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THE ROLE OF FINANCIAL MARKETS IN THE CASE OF ENRON

A. Konar
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The subject of this article is the case of Enron and its interrelations with the financial markets. The
purpose of this article is to produce a review of scientific research, conducted on the Enron case, and with
its help to analyse the case from the distance of almost two decades. This article provides an analysis on
the role financial instruments played in the downfall of Enron, the broader market effects resulting from
the rise and fall of Enron and recommendations of risk mitigation techniques that could have been applied
to minimize Enron’s risk profile. The work is exploratory in nature and is based on an extensive review of
earlier relevant studies on the various aspects of the Enron case and its interrelation with financial mar-
kets. The conducted analysis of the recent research publications has shown that financial instruments and
the lack of legislation and accounting standards, regulating the involved transactions, played a crucial role

in Enron’s downfall.

Keywords: Enron, financial markets, bankruptcy, risk mitigation, SPE, off-balance sheet arrange-
ments, prepaid commodity swaps, collusion, accounting scandal, SOX.

Introduction

J. W. Markham (2015), in his book “A financial
history of the United States: From Enron-era scandals
to the subprime crisis (2004-2006); From the sub-
prime crisis to the Great Recession (2006-2009)” de-
scribes the last decade of the 20™ century as an era of
high expectations, when the market stocks constantly
increased in value. Answering the investors’ expecta-
tions, the market indices rocketed: for instance, The
Dow Jones Industrial Average quadrupled, reaching a
height of 11,722 on January 14, 2000. That was the
time of rise for a US energy company, called Enron,
which went beyond a traditional role of an energy
provider. The company established an electronic trad-
ing platform Enron Online, engaged in broadband
services, and invested in many other projects world-
wide. Enron constantly reported high profits, and as a
result, its stock price tripled within two years. Alt-
hough not all of Enron’s projects were profitable, the
company could skilfully hide the losses, finding the
pitfalls in the accounting rules. In 2001, the manipula-
tions with the financial statements were discovered,
and Enron’s stock then plummeted from $90.56 in
August 2000 to $0.26 in November 2001. On Decem-
ber 2, 2001 Enron declared bankruptcy, which became
the largest in American history at that moment.

As Enron collapsed, the economists all over the
world produced a great amount of research, identifying
issues and providing solutions and recommendations to
prevent similar situations to happen. However, in the
beginning of the 21* century, we witnessed many more
bankruptcies of such giants as WorldCom, Tyco,
HealthSouth, Global Crossing, Adelphia, Parmelat, and,
of course, Lehman Brothers. That indicates the need to
analyse the case from new perspectives and rethink the
remedies of financial market instability.

The purpose of this article is to produce a review
of scientific research, conducted on the Enron case
within the last 5 years, and from the distance of almost

two decades to answer the following questions:

1. What role did financial instruments play in the
downfall of Enron?

2.What were the broader-market effects resulting
from the rise and fall of Enron?

3.What risk mitigation techniques could have
been applied to minimize Enron’s risk profile?

The remainder of this paper is organised as fol-
lows. Section 2 presents the methodology. Section 3
describes the role financial instruments played in the
downfall of Enron. Section 4 discovers broader market
effects resulting from the rise and fall of Enron. Sec-
tion 5 presents the risk mitigation techniques that
could have been applied to minimize Enron’s risk pro-
file. The last section summarizes the findings and
states the conclusion.

Methodology

The analysis is exploratory in nature and is based
on an extensive review of earlier relevant studies on
the various aspects of the Enron case and its interrela-
tion with financial markets. The basis of the analysis
is a collection of articles, published in credible scien-
tific journals within the last 5 years.

The role of financial instruments in the down-
fall of Enron

Equity owners can earn in two ways: by the dis-
tribution of dividends and by the stock price apprecia-
tion. The stock price increases when a company con-
sistently shows profits on its financial statements.
Listed companies like Enron tend to provide part of
the stock to their executive management, so that they
are personally interested in increasing the price of
their equity. In order to improve the looks of Enron’s
performance on the financial statements, Enron’s ex-
ecutive management committed three major violations
under Generally Accepted Accounting Principles
(GAAP) to hide losses and debt (Lemus, 2014):

1.Off-balance sheet arrangements by creating
special purpose entities (SPEs) and colluding with
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JPMorgan Chase and Citigroup banks, which helped
report loans as cash flow from operations for the peri-
od 1992-2001 (B. Aven, 2015).

2.The use of the mark-to-market method as a trad-
ing model, allowed by The Securities and Exchange
Commission in the absence of accounting standards for
prepaid commodity swaps (B. Aven, 2015).

3.Manipulations with derivatives, which is hiding
the losses in the derivative section (loans were pre-
sented in the form of prepaid commodity swaps)
(Lemus, 2014).

A.R. Abdel-Khalik (2016) exemplifies the role of
the financial instruments in the fraud scheme with the
Enron-Delta-Citi Prepaid Commodity Swaps. Delta
Energy, Citigroup’s SPE, entered into an agreement
with Enron to pay $249.5 million dollars for a promise
to deliver energy at a variable price. Later on, Delta
Energy sold this contract to Citigroup for $249.5 mil-
lion dollars. Finally, Enron settles the obligation by
paying $255.6 million to Citigroup in sixth months.
Thus, a loan of $249.5 million dollars with $6.1 mil-
lion interest was camouflaged into a commodity swap.

Such and other types of fraudulent transactions
became possible due to a number of factors:

1.Gas and electricity market deregulation under
the pressure of free market advocates and vague rules
of mark-to-market method paved the way for creative
accounting.

2.Absence of accounting standards for prepaid
commodity swaps. Although the Financial Accounting
Standards Board (FASB) issued an accounting standard
for derivative instruments and hedging activities in July
1998, the Derivatives Implementation Group issued a
proper implementation statement only in July 2003.

3.The state of the financial market in the 1990°s
was such, that there were no quoted market prices or
other current market transactions, involving energy
futures, so Enron could estimate as high gains as it
wanted without appealing to any external source (A.
R. Abdel-Khalik, 2016).

4.Corruption (ties with President Bush family)
and informational advantages.

5. Aggressive “pump and dump” culture in the
company low corporate ethics, pressure to produce
new ideas to show the profits, including questionable,
risky measures.

6.Massive public relations campaigns played on
the feelings of those people, who were ignorant of
how financial markets work.

We consider the role of financial instruments in
the downfall of Enron to be central, as all the above
mentioned deeds, be it the manipulations with ac-
counting standards, collusion, corrupt practices,
breaches of law or ethical norms, were undertaken in
pursuit of one goal — to boost the stock price further.

Broader market effects resulting from the rise
and fall of Enron

The research of Cahan and Zhang (2006) found
that the Enron bankruptcy affected other market play-

ers, and in particular, the clients of Arthur Andersen —
Enron’s audit firm: their stock prices reacted negatively
in the end of 2001 and beginning of 2002. That indi-
cates the investors’ confidence in Big 4 services got
shaken — the stock, associated with the fraudulent audi-
tor, was instantly perceived as riskier. The scandal in-
curred a series of other major scandals in the corporate
world (WorldCom, Tyco, HealthSouth, Global Cross-
ing, Adelphia, etc.), which questioned the entire corpo-
rate governance structure. J. Markham (2015) notes
about numerous government reforms on a wave of pop-
ulist anger over excessive compensation to executives.
The Corporate Fraud Task Force caught up and the
Justice Department aggressively prosecuted hundreds
of executives involved in accounting scandals.

All the factors, mentioned in the previous section,
indicated the need for a significant transformation in
the corporate legislation and the corporate culture to
restore the confidence of the investor on the financial
market. In attempt to prevent future instances of
fraudulent behaviour, in 2002, the US Congress intro-
duced the Sarbanes-Oxley Act (SOX), enforcing the
responsibility for internal controls on the management
and auditors with 11 chapters, intended to reshape the
accounting system. Under this Act, the Public Com-
pany Accounting Oversight Board (PCAOB) was cre-
ated to supervise the audit firms (Azibi, 2017). How-
ever, A. R. Abdel-Khalik (2016) is sceptical about the
ability of SOX alone to prevent the corruption at the
levels of the CEO and CFO. In July 2003, the account-
ing standards related to prepaid commodity swaps
were finally introduced. The preventive measures
were taken all over the world, not just in the USA. For
instance, in France, a High Committee of Accounting
was established by the financial security act of 2003.
The Committee is a French equivalent of the US
PCAOB (Azibi, 2017).

Now, after almost two decades, we can judge on
the effects of the above mentioned reforms. According
to J. Markham (2015), the reform turned out to be
costly and could not fight creative accounting, fraud
and unethical business practices. Moreover, it became
one of the reasons why the USA lost its dominance in
the global financial services. M. Connell (2017), while
marking the positive role of SOX in guiding compa-
nies “towards transparency and honesty”, discusses its
negative side effects. For instance, in attempt to avoid
the compliance with SOX, many companies opted not
to go public, while others chose to be established out-
side of the USA. In addition, M. Connell mentions
high audit fees the public US companies should bear
due to the strict requirements of SOX.

Risk mitigation techniques that could have
been applied to minimize Enron’s risk profile

From the two previous sections, we can derive that
the stock prices drastically fluctuate with the perception
of the market investors of the risk levels of a particular
stock and of the stock market in general. Thus, we be-
lieve the risk profile of Enron or any other company
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could be minimized by arming the investors with the
tools that could prove the reliability of the available
data. Such tools include, but are not limited to:

1. Up-to-date accounting standards. We strongly
believe that the US GAAP as a system, requiring
merely technical compliance, outlived itself. The di-
versity of accounting standards, available in the US
GAAP, also adds to the uncertainty. Thus, we recom-
mend the USA to adopt IFRS standards, which reflect
the economic substance of transactions.

2. Up-to-date legislation, regulating the function-
ing of financial markets. As the scandals continued to
play on in the newspapers even after the introduction
of SOX, we can conclude that the current regulating
measures are not effective enough. Moreover, as the
financial markets became truly global, a new interna-
tional legislation is required.

3. Quantitative system of early detection of
fraud. J. MacCarthy’s research (2017) shows that
Altman Z-score and Beneish M-model, used simulta-
neously, could have detected fraud of the Enron Cor-
poration early on and is able to help investors identify
fraudulent financial statements.

4. Qualitative system of early detection of fraud.
Auditors and audit firms should insure their independ-
ence. The upper limit of audit fees should be estab-
lished. Corporations should insure frequent rotation of
audit service providers.

5. Compulsory disclosure of corporate ethical
values. Along with the financial statements, corpora-
tions should publish their statements on promoting
ethical values on all company levels throughout the
reporting period.

If the above-mentioned tools had been available
to investors in the 1990’s, the world would not have
faced the adverse effects of corporate giants’ bank-
ruptcies.

Conclusion

The conducted analysis of the recent research publi-
cations on the case of Enron has shown that fi-

nancial instruments and the lack of legislation and ac-
counting standards, regulating the involved transactions,
played a crucial role in Enron’s downfall. The case of
Enron affected the financial markets worldwide and trig-
gered the introduction of new regulating institutions.
However, the undertaken measures were not effective,
and that is why we proposed a number of measures that
could decrease the market risk in the future.
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POJIb ®PUHAHCOBbLIX PbIHKOB B AEJIE «9QHPOHA»
A.H. Konap

MHlemem crieyuanucmaos rio yripasrieH4ecKomy ydyemy, Hoxa, Kamap

IpenveToM MaHHOMN CTAThH SBIACTCS JeI0 «DHPOHA» U €T0 B3aHMMOCBA3b C ((PMHAHCOBBIMH PBIH-
kamu. Llens TaHHOM CTaThU — MOATOTOBUTH 0030p HAYYHBIX HCCIICAOBAHUI, MPOBEJCHHEIX IO JEITy
«OHpOHAY», M C ero MOMOIIBI0 IPOAHATH3UPOBATH JIENO C PACCTOSHUS B ITOYTH JBA IECATHICTHA. B
CTaThe aHATM3UPYIOTCS POJIb (PMHAHCOBBIX MHCTPYMEHTOB B MaJIeHUN « DHPOHAy, Ooee MUpokue 3¢-
(heKTHI pHIHKA, BIHAIONINE HA €r0 POCT U MaIeHHe, a TakKe JAI0TCs PEKOMEHIAIMH 10 METOaM CMsT-
YEHHS PUCKOB, KOTOPbIE MOIJIM ObITh MPUMEHEHBI Ui MUHUMHU3ALMUU NPOGUIs pUCKOB «DHpOHAY. Pa-
00Ta HOCHT HCCIIeIOBaTENILCKUH XapakTep U OCHOBAaHA Ha OOMIMPHOM 0030pe Ooiee paHHHUX aKTyaib-
HBIX I/ICCJ]CD,OBaHI/Ii/’I IO pa3INYHbIM acCIICKTaM Jejia «31-1p01-1a» U €ro B3aMMOCBA3U C (bHHaHCOB])IMI/I
poiEKaMH. [IpoBeieHHBIH aHANN3 TOCTEAHNX HAYYHBIX MyONUKAIMi MOKa3al, 9To (\MHAHCOBBIE MHCT-
PYMEHTBI U OTCYTCTBHE 3aKOHOJATENbCTBA U CTAHIAPTOB OyXTaJITEPCKOro y4eTa, PEeryJupyIomux co-
MyTCTBYIOIINE TPAH3AKINH, CHITPAH PEIIAOINIYI0 POIb B KPYIICHIH « DHPOHAY.

KiroueBble cioBa: DHpoH, (UHAHCOBBIC PBIHKH, OAHKPOTCTBO, CMATYEHUE PHCKOB, KOMIAHUS
CTIeNMANBHOTO Ha3HAYCHHS, BHEOATAHCOBBIE MEXaHU3MBI, IIPEIOILIaueHHbBIE TOBAPHBIE CBOIIBI, CTOBOD,
Oyxranrepckuii ckanaai, 3akoH Capbeitnca-Okciu.

Konap Anna HukosiaeBHa, Maructp SKOHOMHKH, CEPTUPHUIIMPOBAHHBIN CHEUAIKCT 0 YIPaBICHYECKO-

My y4ery, MTHCTUTYT crienuaiicToB 10 yipasieHdyeckomy yuery, Jloxa, Karap, annakonar@gmail.com

Ilocmynuna 6 pedaxyuro 14 okmaopa 2018 a.
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