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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 evolved into the successful firm we know today.[footnoteRef:2]   [2:  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.  ] 

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:3]  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.  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.   [3:  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.
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.   
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:4]    [4:  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 1996-87 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.  President Jeff Skilling describes the meeting where the decision to embark on the bold plan to transform the company as the "come to Jesus" meeting.  Out of that meeting came the strategy to (i) set up the gas bank,[footnoteRef:5] (ii) initiate derivatives trading in energy products, (iii) reduce the organizational layers from 15 to 4, (iv) put in place a new program for performance evaluation and compensation, (v) radically improve the caliber of people in the organization, and (vi) create a fast moving culture.   [5:  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.] 
I 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

The Enron business strategy
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.  
There is no strategic planning committee at Enron.  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 greatest perceived 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.








Corporate Risk Management[footnoteRef:6] [6:  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.

To manage its risk exposure from the purchase and sale of natural gas, no commitment can be made to either buy or sell gas without the explicit guidance of Enron Risk Management Services (ERMS).  ERMS looks at the risks inherent in each proposed transaction in terms of five different types of risk exposures that were each managed very carefully to minimize Enron’s exposure. Each type of risk exposure is managed using “books” recording the firm’s commitments.  The gas price book is used to manage the risks incurred when Enron contracts to sell gas at fixed prices.  This book contains the firm’s database of commitments that call for Enron to exchange fixed prices for a particular indexed price.  The basis book is used to manage the risk arising out of differences in gas prices at Henry Hub in central Louisiana versus any other location such as the Permian Basin in Texas.  The index book is used to manage the risk Enron will not have enough gas to meet its commitments for each delivery location.  This book contains the contracts that Enron has entered into for buying and selling gas at each of the index locations for each day of the year.  Specifically, the index book contains the quantities of gas bought and sold for any given date and location.  This, in turn, indicates the quantities needed to be bought or sold in order to balance the book.  The transport book contains a database of pipeline capacities available for transporting gas on any given day or month of the contracts.  This book provides the basis for managing the physical risk associated with selling gas whose delivery date is firm (i.e., firm refers to firm delivery).   Finally, ERMS keeps an omircron book that lists any optional quantity commitments that Enron has made.  For example, a local gas distributor might contract for a fixed quantity of gas at a fixed price plus up 5% more for a floating price.  
In addition to the price and quantity risks of gas transactions that Enron manages using the five books described in the previous paragraph, the company is also exposed to the risk that its counter parties might default.  Enron manages this risk in a variety of ways.  For example counter parties generally are of investment grade credit risk.  Should they not be of investment grade then Enron might require posting of a letter of credit, or other type of collateral prior to the initiation of the transaction.  In addition, the firm’s accounting system maintained loss reserves in recognition of the potential exposure faced by the firm.  
Mark-to-Market Accounting
Enron “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 importance of mark-to-market accounting is to make the day-to-day fluctuations in the value of the firm’s operations 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.  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.
Value at risk analysis
Other features of the Enron business model
Combining Physical Assets and Financial Instruments

Capitalizing on Opportunities in Deregulating Markets
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)
Focusing on Asset Optionality
Enron's business model differs in a very critical way from other energy companies.  Traditionally energy companies are characterized by heavy investments in fixed assets.  Enron instead focuses on leveraging its investment in human capital.  One way in which it has done this is in the 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 recognized the value of owning smaller "peak-load plants" that could be switched on and off as the price of power fluctuated.  These plants require much smaller initial investments but are much less efficient to operate than their larger counterparts.  For this type of plant the increased volatility in power prices that accompanied deregulation actually adds value.  
Organizing Around a Network Strategy

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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