipeline in the state of Texas.  In 1999, it accounted for only 5% of the company’s $40 billion in revenue.  Exploration and Production, one of Enron’s core businesses in 1990, had all but disappeared through the sale and exchange of its interest in Enron Oil and Gas in August 1999.  As top management explained, the asset intensity and risk of this business no longer fit in a business strategy that was de-emphasizing earning returns on owned physical assets in favor of developing and leveraging knowledge-based assets.

By far the largest contributor to Enron’s sales and earnings—$36 billion in revenues and $1.3 billion in net income in 1999—was the merchant business now known as Wholesale Energy.  From its humble beginnings as Enron Gas Services (EGS), this business became the world’s leading international trader of natural gas, electric power, and a broad range of other commodities.
  

As it grew, Wholesale Energy developed the intellectual capital necessary to create a third core business: Enron Energy Services (EES).  In its second year as a separate business, in 1999 EES signed $8.5 billion in energy outsourcing contracts, and began generating positive earnings by year’s end.  In late-1999, it also began rolling out its unique outsourced energy management business internationally where management believed there was huge potential.

However, to most outsiders, the biggest surprise in Enron’s continued self-renewal was the creation of its fourth core business, Enron Broadband Services.  Yet management saw the entry into the communications industry as a logical extension of the organization’s skills and experience.  Drawing a parallel with the natural gas industry in the mid-1980s, Enron executives viewed broadband as an inefficient market waiting to be restructured.

Enron Broadband Services

Enron’s involvement in broadband traced back to the company’s acquisition of Portland General in 1997.  Although assigned no value in the original analysis, one of the assets obtained in the merger was 1,755 miles of dark fiber optic cable laid along Portland General’s power line access ways.  Convinced of the need to keep investing in this project, Joe Hirko, Portland General’s former CFO, argued that it represented a potentially valuable asset for Enron.  Although few understood what linkage there could be with the company’s core business, the attitude was, “as long as you can self-fund, go and prove it.”  By selling or leasing 116 of the 128 strands in the cable, Hirko was able to pay for the expansion of the system, while retaining sufficient capacity for Enron to start building its own broadband network.  

The acquisition of Modulus, a developer of proprietary software that provided the network intelligence to link servers and routers, allowed Enron to start building its Enron Intelligent Network (EIN).  By the end of 1998 the network had 5,500 miles of connected cable; a year later it linked 225 Sun Microsystems’ servers with 12,300 miles of fiber-optic lines.  EIN had become operational.

While Hirko was leading the development of the fiber optic network, another initiative was triggered by Tom Gros, a commodity trader who was setting up an Enron office in New York City.  Needing to keep regular video-conference communication with Houston, Gross discovered he had no option but to sign a four-year, $25,000 per month contract for a dedicated, high-speed telecommunications line, despite the fact that he needed capacity for only a few hours a week.  Immediately, he saw the potential to create a market for excess bandwidth capacity, trading it just as he did any other commodity.  With blessings from his boss and $50,000 to cover start-up costs, Gros started promoting his idea internally, recruiting traders and other employees to help him develop it.  In late 1998, management formally approved his proposal to create a bandwidth trading exchange, appointing him vice president in charge of its development.

In record time, Enron Bandwidth Services emerged as one of the company’s four main business pillars, the one with perhaps the most growth potential.  Two of Enron’s most experienced executives were put in charge, and in an unusual move, in January 2000 fifty Enron VPs and managing directors were transferred from other businesses to drive the growth and development of broadband.  During 2000, the management team was pursuing two parallel strategies—to expand the bandwidth trading opportunity Gros had promoted, and to develop a business around its ability to deliver high quality content across its network.  Both markets were largely unknown and undeveloped, but management was confident it could again exploit its first-mover advantage. 

Despite the extremely optimistic views about the business within Enron, some outsiders questioned whether this initiative was not “a bridge too far” for an energy company.  Said John Sidgmore, vice chairman of MCI WorldCom: “Honestly, what possible expertise could Enron have to help in the telecommunications industry? They have zero experience that I know of.”
  And Leo Hindery, CEO of Global Crossings, Ltd., added: “Gas is gas and electricity is electricity, but telecommunications bandwidth is brain surgery.”
  He went on to suggest that Enron would remain a bit player, calling Skilling’s projection that 30% of U.S. bandwidth would be traded by 2004 “laughable.”  The question was, who had the best insight into the future of this young business.

Passing the Baton

In February 2001, after 15 years at Enron’s helm, Ken Lay passed the CEO title to Jeff Skilling, while continuing to serve as chairman of the board.  The new CEO faced far different challenges than those Lay confronted in his early days.  Commented Lay:

My first problem as CEO was to make Enron’s physical assets more productive so we could pay down the debt, sustain dividends, and fund new investments.  It was an operations-driven business run through a more hierarchical organization. . . . Jeff’s challenge will be to build an organization that can develop intellectual capital and that requires an organization built more like a partnership than a hierarchy.

Skilling also saw his key challenge as leveraging Enron’s formidable people-based skills and expertise.  Moreover, he was acutely aware of the need to focus those valuable human resources on a new energizing aspirational goal: 

I believe we can claim we have become an acknowledged leading global energy company, and now our vision needs to be changed.  More than anything, we need to articulate what we have become, and what to challenge ourselves to become in the future.  I’m going to have to figure out our new vision soon.

Exhibit 1  Enron Corp. in 2000
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1986

1990

1991

1992

1993

1994

1995

1996

1997

1998

1999

Sales

$7,453

$13,165

$5,563

$6,325

$7,972

$8,984

$9,189

$13,289

$20,273

$31,260

$40,112

  Cost of Goods Sold

6,752

12,378

4,711

5,344

6,897

7,827

8,139

12,125

18,883

28,994

37,999

Operating Income

702

787

851

981

1,076

1,157

1,050

1,164

1,390

2,266

2,113

  Depreciation, Depletion & Amortization

443

356

353

361

458

441

432

474

600

827

870

Interest Expense

452

395

368

327

300

282

301

286

419

616

710

Non-Operating Income/Expense

-10

163

183

41

180

223

198

382

507

248

793

Special Items

@CF

67

28

112

0

15

367

178

-714

-39

13

Total Income Taxes

-95

58

91

92

135

167

285

271

-90

175

104

Minority Interest

0

7

9

18

30

51

76

109

149

154

211

     Extraordinary Items

0

0

0

-23

0

0

0

0

0

0

-131

     Discontinued Operations

185

0

1

-7

0

0

0

0

0

0

0

Net Income

$78

$202

$242

$306

$333

$453

$520

$584

$105

$703

$893

EPS (Primary) 

0.08

0.44

0.54

0.64

0.66

0.90

1.03

1.15

0.16

1.07

1.17

EPS (Fully Diluted)

0.08

0.43

0.51

0.61

0.63

0.85

0.97

1.08

0.16

1.01

1.10

Dividends Per Share

0.31

0.31

0.31

0.33

0.36

0.38

0.41

0.43

0.46

0.48

0.50

Share price (Close December 31)

39.50

54.75

35.00

46.38

29.00

30.50

38.13

43.13

41.56

57.06

44.38

ASSETS

Current Assets - Total

$2,351

$2,137

$2,289

$2,126

$2,019

$1,909

$2,727

$3,979

$4,669

$5,933

$7,255

Net Property, Plant, and Equipment 

4,851

6,219

6,598

6,473

6,723

6,739

6,868

7,112

9,170

10,657

10,681

Total Assets

$8,484

$9,849

$10,424

$10,664

$11,504

$11,966

$13,239

$16,137

$23,422

$29,350

$33,381

LIABILITIES AND SHAREHOLDERS' EQUITY

Total Current Liabilities 

$2,886

$2,421

$2,649

$2,642

$2,676

$2,297

$2,432

$3,708

$4,412

$6,107

$6,759

Long Term Debt 

3,287

2,983

3,109

2,459

2,661

2,805

3,065

3,349

6,254

7,357

7,151

Total Equity

1,427

1,856

1,929

2,547

2,623

2,880

3,165

3,723

5,618

7,048

9,570

Total Liabilities and Equity

$8,484

$9,849

$10,424

$10,664

$11,504

$11,966

$13,239

$16,137

$23,422

$29,350

$33,381

RATIOS

ROA (%)

-1.84

1.80

2.08

2.95

2.74

3.66

3.81

3.52

0.38

2.34

2.87

ROE (%)

-16.22

10.95

12.68

13.29

12.76

16.00

16.66

15.84

1.60

9.92

11.35

Market Value ($ Mil.)

1753.88

2761.92

3542.63

5499.70

7223.76

7676.09

9578.60

11002.22

12936.01

18880.73

31707.13

Book Value (Mil.)

962.78

1618.59

1706.45

2363.61

2473.71

2739.83

3027.67

3586.00

5484.00

6916.00

8440.00

Market to Book Ratio

1.82

1.71

2.08

2.33

2.92

2.80

3.16

3.07

2.36

2.73

3.76


[image: image5.emf]Enron Wholesale Services

Mark Frevert

Greg Whalley

Enron Wholesale Services

Mark Frevert

Greg Whalley

Chairman of the Board

Ken Lay

CEO, President & COO

Jeff Skilling

Chairman of the Board

Ken Lay

CEO, President & COO

Jeff Skilling

Enron Broadband Services

Ken Rice 

Kevin Hannon

Enron Broadband Services

Ken Rice 

Kevin Hannon

Enron Energy Services

Lou Pai

Tom White

Enron Energy Services

Lou Pai

Tom White

Enron Transportation 

Services Company

Stan Horton

Enron Transportation 

Services Company

Stan Horton

•Enron Americas

•Enron Europe

  (with Japan and Australia)

•Enron NetWorks

•Enron Global Markets

•Enron Industrial Markets

•Enron Global Assets

•Northern Border Pipeline Co

•EOTT Energy Partners

•Clean Fuels

•Enron Intelligent Network

•Bandwidth Intermediation

•Enron’s Content Services

•Global Energy Services

•EES Europe

•Enron South America

•EE&CC

•EES North America

[image: image6.wmf]Exhibit 2 Enron’s Selected Financial Data  

Exhibit 3  EFC Early Hires and Their Backgrounds


Educational Background


Prior Non-Enron Experience
Enron Experience
December 2000 Position

Andy

Fastow
MBA Finance, Kellogg Graduate School of Management

BA Economics and Chinese
Senior Director Asset Securitization, Continental Bank
1997 SVP Enron Capital Management—Treasury

1996 MD ECT--Treasury

1995 VP Enron Energy Services

1990 Enron Finance Group
Executive VP and CFO

Gene

Humphrey
MBA, Stanford University

BS Business Administration
Citicorp’s energy group
1998 Vice Chairman, ECT 

1993 President, Enron Finance Corp
Chairman and CEO, Enron Investment Partners



Cliff

Baxter
MS Finance/Accounting, Columbia University

BS Finance/Management
1989 VP, Kemper Securities

1986 Associate, Paine Webber
1999 Chairman & CEO – ENA

1999 EVP Corporate Development

1996 MD – NAES

1995 VP – NAES


Vice Chairman & Chief Strategic Officer



Ken

Rice
MS Finance, Creighton University

BS Electrical Engineering
1986 Sales Director, Houston P/L

1983 Acct Executive NNG


2000 Co-Chairman, EBS

1999 Co-CEO

1997 Chairman and CEO, NAES 

1995 MD, NAES 

1993 President, EGS Enron Power Marketing


CEO, Enron Broadband Services

Rick

Causey
BBA Accounting, University of Texas
1982 Audit Manager, Arthur Andersen 
1997 SVP Chief Accounting & Information Officer

1996 MD, ECT Retail Risk Management


Executive VP & Chief Accounting Officer



Lou

Pai
MA Economics, University of Maryland
Economist, Corporate Planning, Conoco 
1999 Chairman and CEO EES

1995 President and COO EES
Chairman and CEO Enron Energy Services



Kevin

Hannon
MBA Finance, Cornell University

BA Economics
1989 Associate Risk Manager, Bankers Trust

1986 Financial Analyst Federal Reserve
2000 COO Enron North America

1998 President and COO ECT

1997 President CTS
COO Enron Broadband Services

ECT – Enron Capital and Trade

EES-Enron Energy Services

ENA –Enron North America

NAES-North American Energy Services
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Exhibit  4 Vice President/Managing Director Performance Feedback

REVIEWER:




EMPLOYEE’S SUPERVISOR:



DEPARTMENT:




In preparation for the performance review, please provide customer feedback regarding:

EMPLOYEE:



REVIEW PERIOD:




JOB GROUP:



JOB TITLE:




NOTE:
For your reference, skills and behaviors descriptors are attached to the end of this document.


All of the comment fields below will expand as you continue to type in the box.  

SKILLS/BEHAVIORS
RATING
COMMENTS

INNOVATION/ENTREPRENEURSHIP
SELECT RATING


COMMUNICATION / SETTING
DIRECTION
SELECT RATING


TEAMWORK / INTERPERSONAL
SELECT RATING


LEADERSHIP / VISION & VALUES
SELECT RATING


BUSINESS INSTINCTS
SELECT RATING


ANALYTICAL / TECHNICAL
SELECT RATING







SELECT RATING


QUESTIONS
COMMENTS

Describe your observations of, or interactions with, the employee and their work.


Describe employee’s major strengths in performing their role.


Describe areas where continued development of employee’s capabilities would further enhance their overall effectiveness.


Performance-rating  scale: Superior, Excellent, Strong, Satisfactory, Needs Improvement, Issues.

Source:  Enron Corp.

Exhibit 5  Skills/Behaviors Descriptions:  Vice President/Managing Director Performance Feedback

Skills/Behaviors
Descriptors




Innovation/Entrepreneurship
· Receptive to information from outside the current practice and from employee


· Creates a climate to support the creation and implementation of new ideas


· Urges consideration of counter-intuitive alternatives


· Relentlessly seeks simpler methods to provide customers with better products/services


· Identifies profitable opportunities and minimizes time and resources dedicated to less attractive opportunities




Communication/Setting Direction
· Consistently provides the organization with a clear direction, articulates tangible vision, values, strategy


· Turns vision and strategy into actions and results


· Inspires a shared purpose


· Creates a climate for success


· Utilizes skills and resources needed to form networks throughout Enron


· Provides specific and frequent feedback to improve individual and team performance




Teamwork / Interpersonal
· Fosters collaborative culture by promoting cooperative goals and building trust across Enron


· Inspires others to achieve the business objectives above individual, professional objectives


· Motivates others to take actions in best interest of Enron


· Strengthens others by sharing power, authority, and information


· Supports the team even during a loss


· Willing to take career risks in moving across Business Units




Leadership / Vision / Values
· Inspires excellence in others, by example


· Consistently creates a sense of urgency and energy in achieving both Enron and customer objectives


· Serves as a catalyst and manager for strategic change


· Demonstrates ability to integrate, resource, and orchestrate processes and activities to support multiple business goals and create value for Enron


· Fully utilizes and continues to develop the talents and skills of employees/leverages diversity




Business Instincts
· Visualizes the business through the customer’s eyes


· Combines complete knowledge of Enron capabilities and the external market to identify attractive new business opportunities and customers


· Utilizes the Enron resources to effectively negotiate and execute transactions to the ultimate satisfaction of customers and Enron


· Builds and maintains relationships between Enron and customers (internal and external) through management actions




analytical / technical
· Demonstrates mastery of technical skills critical to area of responsibility


· Applies relevant technical principles and standards to business decisions


· Effectively integrates technical expertise with knowledge of Enron business to achieve business objectives


· Quickly and effectively integrates technical information outside area of expertise




Source:   Enron Corp.

Exhibit 6  Enron Recruiting—Primary Targeted Schools 

Undergraduate
Graduate

Baylor
Carnegie Mellon

Cal Berkley
Columbia

Carnegie Mellon
Cornell

Howard University
Georgetown

Morehouse College
Harvard

New York University
Massachusetts Institute of Technology

Rice University
New York University

Stanford University
Northwestern 

Texas A&M University
Rice 

University of Florida
Thunderbird

University of Houston
University of Chicago

University of Michigan
University of Michigan

University of Minnesota
University of Texas

University of Oklahoma
University of Virginia—Darden

University of Pennsylvania
Vanderbilt

University of Texas
Wharton 

University of Virginia


Vanderbilt University


Wellesley College


Source:  Enron Corp.

Exhibit 7 ADVANCE \r12 Strategic Business Units—EGS in 1993
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1986

1990

1991

1992

1993

1994

1995

1996

1997

1998

1999

Sales

$7,453

$13,165

$5,563

$6,325

$7,972

$8,984
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12,125

18,883

28,994

37,999

Operating Income

702

787

851

981

1,076

1,157

1,050

1,164

1,390

2,266

2,113
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0
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0

0

0

0

0
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$306
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0.08
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0.54
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54.75
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46.38
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30.50

38.13

43.13

41.56

57.06

44.38

ASSETS

Current Assets - Total

$2,351

$2,137

$2,289

$2,126

$2,019

$1,909

$2,727

$3,979

$4,669

$5,933

$7,255

Net Property, Plant, and Equipment 

4,851

6,219

6,598

6,473

6,723
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ROA (%)

-1.84

1.80

2.08
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11.35
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1753.88

2761.92
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7223.76

7676.09

9578.60
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12936.01

18880.73

31707.13

Book Value (Mil.)

962.78

1618.59

1706.45

2363.61

2473.71

2739.83

3027.67

3586.00

5484.00

6916.00

8440.00

Market to Book Ratio

1.82

1.71

2.08

2.33

2.92

2.80

3.16

3.07

2.36

2.73
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Exhibit 8 ADVANCE \r12 Enron Worldwide Activities: 1994 
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Exhibit 9  RAC Deal Approval Sheet—excerpts from a five-page document.  

Page 1 summarizes the deal.

Page 2

RETURN SUMMARY


PV@
Cumulative




Return Components:
Capital Price
IRR

Capital Price Components


Cash Outflows
($16,000)


Risk free rate (%)
6.50%

Fees
$0


Equity/Credit premium (%):
5.00%

Intermed. Cash Flows
$13,192
11.19%

Transaction specific
3.50%

Terminal Value
$3,644
12.62%




Total NVP
$856
12.62%

RAC CAPITAL PRICE:
12.50%


Page 3 evaluates different types of risk (e.g. valuation, market, environmental, reserves and unknown liabilities) in a risk matrix.

Page 4 contains other RAC comments.

Page 5 contains global finance summary.

Source: Enron Corp.  (Disguised data)

Exhibit 10 ADVANCE \r12 Enron Corporation Transaction Approval Process
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Source:   Enron Corp.

Exhibit 11  Performance Review Process (Excerpted internal email sent to all Enron employees worldwide.)  

The key to Enron's success is the increasing quality and dedication of our talent.  As we continue to attract and retain the very best people, we all have continued to raise the performance bar throughout the organization.  At the core of our system are the following principles:

· Hire the best people.

· Provide challenging opportunities.

· Pay well, and pay for performance (with bonuses based on merit, not entitlement).

· Evaluate performance through a rigorous review process.

· Provide clear feedback and direction to employees.

The PRC is a critical component of our performance management system.  The PRC is built on this foundation:

·  360 degree performance feedback.

· Review by a broad group, not just the supervisor.

· A relative ranking of performance across Enron to determine promotions and to allocate bonus money.

In addition to understanding this broad philosophy, we all need to understand the following details:

· Relative ranking.  Enron uses the descriptors "superior", "excellent", "strong", "satisfactory", "needs improvement", and "issues" to group all employees.  The qualifier "relative to his/her peers" confirms that it is possible for someone to perform at the same or higher level compared to prior periods, yet receive a lower rating for the current period if other employees' performance raised the bar.  

· Teamwork.  A relative ranking may invite the view that for one employee to gain, others must suffer.  However, feedback is explicitly solicited on teamwork when evaluating each individual's performance.  Anyone who attempts to gain by withholding information or refusing to collaborate with others in the organization will suffer in a relative ranking on this key performance criterion.  

· Preferred distribution. In large part, the quality of our workforce has been driven by our willingness to make tough decisions.  The preferred distribution (5% superior, 30% excellent, 30% strong, 20% satisfactory, and 15% needs improvement or issues) forces PRC committee members to identify those who must improve in order to remain at Enron as well as to single out top talent for special recognition.  Few, if any, organizations adhere exactly to the preferred distribution. Rather, they exercise informed discretion in the individual categories and meet a distribution that reflects their groups' overall effectiveness and need for improvement.  

· Communicating Ratings. Everyone rated "satisfactory" or below should know his/her rating. Each organization has determined for itself whether to communicate ratings of "strong" and above.  In all cases, employees will receive feedback about their performance against expectations, areas of success, and areas that need improvement.

We would like your feedback and ideas on how to improve the PRC process going forward.  Therefore, we will be conducting an eSpeak in the near future, and there will be other methods we will create to let us know what you think.

Endnotes

� EMBED Excel.Sheet.8  ���

































































































































































Source:  Enron Corp.





Relative upside ratio 1.027





Source:  Enron Corp.





Source:  Enron Corp.





Source:  Enron Corp.





Source: Research Insight





Source:  Enron Corp.  








� Pursuing a more capital-intensive approach than EGS, Enron’s aggressive international expansion in the early 1990s was built on a belief that advantages would accrue to those who moved quickly to exploit the worldwide deregulation of the energy industry.  With an objective of developing international energy infrastructure in both developed and developing nations, the company was operating power and pipeline projects in 15 countries by 1994 and was developing similar projects in 15 others.  Investments ranged from the $1.4 billion power generation plant in Teesside, England, to a 4,000-mile pipeline that delivered two thirds of Argentina’s gas, to a $1 billion power plant in India tied to a 20-year power supply agreement.  (See Exhibit 8 for a representation of worldwide activities in 1994.) 


� In the process, the company continued to revolutionize the way it delivered its products and services.  In April 1999, Louise Kitchen, a U.K.-based gas trader, began assembling a 350-person team to develop EnronOnline, an Internet-based trading platform that was up and running by November.  In six months, over a third of all trades were transacted online.  (For a full description see “EnronOnline,” HBS No. 301-085.)





�   “Texas Lone Star,” World Link technology supplement, September/October 2000, pp.10-14.


� “Enron takes its pipeline to the Net,” Fortune, 1/25/2000, pp-127-129.


� “Enron Electrified,” Fortune, 7/24/2000, pp. EB54-58.





Professor Christopher A. Bartlett and Research Associate Meg Wozny prepared this case as the basis for class discussion rather than to illustrate either effective or ineffective handling of an administrative situation.
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				1986		1990		1991		1992		1993		1994		1995		1996		1997		1998		1999

		Sales		$7,453		$13,165		$5,563		$6,325		$7,972		$8,984		$9,189		$13,289		$20,273		$31,260		$40,112

		Cost of Goods Sold		6,752		12,378		4,711		5,344		6,897		7,827		8,139		12,125		18,883		28,994		37,999
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		Depreciation, Depletion & Amortization		443		356		353		361		458		441		432		474		600		827		870

		Interest Expense		452		395		368		327		300		282		301		286		419		616		710

		Non-Operating Income/Expense		-10		163		183		41		180		223		198		382		507		248		793

		Special Items		@CF		67		28		112		0		15		367		178		-714		-39		13

		Total Income Taxes		-95		58		91		92		135		167		285		271		-90		175		104

		Minority Interest		0		7		9		18		30		51		76		109		149		154		211

		Extraordinary Items		0		0		0		-23		0		0		0		0		0		0		-131

		Discontinued Operations		185		0		1		-7		0		0		0		0		0		0		0

		Net Income		$78		$202		$242		$306		$333		$453		$520		$584		$105		$703		$893

		EPS (Primary)		0.08		0.44		0.54		0.64		0.66		0.90		1.03		1.15		0.16		1.07		1.17

		EPS (Fully Diluted)		0.08		0.43		0.51		0.61		0.63		0.85		0.97		1.08		0.16		1.01		1.10

		Dividends Per Share		0.31		0.31		0.31		0.33		0.36		0.38		0.41		0.43		0.46		0.48		0.50

		Share price (Close December 31)		39.50		54.75		35.00		46.38		29.00		30.50		38.13		43.13		41.56		57.06		44.38

		ASSETS

		Current Assets - Total		$2,351		$2,137		$2,289		$2,126		$2,019		$1,909		$2,727		$3,979		$4,669		$5,933		$7,255

		Net Property, Plant, and Equipment		4,851		6,219		6,598		6,473		6,723		6,739		6,868		7,112		9,170		10,657		10,681

		Total Assets		$8,484		$9,849		$10,424		$10,664		$11,504		$11,966		$13,239		$16,137		$23,422		$29,350		$33,381

		LIABILITIES AND SHAREHOLDERS' EQUITY

		Total Current Liabilities		$2,886		$2,421		$2,649		$2,642		$2,676		$2,297		$2,432		$3,708		$4,412		$6,107		$6,759
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		RATIOS

		ROA (%)		-1.84		1.80		2.08		2.95		2.74		3.66		3.81		3.52		0.38		2.34		2.87

		ROE (%)		-16.22		10.95		12.68		13.29		12.76		16.00		16.66		15.84		1.60		9.92		11.35

		Market Value ($ Mil.)		1753.88		2761.92		3542.63		5499.70		7223.76		7676.09		9578.60		11002.22		12936.01		18880.73		31707.13

		Book Value (Mil.)		962.78		1618.59		1706.45		2363.61		2473.71		2739.83		3027.67		3586.00		5484.00		6916.00		8440.00
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