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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 and may even prosper.  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 was transformed into the successful firm we know today.[footnoteRef:3]   [3:  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 began 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.  ] 

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.[footnoteRef:4]  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 to create 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.  However, the transformation of Sealed Air pales when compared to Enron.  Enron's commitment to the invention—and later domination—of new business categories has taken it from a $200 million old-economy pipeline operator to a $40 billion new-economy trading powerhouse.  [4:  See Wruck (1994) for a detailed discussion of the Sealed Air recapitalization story.] 

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.  Enron has been named Fortune Magazine's Most Innovative Company for five straight years, and in 2000 joined the Fortune's list of Most Admired Companies and 100 Best Companies to Work for in America.  The Financial Times also selected Enron as the energy company of the year for 2000 and also recognized Enron for making the boldest successful investment decision for its $100 million investment in EnronOnline.
In this paper we describe for the first time the blueprint underlying the transformation of Enron.  We document the strategy used and its implementation in the words of the firm's top management based on personal interviews with CEO Ken Lay, President and COO Jeff Skilling, and CFO Andy Fastow.[footnoteRef:5]   [5:  On December 13, 2000 Enron announced that Jeff Skilling would succeed Ken Lay as CEO; however, our interviews were completed on December 4, 2000.] 

A impetus for change at Enron 
The evolution of Enron from regulated pipeline to the competitive juggernaut we see today was a result of both external forces and strategic choices made by its management.  Enron's creation in 1985 came on the eve of the energy crisis of 1986.  Falling gas prices coupled with two unrelated company disasters gave the company a "near death" experience following the difficult 1986-87 period.[footnoteRef:6]    [6:  Mark Palmer (Managing Director of Corporate Communications) stated that during 1986 Enron suffered the nationalization of a pipeline in Peru as well as substantial losses resulting from the actions of a gas trader. ] 
In 1988 the company had a "near death" experience following the very difficult 1986-87 period.  Mark Palmer, Managing Director of Corporate Communications, Enron Corporation.

The tough experience during these early years provided a sense of genuine urgency that led to the decision to transform the company.  The meeting where the decision to embark on the bold plan to transform the company was made was described later as a "come to Jesus" meeting by President and COO Jeff Skilling (who was a McKinsey consultant at the time).  The principal outcome of that meeting was the decision to form a non-regulated business unit.  The development of this new unit required a dramatic change the old Enron culture.  Specifically, the new unit was to embody a fast moving culture that would require radical improvements in the caliber of people in the organization, a reduction in the number of organizational layers from 15 to 4, and the initiation of a new program for performance evaluation and compensation.  The basic business model involved developing a gas bank[footnoteRef:7] that would, in addition to buying and selling natural gas, engage in derivatives trading on energy products. [7:  See Sanjay Bhatnagar and Peter Tufano (1995) for a description of Enron's gas services and the notion of a gas bank that underlies it.] 

Note that when Enron moved from a regulated environment to an unregulated one this changed dramatically the economics of the firm's organizational architecture.  Specifically, in the unregulated environment of the newly reorganized firm rapid rates of change required that decision authority be delegated to the individuals with the earliest source of information.  This meant that the new Enron would place a much higher value on decentralization than the old “regulated” Enron.  Jensen and Meckling (1995) characterize this need for delegation in terms of the cost of transferring knowledge.  Where this cost is very high (i.e., in the case of what Jensen and Meckling refer to as specific knowledge), the optimal organizational architecture will entail delegating decision making rights to the employees who have the appropriate skills and knowledge.  Once this decision has been made, Brickley, Smith, and Zimmerman (1995) go on to point out, the firm must also design a performance evaluation system and a complimentary reward system that supports decentralized decision-making.  This is just what Enron did. 
The Enron business strategyI have a strong belief in markets.  In fact, I think that an imperfect market is preferable to a perfect regulator.  Ken Lay, CEO, Enron Corporation

Basically the market is Enron's business model.  The firm manages an internal market for labor and capital that attempt to emulate the allocations that would occur in an external market.  These internal markets are managed in the context of an organizational environment that President Jeff Skilling calls "loose-tight".  He describes only two things at Enron that are not subject to negotiation.  The first relates to the firm's personnel evaluation policy whereby every employee is evaluated twice annually.  The second is corporate wide risk management in which every decision and commitment Enron makes is incorporated into the corporate risk management program.  
Enron does not have a strategic planning committee.  CEO Ken Lay describes the strategic planning process as follows:  Ideas flow up from within the firm and it is top management's responsibility to make sure that the money and resources of the corporation flow to the projects that attract our people.  In fact, the capital allocation process provides an interesting example of the inner workings of the Enron business model.  Within Enron personnel are allowed to move freely from one business unit to another so long as they can convince the new unit to hire them.  In this way human resources are continually reallocated to where the employees perceive the greatest opportunities lie.  Enron's top management then allocates financial capital in accordance with human capital flows.  The idea is that the rank and file employees vote with their feet when they move from one unit to another and that their choices are a reliable signal of the value of the investment prospect. At first strategy was top down and now it's bottom up.  In the early days I was trying to make things happen, today I try to keep things from happening.  Jeff Skilling, President and COO, Enron Corporation 

Personnel policies The key to our success is our people.  Key Lay, CEO Enron Corporation.

Enron's current set of personnel policies had their origins during the early nineties in the Capital and Trade group.  Since that time they have spread throughout the corporation and are designed to support five key goals:
1. Attracting talent—the principal point of entry to the firm for new talent is the analyst-associates program.
2. Maintaining a culture that supports innovation and provides unlimited opportunity.
3. Providing employee services that help the firm retain talent.  Related to this point Enron plans to announce a plan in spring 2001 to provide each employee with both a computer and broadband access from home.  This will allow the firm to expand its work at home opportunities.
4. Supporting a true meritocracy through the use of semi-annual performance reviews that are tightly linked to compensation.
5. Maintaining an open market for talent that facilitates the formation of new businesses within Enron.
The primary monitoring mechanism for employees at Enron is the performance review process that is closely linked with the firm's compensation policies.  Performance reviews occur twice a year and the results of that process are tightly linked to employee compensation.  The process begins with the selection of a set of reviewers that the employee's supervisor must approve.  Once the individual reviews have been completed they are passed on to a performance review committee (PRC) that ranks all employees at each managerial level (i.e., analyst, associate, managing director, vice-president, etc.) from highest to lowest.[footnoteRef:8]   The ranked employees are then sorted into one of six performance categories.  These categories consist of superior, excellent, strong, satisfactory, needs improvement and issues.[footnoteRef:9]  Although the final distribution is not fixed in advance, the company does have a preferred distribution of employees across the categories as follows: [8:  For example, the skills and behaviors used as the basis for evaluating the performance of Vice President/Managing Director are the following:  (i) innovation/entrepreneurship, (ii) communication/setting direction, (iii) teamwork/interpersonal, (iv) leadership/vision/values, (v) business instincts, and (vi) analytical/technical..]  [9:  Appendix A contains definitions of the meanings attached to each of the performance categories.] 

Superior 5%; Excellent 30%; Strong 20%; and 15% in the remaining categories.  
Finally, compensation standards are set for each of these six categories.  The range of compensation paid out to the various groups tends to be very steep by industry standards.  For example, at the vice president level the difference in the compensation paid to a satisfactory performer and a superior performer could be as much as a factor of 5 times.  The primary benefit of this very rigorous performance evaluation process is the identification of the best performers in the corporation.  This identification process then facilitates the resource allocation process into new businesses, as the leaders of those efforts are quickly able to identify the quality of the talent available to them for recruiting.  What we shoot for is to pay strong to excellent performers in the 50-75th percentile while we pay the top performers in the 90-100+ percentile.  Cindy Olsen, Executive Vice President of Human Resources and Community Relations, Enron Corporation

Corporate Risk Management[footnoteRef:10] [10:  The discussion in this section follows Bhatnagar and Tufano (1995).] 
If you ask an outsider what industry Enron is in they will say energy.  If you ask an insider they will tell you that we are in the risk management business.  We provide certainty of delivery and certainty of price.  Andy Fastow, CFO, Enron Corporation.

Risk management is a primary consideration at Enron.  In fact, CFO Andy Fastow describes Enron's primary business as risk management.  Enron’s management of risk exposure is based on four basic factors:
· The company has access to the company’s own unique source of price information from its own trading desk.  Every day each commodity's trading desk posts a single forward price curve.  For commodities such as natural gas that have a very liquid market the forward curve is taken directly from market prices.  In less liquid markets the traders must make their own assessment of the forward curve.  The important points here are that a single forward curve is used by all traders and the assessment of forward prices is made by those in the organization who are closest to the market.
· Enron aggregates the risk exposures of all its positions into homogeneous portfolios (called books) that it monitors daily.  For example, if Enron buys gas from Transco for Zone 6 (the New York area) then this position presents two separate sources of risk.  The first is NYMEX price risk and the other is basis risk.  Since both these risks are traded separately Enron records the transaction in two risk books and manages both types of risk exposure independently.  
· The management of the firm’s risk exposure is assigned to the firm’s traders who are most competent to perform the task.  Enron's overall risk exposure is controlled by placing physical or quantity limits on the size of the positions they can take.  In addition, the Chief Risk Control Officer monitors the actions taken by traders. Since Enron relies on its own forward price curves, one of the functions of the risk control officer is the validation of these forward curves.  This involves seeking outside verification for forward price estimates and challenging the traders who construct these estimates to defend their estimates.  This provides a source of discipline in posting prices. 
· Enron has developed quantitative models to assess the price and credit risk of its positions.  To evaluate price risk Enron pioneered the use of Value at Risk (VAR) models in 1992 long before these models attracted widespread use. The firm uses VAR measures that assume a one-day holding period and a 95% confidence level.  In addition to market or price risk Enron is exposed to the potential credit risk of its counter-parties.  Thus, the company has developed a set predictive models designed for use in assessing the future credit risk exposure of the company.[footnoteRef:11]   [11:  See Vince Kaminski, 1998, Credit derivatives:  Applications of risk management, investment and portfolio optimization, Credit Derivatives.] 

Mark-to-Market Accounting
Enron uses mark-to-market accounting to report the results of its trading activities.  This means that it “books” a portion of the net present value of each hedged transaction at the time the contracts are initiated.  This mark-to-market accounting practice is used by banks but few industrial concerns.  In very simple terms, here is how it works.  Enron contracts to deliver gas at $2.00/MMBtu for which it was paying $1.80/MMBtu.  The present value of the $0.20/MMBtu difference (net of transportation costs and reserves set aside to protect against changes in the market value of Enron’s position) would be recognized as revenue in the year in which the contract is signed.  The remainder of the margin (the loss reserve) less physical delivery costs is recorded over the life of the contract if nothing changes.  Correspondingly these commitments to buy and sell gas give rise to assets and liabilities.  Note that where the portfolio of assets and obligations is balanced with identical purchase and sale volume commitments, changes in the price of gas do not have an impact on the income statement.  
The use of mark-to-market accounting means that day-to-day fluctuations in the value of the firm’s operations are immediately transparent.  Under a traditional historical-cost accounting system changes in the market values of the firm’s assets and liabilities is made apparent only when a purchase or sale occurs which may take months or even years.  Mistakes and poor fortune can be hidden from view for extended periods of time simply through inaction on the part of the firm’s management.  Such is not the case, however, with mark-to-market accounting.   (add a citation)
Other features of the Enron business model
Combining Physical Assets and Financial Instruments
By creating derivative contracts on energy commodities Enron facilitates the transformation of cash flow streams from physical assets.  For example, consider the problem faced by a power producer that operates a single burner power plant but wants to create a dual burner capacity power plant so that it can choose the cheaper of two fuel alternatives (for example, natural gas and residual fuel oil).  One way to accomplish this objective is to acquire the ability to use different fuels through investment in the necessary fixed assets.  Alternatively, the owner of a single burner plant can use a financial solution that relies on the use of energy derivatives to transform the cash flows of a single burner plant into a synthetic dual burner capacity power plant.  Here's how it works.  The producer purchases an option to buy one fuel, paying the price of another.  This avoids investing in real assets and the necessity of developing business relationships and training internal staff to physically handle multiple fuels.  The availability of the financial solution means that the investor can now compare the cost of upgrading the physical facility and incurring larger internal purchasing, handling and transaction costs with the costs of implementing the financial solution.  Long-run market equilibrium in an efficient market will drive the costs of these two alternatives together.  However, under normal market conditions, frictions and rigidities may make one alternative cheaper than the other for an extended period of time.[footnoteRef:12] [12:  See Kevin Hannon and Vince Kaminski, 1998, BTU:  the next step, Energy & Power Risk Management 3, No. 1, (April).] 

Capitalizing on Opportunities in Deregulating Markets
Beginning with the 1990s, Enron's stated philosophy was to capitalize on opportunities arising out of newly deregulated markets.  In the words of President and COO Jeff Skilling, "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 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)
Focusing on Asset Optionality
Enron's business model differs in a very critical way from other energy companies who traditionally invest heavily in fixed assets.  Enron instead focuses on leveraging its investment in human capital.  This is reflected in the firm's strategic acquisition of assets that offer significant optionality.  For example, the typical electrical utility builds and operates large electric power plants that require huge capital investments and that earn modest returns.  Enron, however, recognized that in a world in which electric markets are deregulated and price swings increase, there is value to owning smaller "peak-load plants" that could be switched on and off as the price of power fluctuates.  In June of 1999 the company opened three gas-fired power plants in northern Mississippi and western Tennessee.  These plants were less expensive to construct than conventional power plants but generate electricity at an incremental cost that is 50-70% higher than that of the most efficient plants.  However when the cost per kilowatt-hour jumps from $40 to $7,000 as it did on June 25, 1999 in parts of the Midwest, even very inefficient plants can be profitable.  Furthermore, to ensure the economic operation of these plants they are controlled directly from the electric power trading floor.  In essence the peaking plants represent a set of call options on electric power that can be exercised whenever the value of the electricity they produce exceeds the cost of producing it and the start-up costs of initiating production.  For this type of plant the increased volatility in power prices that accompanied deregulation actually adds value.[footnoteRef:13]   [13:  See Peter Coy, 1999, Exploiting uncertainty:  The "real-options" revolution in decision-making, BusinessWeek (June 7). ] 

Organizing Around a Network Strategy
Another key feature of Enron's business strategy involves the explicit recognition of the value of a network strategy.  Enron’s wholesale business (Enron Wholesale) provides an example of how this network strategy works.  Enron builds its wholesale businesses through the creation of networks involving asset ownership, contractual access to third-party assets and market-making activities.  Each market in which Enron Wholesale operates utilizes these components in a slightly different manner and is at a different stage of development.  This network strategy has enabled Enron Wholesale to establish a leading position in its markets without making the huge investments required for physical ownership of many of these assets.  
Lessons LearnedYes, the Enron model can be replicated, but to do so requires that you be willing to change the entire culture of the company.  Ken Lay, CEO, Enron Corporation.

What can be learned from the Enron experience that might be applied elsewhere?  Jeff Skilling believes that there is indeed much that can be learned from the Enron transformation and, given the right circumstances; others might also be able to follow their example.  Specifically, Skilling advises the following:
· First, there must be a real sense of urgency to stimulate genuine change in the organization.
· There must be an absolute commitment to change such that there is no going back.  Many firms have attempted radical change only to turn back when the difficulty of the transition became obvious.
· You must create an organizational architecture that unleashes the talent in the organization.  This means that you must fundamentally change the reporting and compensation system so as to allow people to take advantage of their own ideas.
· Recruiting new talent is absolutely crucial.  This means individuals who are both intelligent and flexible.
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Appendix A—Enron Rating Descriptions
	Performance Rating
	Description

	Superior
	Consistently goes above and beyond expectations.  Role model for criteria.  Very little need for growth and change at current level

	Excellent
	Exceeds most expectations.  Role model for most criteria.  Further development needs are minimal.

	Strong
	Meets most and exceeds some expectations.  Role model for some criteria.  Further development needed in some areas.

	Satisfactory
	Meets many but not all expectations.  Demonstrates most of the criteria.  Further development needs in many areas.

	Needs Improvement
	Does not meet most expectations.  Demonstrates some of the criteria.  Further development necessary in most areas.

	Issues
	Has significant performance issues.  Does not demonstrate most of the criteria.  Must make changes or termination likely.



Confidential	Page 11	9/28/2025
