Transforming Enron Corporation as an Act of Managerial Will—The Value of Active Management 

Vince Kaminski, PhD (Director of Research, Enron Corporation, Houston, TX), Stinson Gibner, PhD (Vice President—Research, Enron Corporation, Houston, TX), and John Martin, PhD (Carr P. Collins Chair of Finance, Baylor University, Waco, TX)
Introduction

Virtually every firm that has existed for many years has gone through one or more transformations.  Typically, the transformation process is precipitated by changes in the economy or the firm's competitive environment.  If the firm's reaction(s) is(are) successful it continues to survive.  For example, most of us know Nokia as a leading provider of wireless phones.  What you may not know is that Nokia was formed in 1865 to harvest forest products near the small town of Nokia, Finland.   Over many years the company evolved into the successful firm we know today.
  

There are, however, some instances in where a firm's leadership actively pursues change to increase the competitiveness of their organizations.  The Sealed Air Corporation provides one such example.
  In 1989, less than a year after the firm had embarked on a program to improve manufacturing efficiency and product quality, the company borrowed almost 90% of the market value of its common stock and paid it out as a special dividend to shareholders.  Management purposefully and successfully used the leveraged recapitalization as a watershed event, creating a crisis that disrupted the status quo and promoted internal change.  Internal changes included establishing a new objective, changing compensation systems, and reorganizing manufacturing and capital budgeting processes.  However, even this dramatic transformation was in large part a reaction to the fact that Sealed Air was losing its product patents and forced with the prospect of entering a very competitive environment for the first time in its existence.  The Enron transformation story is equally dramatic, and its impact may well prove to be longer lasting.  This is the story of the transformation of the Enron Corporation from a natural gas pipeline company into the innovative and competitive leader of the energy market.  

Enron Corporation was formed through the merger of InterNorth and Houston Natural Gas Corporation to form HNG/InterNorth in 1985.  The origins of the firm can be traced back to 1930 when the Northern Natural Gas Company was organized in Omaha, Nebraska by three companies:  North American Light & Power Co., United Light & Railways Co., and Lone Star Corporation.  However, the modern history of the firm stands in marked contrast to its beginnings.  Today the Enron Corporation is the leading power marketer in the world and is also a leader in applying the skills developed from competing in the deregulation of the natural gas market to similar situations in the electric power market and most recently in the developing market for broadband.

In this paper we describe for the first time the blueprint used by Enron's leadership to transform the company into a dynamic, competitive and innovative value creator.  We document the implementation of Enron's business strategy through the stories of its many successful and some not so successful ventures.  These stories document a purposeful transformation of Enron from a natural gas pipeline company operating in a regulated industry into the dynamic entrepreneurial enterprise that has literally defined the power industry and is the leading creator of financial derivative products not only for energy related products but also for broadband and even weather based derivative products.   

Designed metamorphosis—A blueprint for change at Enron 

Beginning with the 1990s, Enron's stated philosophy was directed toward capitalizing on opportunities arising out of newly deregulated markets, "get in early, push to open markets, position ourselves to compete, and compete hard when the opening comes."  Enron has successfully applied this model to a number of markets including oil, gas, and wholesale electric power; but has been less successful in consumer electric power and water.  An example of this strategy is the recent formation of Enron Communications, Inc. (a wholly owned subsidiary of Enron Corporation and a leader in the delivery of high-bandwidth application services).  In a company press release President and COO Jeff Skilling" described the launch of the new business as follows:

"This is 'Day One' of a potentially enormous market.  Most companies that need bandwidth today are only able to secure inflexible, multi-year deals for pre-set amounts of capacity – just like oil contracts in the 1970s, natural gas contracts prior to 1990 and electric power contracts prior to 1994.  As was the case in those industries, the market structure for bandwidth is currently inefficient and expensive.  We are demonstrating that bandwidth can be traded under flexible market-based contract structures with the assurance that quality standards are in place and monitored real-time by the buyer and seller."  (Enron press release—December 2, 1999)

Enron’s energy strategy is built around five key elements:


1) Centralized risk management including the use of mark-to-market accounting on a daily basis combined with a daily assessment of the firm's value at risk position. 

2) Combination of physical assets and financial instruments.  Examples include energy sources (gas, oil, and electricity), as well as broadband and an array of commodities including paper (pulp) and metals.

3) Capitalizing on opportunities arising out of deregulating markets by moving quickly to stimulate the development of competitive markets.  Examples include natural gas, crude oil, electricity, and water.

4) Focusing on asset optionality as a key feature in all investment decisions.

5) Organizing around a network strategy to capitalize on business opportunities without the necessity for ownership of physical assets.

Research Plan

We have not completed the research for the paper at this time.  However, as we point out in the plan that follows, we are well along in the process and expect to complete a draft of the paper by January 2001.  The plan of research for the paper consists of the following:

· Utilize personal interviews with Enron's top management team (CEO, CFO, and President) to document the strategy formulation and execution process used by the firm.  All three of these interviews are scheduled for December 4, 2000.

· Utilize published sources and the working knowledge of two of the paper's co-authors (Director of Research Vince Kaminski and VP for Research Stinson Gibner) to describe the details of Enron's business strategy.  

This is essentially a clinical research project focusing on the interface between finance and business strategy in the context of a very innovative and successful company.  Our objective is to document the strategic thinking of company leaders that is behind the continuing transformation of Enron as well as describe in detail the competitive distinctives that underlie the firm's success.

The "softer" side of the strategy formulation story behind Enron's success will revolve around answers provided by Ken Lay (CEO), Jeff Skilling (President and COO), and Andy Fastow (CFO) to questions such as the following:

· How is strategy formulated at Enron?  Specifically, can you tell us about how management formulated the strategy to transform Enron since its origins?

· How has management overcome resistance to change and institutional inertia?

· How do you get the right talent?

· How does management motivate Enron employees to continue striving for improved performance?

· How does the management of Enron respond to adversity?

· What is the role of opportunism in Enron’s business strategy?

· How has Enron been so successful in melding the diverse cultures throughout the transformation process?

· What can others learn from Enron’s experience or is this experience unique?

The "harder" side of the Enron story will revolve around a documentation of the five competitive distinctives of the firm's strategy listed earlier.  Specifically, we will provide detailed discussions of the firm's company-wide risk management program, methods used to integrate real asset ownership and derivatives trading, approach to entering newly deregulated markets, methods for evaluating asset optionality, and approach to constructing a network organization.  
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� In 1975 newly appointed CEO Kari Kairamo began the process of changing the firm's corporate focus from forest products to consumer electronics.  In 1981 Nokia acquired 51% of the Finnish telecommunications company (Telenokia) and begins manufacturing mobile phones in 1986.  Throughout this period Nokia continued to own and operate a variety of businesses including paper, television, printed circuit boards, and tires.  


� See Wruck (1994) for a detailed discussion of the Sealed Air recapitalization story.
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