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Preface

The downfall of ENRON is without any doubt one of the most shock-
ing affairs in the U.S. business world over the last years. ENRON, a
company admired for its innovation, its apgressive market approach
and its phenomenal growth rate went down the drain within a mareer
ﬂfl;la}'ﬁ- How could such a 1,-hing hal:lpl:nf' Wh}r did foriner vice Chair-
man |. Clifford Baxter commit suicide? Why was massive shredding of
company documents necessary? Why is former chairman Kenneth Lay
allegedly selling off all his properties?

For EMRON the sky was the limie. Only a few months earlier it
announced a growth in its revenue from § 40 billion in 1999 o no less
than § 100 billion in the year 2000, The plans unfolded in its annual
report over the year 2000 promised even more: “Chr performance and
capabilities cannor be compared to a traditional enevgy peer gronp. Our
results pait ws in the op tier of the world s corporations. We have a proven
business comeept that & eminently scalable in our existing businesses and
adaptable enough to extend to new markess. " How hollow do chese words
sound only a few months after they were princed.

ENRON's auditors, Arthur Andersen, staced ar the end of
ENRON's annual repore over the year 2000: “fu our opinion, ma
ment s asertion that the systewn of internal congrol of ENRON Corp. and
its subsiliaries as of Seprember 31, 2000, 1999 and 1998 was adeguate 1o
provide reasonable assurance as to the reliability of frnancial statemenes
and the protection of assets from unanthorized acquisition, nse or disposi-
tign is fairly stated, in all material respects, based upon cuwrrent standards
.ealr.n:.rﬂm:.rf Criteria.

Ix
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Did Arthur Andersen know what happened? Ir is difficult to eriticize
a company that makes huge profits, thar stands in the limelighe, As
anditor you are careful not to loose such a client, that would be bad
publicity. Especially in American business circles companies that make
huge profits tend to be right, whatever they do. Profit is the name of
the game. The sharcholder is the champion of the ring. Keep him
happy at all times.

The downfall of ENRON highlights a number of simmering prob-
lems under the surface of the American business world, such as how
wise it is to invest pension funds in company stock. Another issue is the
lack of safery nets for those who lost all cheir investments, especially the
elderly for who it might be impossible to find a new job, soon they will
join the millions of poor Americans without a house and without med-
ical insurance, living on hand-outs from chariry organizations. A hap-
pening such as ENRON's downfall is completely beyond their control.
Is it fair to punish them like thac?

It is certainly not farferched o assume chat ENRON is not the only
company that uses “innovative’ or “creative” accounting systems in the
American business world. How many more are there? Stocks play an
extremely important role in American society, what if more ENRON'S
are found? Are American stock overvalued? Japan reaches us what hap-
pens if stocks are overvalued. The Tulf.].m Stock E.xchangl: lost in the
last fourteen years 75 percent of its value. Ie plunged the Japanese
econgmy in a never-ending crisis, which is still nor solved. lts overval-
ued stocks were purchased with money borrowed with overvalued real
estate as collateral. The situation has pur the Japanese banking system
in a position of rechnical bankruprey and slowly strangles the Japanese
business society to a grinding hale.

In other words the ENRON scandal opens a possibility w correct
what is wrong and to prevent worse. Bur is America going to listen?
Add w this the huge outstanding credies as a resule of over relying on
credit cards and che huge negatve trade balance and ix mighe be dear
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thar the Unired States might be in for rough financial years in the near
furure.

This book deals with the sudden demise of ENRON and the possi-
ble consequences for the American society. This book does nor deal
with the question who is to blame for the debacle, that is a matter for
the courts and is something thar mighe rake many years w solve. | have
tried not merely w describe whar went on in the Enron collapse, but
also to explain how and why things happen. Descriptive detail and
much facrual informartion have been culled from newspapers, journals,
books, websires and webpages, Although there are no acknowledge-
ments in the wext, this book could never have been wrinen but for the
superb reporting of the Enron issue in such papers as New York Times,
the Washingron Pose, the Financial Times, the Wall Streer fournal, The
Evanomist, Newsweek, Times, Forbes and Fortne magazines.

Dies. Dick |, Barreveld

Cebu, Philippines
March, 2002



INTRODUCTION

The difference between dreams and reality are in the case of ENRON
quite clear if one compares the present sitation with whar ENRON's
top-management wrote to its sharcholders on February 23, 2001, the
date on which the company’s annual report over the year 2000 was
published. Assuming thar Chairman Kenneth L. Lay and Chief Execu-
tive Officer Jeffrey K. Skilling were mor dreaming they were way off
knowing what really happened in their company. They wrote

"0 OUR SHAREHGLDERS

Enrons performance in 2000 was o smeces by any measure, a3 we contin-
wiedd 1o

antdistance the
:ﬂmpﬂ:’ﬂ'ﬂu

and solidify our leadesship in each of our major businesses. In our larg-
est business, wholesale services, we experienced an enormous increase
of 59 percent in physical energy deliveries. Our retail energy business
achieved its highest level of rotal contract value. Our newest business,
broadband services, significantly accelerated transaction acrivity, and
our oldest business, the interstate pipelines, registered increased earn-
ings. The company’s net income reached a record § 1.3 hillion in
20MM).

Enron has built unigue and SErong businesses that have tremendous
opportunities for gmwﬂ'u- These businesses—wholesale services, retaul
enenry services, hroadband services and trEANSPOrTALon services—can b
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significantly expanded within their very large existing markers and
extended o new markers with enormous growth potential. At a mini-
muim, we see our market opporunities company-wide tripling over the
next five years.

Enron is laser-focused on earnings per share and we expect to con-
CILE SERONG Carnings Fu:rﬁrrmance. W will |e1.ra:rage onr extensive busi-
ness networks, marker knowledge and logistical expertise wo produce
high-value bundled products for an increasing number of global cus-
TOHTIETS.

Competitive Advantages

QOur mrgeted markets are very large and are undergoing fundamental
changes. Energy deregulation and liberalization continue, and custom-
ers are driving demand for reliable delivery of energy at predictable
prices. Many markerts are experiencing righter supply, higher prices and
increased volatiliey, and there is increasing interdependence within
regions and across commodities. Similady, the broadband indusery
faces issues of overcapacity and capital constraint even as demand
increases for faster, Hexible and more reliable connectivity. Enron is in
a unique position w provide the products and services needed in these
environments, Our size, experience and skills give us enormous com-
petitive adv:lntagﬁ. We have:

* Robust neeworks of straregic assets thar we own or have contractual
access to, which give us greater flexibility and speed w reliably
deliver widﬁpn:ad |ugi$l'ic:;ll solutions.

* Unparalleled liquidity and marker-making abilities thar resule in
price and service advantages.

* Risk management skills thar enable us to offer reliable prices as well
as reliable delivery. Innovative technology such as EnronOnline to

deliver produces and services easily ar the lowest possible cost.
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These capabilities enable us w provide high-value products and ser-
vices other wholesale service providers cannot, We can rake the physi-
cal components and repackage them to suit the specific needs of
customers. We trear erm, price and delivery as variables thar are
blended into a single, comprehensive solution. Our technology and
fulfillment systems ensure execution. ln current marker environments,
these abilities make Enron the right company witch the nghr model a
the righe time.

The Astonishing Success of EnronOnline

In late 1999 we extended our successful business model to a web-based
system, EnronOnline. EnronOnline has broadened our marker reach,
accelerated our business activity and enabled ws to scale our business
beyond our own expectations. By the end of 2000, EnronOnline had
execured 548,000 transactions with a notonal value of £336 hillion,
and is now the world's largest web-based eCommerce system.

With EnronOnline, we are reaching a greater number of customers
more quickly and at a lower cost than ever. It's a grear new business
generator, ateracting users who are drawn by the sire's ease of use,
ransparent, firm prices and the face that they are rransacring directly
with Enron, In 2000 our total physical volumes increased significantly
a5 a direct result of EnronOnline,

EnronOnline has enabled us to scale quicH}q 5m4nd|}' and economi-
cally. Since its introduction, EnronOnline has expanded w incdude
more than 1,200 of our produces. It also has soreamlined our back-
office processes, making our entire operation more efficient. I has
reduced our overall ransaction costs by 75 percent and increased the
Fruductivit_',r of our commercial team b}' Ave-fold on average. We are
not siceing still wich this importane new business tol—in Seprember
2000 we released EnronOnline 2.0, which added even more customer
functionality and customization fearures and artracred more customers,
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Enron Wholesale Services

The wholesale services business delivered record physical volumes of
517 trillion British thermal unics equivalent per day (Thwefd) in
2000, compared to 32.4 Thueld in 1999. As a resule wholesale services
income before interest, minority interests and taxes (IBIT) increased
72 percent to $2.3 billion. Owver the past five years, as physical volumes
have increased, wholesale IBIT has grown at a compounded average
annual rate of 48 percent, and we have had 20 consecurive quarters of
year-over-year groweh. We have established core wholesale businesses
in both natural gas and power in North America and Europe, where we
are marker leaders,

In Morth America, we deliver almost double the amount of natral
gas and elecericity than che second der of competitors, Our network of
2,500 delivery poines provides price advantages, fexibility and speed-
ro-market in both natural gas and power. Narural gas, our most devel-
oped business, has seen substantial volume growth throughout the
Unired Stares and Canada. In 2000 our physical natural gas volumes
were up 77 percent o 24.7 billion cubic feer per day (Befid). Physical
power volumes were up 52 percent to 579 million megawart-hours
(MWh).

We are building a similar, larger network in Ewrope. In 2000 we
markered 3.6 Betfd of natural gas and 53 million MWh in this marker,
a vast increase over 1999, As markets open, we enaciously pursue the
difficult, early deals thar break ground for subsequent business. We are
the only pan-European player, and we are oprimizing our advantage to
conduct cross-border rransacrions.

We are extending Enron’s proven business approach w other mar-
kees, and integrating EnronOnline into all our businesses as an acceler-
ator. Our growth rates are rising in areas such as metals, forest
products, weather derivatives and coal. We expect these businesses to
contribute to earnings even more significantly in 2001.
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Enron Energy Services

Our retail unit is a rremendous business that experienced a breale-out
yvear in 2000, We signed contracts with a ol value of §16.1 billion
for customers” future energy expenditures, almost double the $8.5 bil-
lion signed in 1999 We recorded increasing posirive earnings in all
four gquarters in 2000, and the business penerated $103 million of
recurring [BIT. Energy and facilities management outsourcing is now a
proven concept, and we have established a proficable deal How, which
includes extensions of contracts by many existing customers, Price vol-
atility in energy markers has drawn fresh artention o our capabilities,
increasing demand for our services. No other provider has the skills,
experience, depth and versatility w offer both energy commaodity and
price risk management services, as well as energy asser management
and capiral solurions, In 2001 we expect to dose approximately $30
billion in new total contrace value, including business from our newest
market, Europe.

Enron Broadband Sewvices

We have created a new marker for bandwidth intermediation with
Enron Broadband Services. In 2000 we completed 321 transactions
with 45 counterparties. We are expanding our broadband intermedia-
tion capabilities to include a broad range of network services, such as
dark fber, circoits, Interner Protocol service and data storage. Our
opportunities are increasing commensurately.

Part of the value we bring to the broadband field is network connec-
tivity—providing the switches, the network intelligence and dhe inger-
mediation skills to enable the efficient exchange of capacity between
independent networks. We operate 25 pooling points o connect inde-
pendent third-parties—18 in the United States, six in Europe and one
in Japan. At least 10 more are scheduled to be completed in 20011,

Enron also has developed a compelling commercial model wo deliver
premium content-on-demand services via the Enron Intelligene Net-
work., Congent providers want o extend their established businesses
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and offer viewers ar home an additional convenient way to choose and
receive entertainment. Enron provides the wholesale logistical services
that bridge the gap between content providers and lase-mile diseribu-
eors. Full-length movies-on-demand service has been successfully tested
in four U5, metropolitan markers.

Enron Transportation Services

The tew name of our gras Fip&lim& group a.-:curat-l:hr reflects 2 cultural
shift to add more innovative customer services to our efficient pipeline
operation. To serve our customers more effecrively, we are increasingly
incorporating the web into those relationships. Customers can go
online o schedule nominations and handle inquiries, and they can
transact for available capacity on EnronOnline. The pipelines contin-
wed to provide strong earnings and cash flow in 2000, Demand for nat-
ural gas is at a high in the United Staves, and we're adding capacicy o
take advantage of expansion opportunities in all markers. New capacity
is supported by long-term contracts.

Strong Returns

Enron is increasing earnings per share and continuing our strong
recurns to sharcholders. Recurring earnings per share have increased
steadily since 1997 and we're up 2 percent in 2000, The company’s
toral return to shareholders was 8% percent in 20000, compared with a
negative 9 percent returned by the S&P 500, The 10-year return to
Enron shareholders was 1,415 percent compared with 383 percent for
the S&P 500.

Enron hardly resembles the company we were in the early days.
During our 15-year history, we have stretched ourselves beyond our
own expectations. We have metamorphosed from an asser-based pipe-
line and power penerating company to a marketing and logistics com-
pany whose biggest asses are its well-established business approach and
its innovative people.
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Our performance and capabilities cannot be compared w a oradi-
vional energy peer group, Our results pur us in the top der of the
wortld's corporations. We have a proven business concepe thar is emi-
nently scalable in our existing businesses and adaprable enough w
extend to new markees,

As energy markers continue their transformation, and non-energy
markers develop, we are poised to caprure a good share of the enor-
mous opportunities they represent. We believe wholesale gas and
power in North America, Europe and Japan will grow from a $6601 bil-
lion market today to a $1.7 trillion market over the next several years.,
Rerail energy services in the United States and Europe have the poten-
tial to grow from $180 billion today wo $765 billion in the not-so-dis-
tant furure. Broadband's prospective global growth is huge—ir should
increase from just over §17 billion today w $1.4 trillion within five
]."E.':I.TE-

Taken together, these markers present a $3.9 wrillion opportunity
for Enron, and we have just scrarched che surface. Add to thar char the
other big markets we are pursuing—forest products, metals, steel, coal
and air-emission crediss—and the opportunity rises by $830 billion w
reach nearly $4.7 erillion.

Our talenned pﬁ:—pll:., E|u|:|a| presence, fnancial ,ttn:n[_.;th and massive
inarket Ir.mhwlr&dgr: have ereated our sustainable and Ill'lil:ll,.lt' businesses,
EnronQOnline will accelerate their growth, We plan w leverage all of
these competitive advannl.g-l:s [0 Create 5igniﬁmrﬂ; value for our share-
holders.

Kenneth L. Lay
Chairman

Jefrey K. Skilling
President and
Chief Executive Officer”
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SOME REMARKS

Enron s market analysis, in combination with it performance over the last
years, shows clearly that ir was active in an exeremely promising freld. The
company s position relative to ity competitors was such that it had a aeb-
stamtal leael im it wmarkers. Add to this the buge increases in revenne from
1999 t0 JIWND and it is dear thar Evron 't FmHﬂm eTE :ermin{}' nor in
the freld of prices. It conld easily have raised it prices for ity services some-
whar fn arder to improve i financial simadon. In other words basically
there was no reason h vesort te creative” accounting to save the company.
Enron's management clearly lost control over its company. Swch a conelu-
SFOM £ R mrpn':e, i .Euppem all the riwe r.‘_wrfa':rgmwéng Brsinesses sur-

pass the waximson span of control af its founding managers.

We will irse take a look at what kind of company Enron really was.
MNext we will discuss the process of the downfall, what happtnﬁd in the
course of the year 2001, In chapter 3 we will look at what caused the
company to collapse. In chaprer 4 we will discuss Enron’s behavior in
the political feld. As we know now Enron became a huge coneriburor
to political parties and candidaces. What did Enron want in return?
Chapter 5 is dedicated to the famous Powers Reporr. The last chaprers
will be dedicated to the Rall-out of the Enron collapse, such as possible
effects on stock-supported pension plans and the ins and oues of a soci-
ety depending to a great exeend on credits and stocks. Is chere any link
with the Japanese sitnation where overvalued real estate was used as
collateral for overvalued stocks? A situation that has eroded 75 percent
of Japanese stock values over the last fourteen years and has pur the
Japanese banks in a position of technical bankruptey and slowly stran-
gles the Japanese economy into a grinding hale.
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THE 7™ LARGEST US COMPANY

Kenneth L. La].r created Enron in ]ul}r 1985 as the result of a tetger
between Houston Natral Gas and InterNorth, a natural gas company
based in Omaha, Nebraska. The new company, an interstare and inee-
astate natural gas pipeline company, could avail over 37,000 miles of
pipe. Right from the stare the new company focused on innovarions in
the energy market. Soon the company’s business became o creare
value and opportunities for chird parcies. This was done by combining
financial resources, access o physical commodities, and marker knowl-
edge to creare innovative solutions to challenging induserial problems.
Inirially the company focused on narural gas and elecrricity, bur lacer
ventured into retail energy and bandwidth products.

It is diffcult o define Enron in one sentence bur the dosest mighe
be: it made commodity markess so that it conld deliver physical commodi-
ties to its customers ar a prediceable price. It is difheule, to, to talk about
Enron without using the word ‘innovative’. Most of the things the
company did venture into had never been done before. The company
was a staunch supporter of open, competitive wholesale markets, and it
played a leading role in creating them. Enron initiared the wholesale
natural gas and electricity markets in the United States, and i helped
tw build similar markers in Europe and elsewhere. Recendy it
embanked on making markets in other industries that need a more efh-
cient way to deliver commodiries and manage risk, such as metals, for-
est products, bandwidech capacity and steel. Its passion had enabled i

L
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o manage even weather risk. Fortune surveys have named Enron the
most innovative company in America for six years in a row.

Enron’s four business units—Wholesale Services, Energy Services,
Broadband Services and Transportarion Services—offered a wide range
of physical, transportation, financial and technical solutions to thou-
sands of customers around the world. The following details of Enron's
activities are based on the company's annual report over the year 200100,
its expectations for the near future and its website. Ar the time of pub-
lishing its last annual report the company was full of oprimism, nodh-
ing pointed to troubles thar, only a few months later, would end in the
largest bankruprey in American history. Everything was still brighr, the
company’s marker opporunities were endless, sky rocketing profis
were expected, and shareholders could not dream abour a berrer invest-
ment than in Enron stocks.,

ENRON WHOLESALE SERVICES

Wholesale services were Enron's largest and fastest growing business,
with sustainable growth opportunities in each of its markets. In 2000
income before interest, minority interests and raxes (IBIT) rose 72 per-
cent to $3.2 billion, with record physical energy volumes of 5.7 trillion
Brivish thermal units equivalent per day (Thwefd}—a 59 percent
increase over 1999,

For the past five years, wholesale services earnings had grown at an
average compounded groweh rare of 48 percent annually, and Enron's
position grew stronger. Customens transacred with Enron because it
offered products and services few others could march. With irs flexible
networks and unique capabilities in risk management and hnance, the
company delivered the widest range of reliable logistical solutions ar
predicrable prices.

Enron delivered more than two times the natural gas and power vol-
umes, as did its nearest energy-marketing comperitor. Encering mar-
kets as eatly as possible in combination with liquidity and price
eransparency have been imporant factors in determining Enron’s posi-
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vion in the market. Breakthrough rechnology applications, such as
EnronCmnline, have accelerated the company’s marker penetration,
Enron's approach had made the company the most successful energy
markerer in the two largest deregulating energy markers, North Amer-
ica and Europe. The company expected to achieve similar leadership
pasitions as it extended i business approach o new regions, products
and industries,

Enron's business has especially fourished with EnronOnline.
Launched in Movember 1999, EnronOnline handled 548,000 rransac-
tions in 2000 with a gross notional value of $336 billion. EnronOnline
was unquestionably the largest web-based eCommerce site in the world
and dwarfed all other energy marketing web sites combined. By the
fourth quarter of 2000, it accounted for almost half of Enron’s transac-
tions over all business units. EnronOnline had pushed producrivity
through the roof: Transactions per commercial person rose to 3,084 in
2000 from 672 in 1999, EnronCnline Version 2.0, launched in Sep-
tember 2000), had attracted even more users.

Enron North America

In Morth America, Enron's physical naral gas volumes increased 77
percent to 24.7 billion cubic feer per day (Bet/d) in 2000 from 13.9
Befld in 1999, Power deliveries increased 52 percent to 579 million
n‘n:galwart-l‘m“rﬁ (M¥Wh) from 381 million MWh the year hefore.
EnronOnline has been a runaway success in North America. It
accounted for 74 percent of North American volume transacted in
2000, and created liquidity on a scale never seen before. It is a dynamic
business accelerator: It took nearly a decade for Enron's daily gas trans-
acrions to reach 13.9 Befin 1999, Just 12 months larer, EnronOnline
had helped wo pracrically double daily transactions to 24.7 Bef.
EnronOnline magnified the success of Enron's existing business,
which springs from the scale and scope of its established networks.
Enron touched more pants of Nordh America’s energy system than any
other merchant does, with access to upwards of 2,500 distinct delivery



12 » The EMRON Collapse

points each day. The widespread delivery options and possibilities of
Enron's nerworks give it a price and service advantage. The networks
and presence in nationwide energy markets also enabled it to caprure
and distribute massive amounts of information abourt real-time marker
supply and demand, grid constraints and bottlenecks. When the mar-
ker moves, Enron was able to conduct business while comperitors were
seill face-finding,

Enron’s people also made a difference. The company was able to
areract the best and the brightese and placed them in an entrepreneurial
armosphere in which they could thrive. With its intellectual capital, the
company developed premium high-margin structured  produces chae
drew on its liquidity and marker knowledge, A good example was dhe
gas-marketing-services hub in Chicago, which was launched, with Peo-
ple’s Energy in March 2000L Known as Enowvare, this venture opti-
mized People’s 30 Bef a year of Chicago-area storage capacity and
relaved cransporracion. e played a role in increasing Enron's gas vol-
umes in the central United States by 156 percent, the largest increase
in the company's 2000 North American physical volumes,

Enron continuously assessed the necessity of adding or owning
assets in a region, Sometimes it was less expensive to own an asset than
o replicate the asser in the marker through contracting and marker-
making. Enron developed generation plants to sell merchant power to
high-demand markets, induding proposed Facilities in California, Flor-
ida, Texas, Louwisiana and Georgia. Bur as liquidity increases, asser
ownership may no longer be necessary. The company planned o sell
Houston Pipe Line Company, and Louisiana Resources Company now
held by Bridgeline Holdings, L.P., and a joint venture in which Enron
recained an interest. Additionally, in the second quarter of 2001 Enron
expected to dose the sale of five of the six electricity peaking generation
units in operation. The result is the same earnings power with less
invested capiral.

Mexico's move toward liberalizing its energy markers should gain
intensity and speed with its new government. Increased cross-border
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elecericity transactions berween Mexico and the United Stares seem
inevitable. Enron’s activities in Mexico seck o optimize both the Mex-
ican elecrricity market and cross-border activity berween the two coun-
trics.

Enron also was active in South America, where it owned and devel-
oped assets to help creare an energy nerwork.

Enron Europe

Enron was rapidly extending its marketing approach into the deregu-
lating European markers, focusing on the UK., the Continent and the
MNordic region. The Continent is still in the early stages of liberaliza-
tion. Although the European Union has mandared liberalizarion of the
power and natural gas markets, each country is responding at its own
pace. The velocity of transactions is rising on the Continent, however,
and Enron expected to raise the level of liquidity to make the markers
wotk,

The company's business throughour Europe was growing rapidly.
Natural gas and power volumes more than doubled w 10.3 trillion
British thermal units equivalent per day (Thrue/d) in 2000 from 4.1
Thtueld in 1999, Enron enjoyed several competitive advantages in
Europe: The company was the only pan-European player; it had a
proven business stravegy: it entered the marker early wo build a pres-
ence; and it had ateraceed a ralented and skilled local work foree.

Enron's cross-border capabilities were becoming increasingly impor-
tant as markers interconnected. UK. gas could now be transported w
Belgium, and subsequenty to the rest of the Continent, giving the
company the opportunity w develop innovative transactions on both
sides of the border. The resulting increase in price volatilicy had nearly
doubled U, K. gas prices, which, along with more volatile electricity
prices ahead, had significandy improved demand for che UK. risk
management products Enron offered, both now and over the long
term.
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Just as in Nomh America, EnronOnline was increasing Enron's
reach and volumes in Europe and was a prime driver of liquidicy. It
simple contracts, multi-curtency capabilities, transparent and competi-
tive prices and easy accessibility had won EnronOnline rapid accep-
rance. [n the U K., power and gas volumes more than doubled, with
power rising to 113 million MWh in 2000, and gas volumes climbing
119 percent o reach 3.2 Befld, Several marker factors were likely to
create more business for the company. The U.K's New Electricity
Trading Agreements, which replaced the existing UK. power pool,
were scheduled to be implemented by the second quarter of 2001, The
agreements would result in increased price volatility, and Enron was
well-positioned to help customers manage this risk. Additionally, lower
power prices were shrinking profit marging for UK. merchant power
planes, which increasingly needed to turn o marker intermediaries
such as Enron to hedge their fuel and power prices.

On the Continent, Enron’s power volumes increased to 50 million
MWh in 2000 from 7 million MWh in 1999, The company was trans-
acring at all major country interconnections, benefiting from cross-bor-
der opportunities. The company dosed its Arst-ever transacrion in
France and was an active player in Germany and Swimerland. Enron
was beginning to partner with utilities wo offer comprehensive porcfolio
management services, such as its agreement to purchase and distribuge
power jointy with Swiss Citypower AG, which controls 19 percent of
the Swiss elecrricity marlet.

In Spain, electricity demand is growing faster than anywhere else in
Europe, and there are limited import and export capabilities. Enron
was responding o this oppormunity by developing a 1,200-megawate
plane in Arcos, south of Seville, that should dose Anancing in 2001,

Conrinental gas liquidity is just starting to increase. The company's
volumes grew to 472 million cubic feer per day (MMcfid) in 2000
from 53 MMchd in 1999 While the market was in i early stages,
Enron had managed o increase weekly transacrions from about 5 wo
10} over the course of a year. In October Enron initiaved the first gas
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supply deal in Germany to the local utilities of Heidelberg, Tuebingen
and Bensheim, The company was also delivering natural gas w some
large users in the Netherlands and France.

Enron continued to set records in the Nordic region, where it was
the largese power marketer. Elecericity volumes increased nearly 150
percent to reach 77 million MWh in 2000 from 31 million MWh in
1999, Enron’s Oslo office was the base for is European weather risk
management business.

As more Nordic companies outsource energy supply and manage-
ment, Enron’s produces and services—induding advanced technology
applications—were eagerly sought. In December Enron entered into a
wwo-year portfolio management agreement with  UPM-Kymmene
Corp., one of the world's largest forest products companies. Enron
intended 1o assist UPM-Kymmene in optimizing its Nordic power
portfolio of approximarely 14 teraware hours.

Enron Japan

Enron Japan formally opened its Tokyo office in Qctober 20000, Japan
fEpresents an enormous opportunicy: its elecericity rares are the highest
in the world, and electricity consumprion is second only o the Unired
States. The company has ateracred top talent to develop wholesale and
joint venture possibilities, and has inrroduced its first produce for large
elecericity users—three- o five-year contracts that will reduce electrie-
ity bills immediately by up to 10 percent the Rrst year, with the possi-
bility of further reductions in subsequent years. The Rrst conrraces
wete signed in early 2001,

Through joine ventures with several Japanese companies, Enron was
exploring merchant plane opportunities o support its market-making
activities, including inside-the-fence power generation. Under consid-
eration were a number of sites, which might be fueled by gas, liquehed
natural gas or coal.
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Enron Australia

Enron's marker-making ability had been successfully extended o Auns-
tralia, where Enron was a |||:a.-|:|irLg prﬂvidﬁr uﬂugi:‘.tii::ll solutons in the
country's power marker. During 2000 Enron introduced its weather
risk MANAZEMEnt |:rm|:|u-|:t in the region, uﬁ_trin.g temptraturﬂ-haﬁd
products in Sydney, Melboume, Hong Kong, Tokyo and Osaka. The
Sydney office also provided a strategic platform for the excension of
Enron's coal, metals and broadband businesses, as well as providing
support for Enron’s operations in the Asia Pacific region.

Extending to New Markets

Enron’s durable business approach, which had driven its success in the
natural gas and elecrricity markets, was eminendy applicable w other
markets and Eﬁlgraphical n:giuns- While the COLpany remaned
focused on increasing earnings and opportunicies in gas and power, it
was also extending the company’s method o large, fragmented indus-
tries and products, where intermediation could make markets more
efficient and responsive to customer needs. Enron expecred these new
businesses to contribute to earnings in 2001,

Enron Metals was launched in July 2000 when Enron acquired the
world’s leading merchant of non-ferrous merals, MG ple. Together,
MG and Enron were a powerful team. Enron’s inancial resources and
eCommerce abilities added a new dimension w MG's widespread
physical merchane skills and excellent customer relationships. The early
results were right on target, with physical volumes up 31 percent in
20HHD,

Enron metals opened an additional door o large energy customers.
Cominco Led., a zine producer and an Enron Metals customer in Van-
couver, British Columbia, worked with Enron to halt zine production
for six weeks and sell its power into the Northwestern power market,
where it was needed. Enron North America protected Cominco by
structuring a fixed-price swap to guarantee the sale price of power, and
Enron Metals arranged to supply a portion of the zinc required w ful-
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hll Cominco’s obligations. Cominco's profic from the deal exceeded
the annual profic it makes from producing zinc.

Enron Credit was a new business with strong marlet potential.
Enron had leveraged its internal risk management processes and sys-
tems to create a real-rime, marker-based online credic evaluation sys-
tem. The idea was simple: existing credic ratings and  scoring
mechanisms were not market-based and could not respond in real tme
to credic events. This meant credicors had to figure our their credir risk
exposure on their own. Enron Credit posted the cost of credir as a sim-
ple interese rate for more than 10,000 companies on its web site,
www.enroncredic.com. Enron Credir also gave corporations the ability
o hedge their credic risk via a bankmupecy product.

Coal intermediation moved m a new level in 2000, The industry
had been radically affected by the wordwide deregulation of the elec-
tricity industry. Like natural-gas-fueled generation, coal-burning gen-
erators require Aexible forms and risk-management protection. Enron
was able to provide unrivaled logistical support. The company’s coal
business had led to participarion in sea and land logistics as well.

Wearther had never been better for Enron. les weather risk manage-
ment business was up abour five-fold o 1,629 ransactions in 2000
from 321 transactions the year before. As in all its markers Enron
broughe in cross-commaodiry capabilities in regard to its weather prod-
ucts. For instance, Enron closed a dhree-year precipitation transaction
that provided hnancial compensation linked o narural gas prices for
precipitation falls below a pre-determined minimum. The weather unit
worked with several other Enron groups to transfer Enron’s risk, ulei-
mately rransacting with 10 external companies in three markets (nan-
ral gas, weather products and insurance). The bundled end-product
resulted in an effective hedge for the customer.

Crude Oil Enron averaged crude oil deliveries of 7.5 Thrue/d o
240 customers in 46 countries. The company had introduced che firse-
ever 24x7 commodity marker of 2 West Texas Ineermediare crude
product on EnronOnling, allowing its customers to respond o market-
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changing effects ar any time, day or night. Enron also concluded its
biggest physical jer fuel conerace, providing 100,000 barrels for one
year at the fexible and market-based prices tha the customer needed.

ING. Enron was e::t::h“shing a |iq|.u:ﬁe|:| natural £as {(LMNG) net-
work to create merchant LNG opportunities and bring more gas to
areas of the world that need it. The company's LNG-related assers in
operation and development in the Caribbean and the Middle East
formed part of this network. Enton resources supplied LNG from the
Middle East and Asia and markered it in the Unired Stares.

Forest Products. Enron had offered pulp, paper and lumber finan-
cial produces for several years, and was markering physical volumes. In
2(HH) the company acquired Garden State Paper Co., which gave it
access to 210,000 tons of newsprine a year and four recycling centers in
key markets. In January 2001 Enron agreed w purchase a newspring
mill and related assets in Canada. With this acquisition, the company
would become the seventh-largest producer of newsprine in North
America, giving it the physical liquidity necessary o quickly grow this
business. Enron’s Clickpaper.com was powered by the EnronOnline
platform but was totally customized for the forest products indusery. Ie
offered more than 100 Anancial and physical products and fearured
news and information tailored specihcally w forest products indusery
CLSEITICTS.

Sreel In some markers, such as steel, Enron believed that it could
run its nerwork with minimal assets. The industry suffered From over-
capacity, but lacked a marker mechanism o efhiciently market the sur-
plus. Enron intended o offer a core commodity baseline produce chat
could be indexed against almost all other products in chis $330 billion
industry. The outlook was promising—the company recendy trans-
acred its first steel swap. In 2001 the company intended o build
liquidity, improve pricing efhciency and pain contractual access to the
physical product o provide comprehensive logistical suppore,
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Enron Global Assets

Enron Gobal Assers managed and oprimized Enron’s assets outside
MNorth America and Europe, Enron had a solid portfolio of asset-based
businesses. However, with the higher recumns available in the com-
pany’s other businesses, it expected w divest some interests in 2 num-
ber of these assers. The remaining asset businesses would continue
focus on Ft:rl'-{'lrmam:l: and com FIII:I'I‘.I.I:I'Il:iI"I.E the market- making and ser-
vices business.

Enron Wind Corp.

The economics of wind power were more promising than ever, creat-
ing significant growth for Enron Wind. Technological advancements
and lower costs associated with today's larger, more efficient wind tur-
bines have made wind power costs competitive with fossil fuel-genera-
tion for the first time. This cost competitiveness, together with
government policies supporting renewable energy in mose key markers
and growing consumer demand for green energy, had fueled 30 per-
cent annual growth over the past five years.

With focused efforts i the world's three |'r.r3].r wing] power mar-
kets—Germany, Spain and the United States—Enron Wind com-
Fltted 2 with revenues of apprﬂxim.atd].r 2460 mallion. Strung
growth in both the United States and Europe would account for a pro-
jected sales increase of approximarely 100 percent in 2001,

ENRON ENERGY SERVICES

Enron Energy Services was the retail arm of Enron, serving business
users of energy in commercial and industrial sectors. Enron’s compre-
hensive energy outsourcing product had proven an exceprionally effec-
tive way for companies to reduce their costs, manage risks of energy
price volatility, improve their energy infrastructure and foous resources
on their core businesses.
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Enron Energy Services recorded i fist proficable quarter as
expected ar the end of 1999, and condinued w grow rapidly chrough
2(0M), with increasing profits in all four quareers of 2000 and aggregare
recurring income before inerest and axes (IBIT) of $103 million for
the year. The value of Enron’s contraces in 2000 totaled more than 316
billion, increasing Enron Energy Services’ cumulative contract value to
more than $30 billion since late 1997,

This success reflected growing acceptance of Enron’s energy out-
sourcing product—acceprance thar had meant an increasing rare of
new contracting, Enron's reail energy success in 2000 also reflecred
the company’s serong emphasis on contrace execution and implemen-
acion and on excellence in customer service. Addinionally, 2000 was
marked by increased activity in Europe—an untapped market for
CRETEY OUESHUTCING,

Enron was positioned to dramartically increase its profrability in
20101, Reeail energy earnings would be fueled by the rapid growth of its
L. 5. and European businesses and the strong execution and extension
of existing contracts.

Market Volatility

The U5, energy sector experienced unprecedented challenge and
opportunity in 2000, In natonal rerms, steady movement woward a
functiunihg dn:r-l:guhtud energy t'naﬂtétp-lact continued. More than half
the country’s popularion was scheduled to be able wo choose their elec-
ericity supplier by 2004, The ongoing energy crisis in California had
focused everyone's attention on the complexities of incomplete deregu-
lation, the risks of unreliable supply and the costs of unmanaged
energy demand. Enron provided commercial and industrial energy cus-
omers with the solutions they needed, bringing reliability and price-
risk management to a marker otherwise fraughe with uncertainry.

The volatility of energy prices across the country had heighrened the
value of energy management and increased the demand for rerail ser-
vices. With Enron’s capabiliies—energy commodity and rice risk
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management capabilities, energy asset management and capital solu-
tions—ithe company remained the only irm with the skill, experience,
depth and versatility to provide a comprehensive solution o address
uncertain, rapidly changing markers.

Customer Relationships

The core of Enron’s retail business was developing long-term, mulri-
vear relationships with its customers. The value at contract signing was
only a part of the potential value that could be realized when satished
customers seck to add additonal Enron services to their contracs.

OfF the $16 billion in toral contract value signed in 2000, approxi-
marely § 3 billion came from expansion of existing contract relation-
ships- For 1::::zm‘1|:|||&1 in 1998, Enron sigru:d a ﬁ?eu].u:ar contract, $250
million contract with World Color Press, which later merged with
Quebecor Printing, In 2000 based on Guebecor World's satisfaction,
the relationship was extended and expanded to a 10-year, §1 billion
agreement including not only commodity supply, but also overall
energy management, induding the design and implementation of
improvements in enengy asset infrastructure in more than 60 facilities
operated by Cuebecor Waorld.

Enron valued long-term customer relationships, and the health of
these relationships could nor be kefr o luck, instinet or vague impres-
sighs. Enron's Customer Satisfaction Program continually caprured
the company’s performance against expectations and benchmarks those
results. Further, it was designed to ensure identification and resolu-
tion—including prompr escalation to the executive level if needed—of
any issue hat might arise.

Medium-size Business Market

It the first three years of LLS. operation, Enron Energy Services had
been squarely focused on Fortune 1000 customers. Bur UK. -based
Enron Direct had successfully penetrated the immense medinm-size
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business market, proving that it could sell energy w smaller enterprises
in a cruly open retail marker.

Since gaining regulatory approval in February 1999 chrough the end
of 200K, Enron Direct had acquired more than 130,000 gas and power
customers, and continued to grow at a substantial rate. The proficabil-
ity of these smaller accounts came from Enron's long-term price risk
management capability and Enron Direct's low-cost sales channels,
The company’s high expectations for medium-size businesses were
reflected by the rapid expansion of the European operation. Ewron
Diirectn was active in Madrid, Spain, and similar businesses would be
lannched in other countries as well.

It was Enron's strong belief thar the company was uniquely posi-
ioned to benefic both in the United States and Ewrope from the
world’s steady shift roward  deregulared  energy markers. Enron
intended to continue o provide sensible market solutions for the effec-
tive management of energy costs, and would continue w build a
dynamic global retail business to drive company profits and sustain its
reputation for innovation,

ENRON BROADBAND SERVICES

Enron Broadband Services made excellent progress executing its busi-
ness plan in 2000, The build-out of Enron’s 18,000-mile global fber
network was near completion, bandwiddh intermediation transaction
volume was growing exponentially, and the company was testing the
first commercially sound  premium  content-on-demand  service,
Clearly, the Enron business model was working in the broadband mar-
ket
Enron Broadband Services” goals were:

¢ Deploy the most open, efhcient global broadband network, the
Enron Intelligent Network

* Be the world's largest madketer of bandwideh and neework services.
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* Be the world's largest provider of premium content delivery services.

The Enron Intelligent Network

Enron expected to be the first to provide broadband connectivity on a
[_.;|n|:|a| basis thnmgh the Enron |nt-|:||ig-|:m:¢ Metwork (EIN), The EIN
opetated as a “nerwork of networks,” providing switching capacity
between independent neeworks for low-cost scalability. The company
would continue 1o add pooling points, which physically intercon-
nected third parties” networks and served as reference poines for band-
width contraces. Enron operated 25 pooling points: 18 in the Unived
States, and one each in Tokyo, London, Brussels, Amsterdam, Paris,
Dusseldorf and Frankfure, The company expected to add at least 10
more in 201,

EIN's embedded intelligence provided by Enron’s proprietary
Broadband l:lptr.ating Sysem (BOS) gave Enron unigue, Puuwn:rﬁ.ﬂ
muli-layer network conerol. The Enron BOS enabled the EIN wo:

* Dynamically provision bandwidth in real rime.

* Control qualicy and access to the network for Internet Service Pro-
viders.

* Control and monitor applications as they stream over the network
vo ensure quality and avoid congested routes.

The BOS avtomared the transaction process all the way from the
initial request for capacity o provisioning, electronic billing and funds
transfer. Wich the BOS, Enron had ereated the firse scalable, fully inte-
erated transaction processing option for delivering bandwidth capaciry.

BANDWIDTH INTERMEDIATION

Enron exceeded its expectations by delivering more chan 72,000 ger-
abytes of network services in 2000, demonstrating rapidly growing
industry acceprance of the fexible services. The company was creating
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the risk management building blocks o manage almost every eement
of the network in addition o bandwidch: dark Aber, cirauies, Inermer
Protocol (1P) services {transporting dara packets according to [P stan-
dards) and storage capaciry.

To date the company has vransacted with 45 counter parties, includ-
ing LLS. and international relecommunications carriers, marketers and
resellers and nerwork service providers, In 2001 the company expected
vo deliver 570,000 terabytes as it grew both the breaddh and dhe depth
of its nerwork and products. As of today Enron offers 32 bandwiddh-
related products on EnronOnline.

Enron’s ability o provide bandwidth-on-demand at specified ser-
vice levels and guaranreed delivery enabled customers to access capacity
without necessarily building, buying or expanding their own nerworks.
Enron's bundled intermediation package indudes [P transport over-
land, under sea, and wvia sarellite, ar both hxed and peal-usage terms.
For example, Enron worked with i2 Technologies, a global provider of
intelligent Business solutions, to connect with customers in sic cities,
including four overseas, i2 has provisioned local-loop and long-haul
capacity through Enron, and has low-cost access o its network as if it
were its own, but it now has the Hexibility to quickly add or discard
capacity as day-to-day needs change.

Data storage was a $30 billion-per-year business, and Enron knew
customers would like to pun:ha&n: it on as-needed basis. In January
2001 Enron completed ies first data storage transactions with a leading
provider of managed storage services, StorageNerworks, and a larpe
rerailer, Best Buy. Best Buy was buying off-site storage capacity o save
money and gain Hexibility to accommaodare changing storage needs.

Content Services

In April 2000 Enron signed an agreement with an ULS. video rental
retailer to deliver movies over the Enron Intelligent Network., The trial
service was up and running in Seartle; Pordand, Ore; Sale Lake Ciry
and New York City. Additionally, Enron had established relationships
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with other high-visibility content providers. Over the next ewo or three
vears, the company planned to deliver on-demand not only movies but
sports, educational content, games, music and applications not yer
imagined.

Market Innovator

Enron's innovative approach was as valuable in broadband as it was in
energy. The company's proven intermediation skills were creating new
value for the industry and giving it a flexibility it had never enjoyed.
Enron had combined its business model with readily available rechinol-
ogies to deliver premium content over the Enron [neelligent Network
in a very compelling commercial model. The company was not tied w
any particular technology. It used the best solution at the best time for
its cuseomers, delivering the most reliable product at the lowest cost in

the markerplace.
ENRON TRANSPORTATION SERVICES

The Gas Pipeline Group formally changed its name in Seprember
2000 o Enron Transportation Services w emphasize its ability
deliver innovarive solutions to i customers. These emerging services
augmented the company’s core competency: operating interstate pipe-
lines safely and efhciendy. In 2000 Enron coninued its record of
strong returms with consistent earnings and cash How. Income before
interest and taxes reached $391 million, up from $380 million in
1999, Cash How from operations rose to $415 million in 2000 from
$370 million in 1999, Throughput remained relatively unchanged in
2000 at 9.13 billion cubic feet per day (Bebid), compared to 9.18 Beffd
the previous year.

Together Enron's interstate  pipelines spanned  approximately
25,000 miles with a peak capacity of 9.8 Befld. The company trans-
ported 15 percent of ULS. natural gas demand. It connected to the
major supply basins in the United States and Canada, and ir continued
to increase capacity from those basing to its major markets. Enron
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added 840 million cubic feet per day (MMclid) over the past two
years, and nearly 1 Befld was scheduled o enter service in the next
three years. At the same time, the company’s expense per MMct/d had
declined by 26 percent from 1992 1o today.

Enron Transportation Services pipelines had broughe to marker a
variety of new products and services specifically railored tw address cus-
romer needs. Northern Namral Gas, for example, had used internupe-
ible storage products that extended its capacity to meer the growing
demand for services to manage physical positions. Transwestern Pipe-
line Company was offering shippers increased service Hexibility by
accessing third-party storage. Across all pipelines, web-based applica-
tions had been introduced o allow customers to berter manage trans-
actions and allow the pipelines to maximize their capacity offerings.
Mortherm MNarural Gas, Transwestern Pipeline and Florida Gas Trans-
mission began to sell available capacity on EnronOnline in 2000 to
give customers the convenience of eCommerce transacring.

Northern Natural Gas

Mortherm Natural Gas, Enron's largest pipeline, had approximately
16,500 miles of pipeline extending from the Permian Basin in Texas to
the Grear Lakes, providing extensive access to major urilities and
industrials in the Upper Midwest. The pipeline had market area peak
capacity of 4.3 Betfd. [t interconnected with major pipelines, including
Great Lakes, Transwestern, El Paso, Northern Border and Trailblazer,
o offer excellent nordhern, southern and western How capabilities.
Minety-five percent of market area capacity was contracted through
2003.

Market area demand was expected to increase considerably with the
development of approximarely 2,000 megawates of gas-fired peneration
over the next three years. The pipeline had devdoped innovare and
Hexible services to meet the transportation, storage and balancing needs
of power producers. It complered construction in Ocrober 2000 of a
link to 445 feEawarts of pe;llf.ing power upa:rar.ud |:|].r Great River
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Energy in Minnesota. The link would transpore up to 120 MMcf/d of
gas.
Transwestern Pipeline

Transwestern operated approximately 2,500 miles of pipe with 1.7
Beffd of peak capacity. With pipeline originating in the San Juan, Per-
mian and Anadarko Basins, Transwestern could move gas east w Texas
or west to the California border. To respond o increased gas demand
in California, Transwestern Pipeline added compressor facilities near
Callup, New Mexico, in May 2000 w increase mainline capacity by
140 MMcf/d to the California border. The new capacity was com-
pletely subscribed under long-rerm contracts. In 2000 the pipeline also
added several major interconnects to tap into growing markers east of
Califomia.

The Transwestern system was fully subscribed for western deliveries
through December 2005 and for eastern deliveries through December
2002, The system had the potential w quickly increase dhroughpue
capacity. An expansion project was expected to be hled this year and
completed in 2002,

Florida Gas Transmission

Florida Gas Transmission served the rapidly growing Florida peninsula
and connecred with 10 major pipelines. It had maintined a comperi-
tive position by staging expansions to keep pace with demand as it
grows. With current peak capacity of 1.5 Befid, Florida Gas Transmis-
sion would add 600 MMctd of capacity when its Phase IV and Phase
V expansions were completed. The Fort Myers extension, part of a 200
MMctd Phase IV expansion, went into service on Ocrober 1, 2006,
and the remainder was scheduled oo o L0 Service 11 Ma]r 2001, The
400-MMcf/d Phase V expansion had received preliminary approval
from the Federal Energy Regulatory Commission and was expected w
be completed in April 2002.
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The 4,795-mile pipeline was evaluating supply connections to two
proposed liquehed natural gas facilivies.

Northern Border Partners, L. P.

Morthemn Border Partners, LP. is a publicly traded panmership
(NYSE: NBP), of which Enron was the largest general partner. North-
em Border Partners owns a 70 percent general partner interest in
Morthermn Border Pipeline, which extends 1,214 miles from the Cana-
dian border in Montana to Ulinois. The Pipeline, a low-cost link
berween Canadian reserves and the Midwest market, has a peak capac-
ity of 2.4 Befld and is fully contracted under long-term agreements
with an average term of six years. les Project 2000 extension—34 miles
of pipe from Manhattan, llinois, to a point near North Hayden—uwill
provide 544 MMcffd w industrial markets in Indiana wich a targeted
in-service dare of lace 2001,

Late in 2000, Northern Border Pipeline sertled its rate case, allow-
ing it to swirch from a cost-of-service taniff to a stated-race tariff, which
will provide rate certainty to customers, increase competitiveness and
allow Hexibility in services provided.

MNorthern Border Partners also owns interests in gathering systems
in the Power River and Wind River Basing in Wyoming, and recently
signed a letrer of intent to purchase Bear Paw LLC, which has extensive
gathering and processing operations in the Powder River Basin and the
Williston Basin. The partmership also owns Black Mesa Pipeline, a
273-mile coal-water slurry pipeline running from Kayenta, Arizona, to
Mohave Power Station in Laughlin, Mevada.

Portland General Electric

The sale of Pordand General Electric (PGE) o Sierra Pacific Resources
had been delayed by the effect of recent events in California and
Mevada on che buyer, In 2000 the Pordand, Oregon-based elecericiry
utility performed well in the face of regional wholesale price volarility.
IBIT rose approxcimately 12 percent to $341 million. Toral elecericity
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sales reached 38.4 million megawat-hours (MWh) compared w 31.9
million MWh in 1999, Enron intended to continue wo drive perfor-
mance while pursuing the urility sale.
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FINANCES AT THE BEGINNING OF 2001

EnrON'S ANNUAL REPORT FOR 2000

Enron's net income for the year 2000 was 3979 million compared w
5893 million in 1999 and 3703 million in 1998, Net income before
items impacting comparability was $1,266 million, $957 million and
5698, respectvely, in 2000, 1999 and 1998, Diluted carnings per
share were $1,12 for 2000, $1,10 for 1999 and § 1,01 or 1998,
Enron's business is divided into fve segments and Exploration and
Production (Enron Oil & Gas Company) through Auguse 16, 1999,
Total revenues for the company amounted to $100 billion for che year

200, compared o § 40 billion for 1999,

Table 1. Incema before interest, minoerity interests and income taxes
(IBIT) for each of Enron’s operating segments (in milliens).

‘faar S000 1894 1898
= Transportation and Distribution $ Taz £ &85 £ 637

* Wholezale Services 2,260 1,1317 DEE
« Retail Ensrgy Services 165 (68} {119)
* Broadband Services &) - -

= Exploration and Production - ] 128

a
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= Corporate and Other (615} (4) (32

Inzome before interest, minority ¥ 2482 $ 1,895 1,582
interasts and taxes:

Transportation and Distribution

Transportation and Distribution consists of Enron’s Transportation
Services and Pordand General. Transportation Services  includes
Enron's interstate natural gas pipelines, primarily Northern Narural
Gas Company (Northern), Transwestern Pipeline Company (Tran-
swestern), Enron’s 50 9% interest in Flonda Gas Transmission Com-
pany (Florid Gas) and Enron’s interest in Northern Border Pareners,

L.P. and EOTT Energy Partners, L.P. (EOTT).
Wholesale Services

Whalesale Services includes Enron’s wholesale businesses around the
word, Wholesale Services Dperates in -l:lr_"l.r::]:]pucl markets such as North
Ametiea and Europe, as well as -l:lr_"-'::]::lpiug i 11::1.l.r|_}' -l:l-l_'rr_'gul:lti:ng mar-

leers i:|u:|udiu|g| South Amertica, India and Japan.
Retall Energy Services

Enron, through its subsidiary Enron Energy Services, LLC (Energy
Services), is extending its energy expertise and capabilities w0 end-use
retail costomers in the industrial and commercial business sectors to
manage their ENETgY requirements and reduce their toral CHETEY COSES.

Broadband Services

Enron’s broadband services business (Broadband Services) provides
customers wich a .'.'iuglr_' sonrce for broadband services, inr:||:|-|:li:|1,_-.3__ band-
width intermediation and the delivery of premium content.
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Corporate and Other

Corporate and Other includes Enron's investment in Azurix Corp,
{Azurix), which provides water and wastewarer services, results of
Enron Renewable Energy Corp. (EREC), which develops and con-
structs wind-generated power projects, and the operations of Enron's
methanol and MBTE plants as well as overall corporare activities of

Erromn,

Table 2. Enron Corp. and Subsidiaries Consolidated Income Statement
{in billions).

ear 2000 19548 1948
* Revenues ¥ 1008 & 401 F 313
« Costs and Expenses 4B 8 383 2059
#= |mncome before Interast, Minority 2 2 1.5

Interesta and Income Taxes

« Mat Incoma 1 | .7

Table 3. Average number of Common Shares (in millions).

* Yaar 2000 1888 1988
* Basic 36 705 Gdz2
* [hluted a14 TES G5

Tabde 4. Total Assets.

Yaar 20040 1894
= Current Asseis £F 3 £ 7

* Imestments and Other Assets 23 15

= Property, Plant and Equipment 12 11

Total Asssts £ a6 £ 33
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Table 5. Liabilities and Shareholder’s Equity.

Year 2000 1909

= Total Current Liabilities £ 25 £F 8

= Long Term Debt g )

= Total Deferred Credita and Other Liabilities 14 ]

=  Minority Interests 2 2

= Company Obligated Preferred Securities of 1 1
Subsidiaries

= Shareholders Equity 12 g

Total Liabilities and Shareholders” Equity § GBE 33

Norte

According o table (3) “corrent assers” increase from § 7 billion in
1999 to & 31 hillion in 2000). This enormous increase is due to three
facts: (1) an increase in trade receivables; (3) increase of assets from
price risk management acrivities; and (3) a sharp increase in deposits,
At the same time Enron’s “current liabilities” and its “deferred credies
and other labilioies” increased enormously, but nor as much as is “cur-
rent assers . Then there s the enormous rise in revenue, from $40 bil-
lion in 1999 o $100 in 2001, while ar the same tme ner income
hardly increases. In other words the extra activities did not coneribuee
to the net income, chat is very odd indeed. In face Enron’s profic mar-
gin (net profic versus toral revenue) decreased from 2 o 1 percent. This
sitmation i iself should have been scrutinized. A sitwadon like chis
should arouse suspicion, you really do not have to be an accountant for
such a condusion. Auditor Arthur Andersen wrally disregards this
[ 1110 [

In its various explanations Enron focuses specifically on numerous
details but the company does not spent any time on the big issues:
what are the “corrent assets” and what are the “eurrent liabilities,” and
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how are these valued? And why did the enormouns (250 peroent!}
increase in revenue not contribute anything tw the net income, Enron
is exeremely pood in making simple issues excremely complicated. In
other words in order to find our what went wrong it is cerminly not so
that Enron's annual report is, as is ofen alleged, a difficule story w
read.

MANAGEMENT'S RESPONSIBILITY FOR FINANCIAL REPORTING

A quire interesting paragraph in Enron’s annual report is the statement
concerning management's responsibility for inancial reporting:

“The following hnancial statements of Enron Corp. and subsidiaries
(collectively, Enron} were prepared by management, which is responsi-
ble for their integrity and objectivity, The starements have been pre-
pared in conformity with generally accepred accounting principles and
necessarily include some amounts thar are based on the best estimares
and judgements of management. The system of internal conerols of
Enron is designed to provide reasonable assurance as to the reliability
of financial starements and the protection of assers from unauthorized
acquisition, use or disposition. This system is angmented by written
policies and guidelines and the careful selection and training of quali-
hed personnel. [t should be recognized, however, thar there are inher-
ent limirations in the effectiveness of any system of internal control,
Accordingly, even an effective internal control system can provide only
reasonable assurance with respect to the preparation of reliable finan-
cial statements and 5aﬁ:guan:|ing of assets, Further, because nfl:h.mgts
in conditions, internal contral syseem effectiveness may vary over nme,

Enron assessed its internal control system as of December 31, 20040,
1999 and 1998, relative o current standards of control crireria. Based
upon this assessment, management believes that its system of internal
controls was adequare during the periods to provide reasonable assur-
ance as to the reliability of Anancial statements and the protection of
assers against unauthorized acquisition, use or disposition.
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Arthur Andersen LLP was engaged to audit the inancial statements
of Enron and issue fepatts thereon. Their audits induded dl:\"l:l-['ll:lihg
an overall understanding of Enron's accounting systems, procedures
and internal controls and conducring rests and other anditing proce-
dures sufhcient to support cheir opinion on the fnancial statements.
Arthur Andersen LLP was also engaged to examine and report on man-
agement's assertion about the effectiveness of Enron’s system of inter-
nal controls. The Reports of Independent Public Accountants appear
in this Annual Report.

The adequacy of Enron’s Anancial controls and the accounting prin-
ciples employed in Anancial reporting are under the general oversighe
of the Audit Committee of Enron Corp.’s Board of Direcrors. Mo
member of this committee is an officer or employee of Enron. The
independent public accountants have direct access o the Audit Com-
miteee, and they meet with the commiteee from fime to time, wit and
withour financial management present, w disouss accounting, auditing
and hnancial reporting marters,”

SIGNIFICANT AccOUNTING PoLiciES IN Use By ENRON
Consolidation Policy and Use of Estimates

The accounting and financial reporting policies of Enron Corp. and its
subsidiaries conform to generally accepted accounting principles and
prevailing industry practices. The consolidated hnancial statements
include the accounts of all subsidiaries controlled by Enron Corp. after
the elimination of signihicant inter-company accounts and transac-
rions.

The preparation of Anancial statements in conformity with gener-
ally accepred accounting principles requires management to make esti-
mares and assumptions thar affect the reported amounts of assers and
liabilities and disclosure of contingent assets and liabilities at the dage
of the Ainancial statements and the reported amounts of revenues and
expenses during the reporting period. Actual results could differ from
those estimares.
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“*Enron” is used from ome o rime herein as a collective reference w
Enron Corp. and its subsidiaries and afhliates, The businesses of Enron
are conducted by its subsidiaries and affiliares whose operators are
managed by their respective officers.

Cash Equivalents

Enron records as cash equivalents all high liquid shore-term invest-
inents with origi ial marurites for thiee months or less

Inventories

Inwentories consist primarily of commadicies, priced ac marker as such
inventories are used in trading activities,

Depreciation, Depletion and Amortization

The provision for depreciation and amortization with respect to opera-
tions other than il and gas producing acrivities is compured using the
straigh-line or regulatory mandared method, based on estimared eco-
nomic lives. Composite depreciation rares are applied ro funcrional
groups of property having similar economic characreristics. The cost of
utility property units retired, other than land, is charged o accumu-
lated depreciation.

Provisions for d-l:preci;ltium |;|¢FI|-|:1;it'm and amortzation of Prt:lvtd
oil and gas properties are calculated wsing the units-of-production
method.

Income Taxes

Enron accounts for income taxes using an asser and liability approach
under which deferred assets and liabilivies are recognized based on
anticipared future tax consequences attriburable to differences between
financial stacement carrying amounts of assers and liabilities and their
respective tax bases.
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Eamings per Share

Basic earnings per share are computed uwpon the weighted-average
number of common share outstanding during the periods. Dilured
earnings per share is computed based upon the weighted-average num-
ber of common shares outstanding, plus the assumed issnance of com-
mon shares or all potentially dilutive securities. All share and per share
amounts have been adjusted w reflect the August 13, 1999 two-for-
one stock splir.

Accounting for Price Risk Management

Enron engages in price risk management activities for both crading and
non-trading purposes. Instruments utilized in connection with trading
activities are accounted for using the mark-to-marker method. Under
the mark-to-market method of accounting, forwards, swaps, options,
energy transportation contracts utilized for trading activities and other
instruments with chird parcies are reflected ax fair value and are shown
as “Assets and Liabilities from Price Risk Management Activities™ in
the Consolidated Balance Sheet. These activities also include the com-
modity risk management component embedded in energy outsourcing
contracts. Unrealized gains and losses from newly originated contracts
contract restructuring and the impace of price movemenes are recog-
nized as “Other Revenues.” Changes in the asset and liabilities from
price risk management activities resule primarily from changes in the
valuation of the portfolio of contraces, newly originated transactions
and the aming of sertlement relative to he receipt of cash or certain
contracts. The marker price used to value these mransacrions reflect
management’ best estimate considering various factors including dos-
g E‘.:d‘mng-l: and over-the-counter QUEHATIONS, TIme value and volatl-
ity factors underlying the commitments.

Financial inseruments are also utilized for non-trading purposes to
hedge the impace of marker Aucruations on assers, liabilivies, produc-
tion and other contractual commitments. Hedge accounting is utilized
in on-trading acrivities when there is a high degree of correlation
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between price movements in the derivative and the item designared as
being hedged. In instances where the anticipated correlation of price
movements does not ocour, hedge accounting is terminated and future
changes in the value of the financial inseruments are recognized as gains
or losses. For the hedged items sold, the value of the Ainancial instru-
ment is recognized in income. Gains and losses on financial instru-
ments used for hedging purposes are recognized in the Consolidared
Income Statement in the same manner as the hedged item.

The cash How impace of financial instruments is reflected as cash
How trom operating activities in the Consolidated Starement of Cash
Flovws.

Accounting for Development Activity

Development costs related to projects, induding costs of feasibility
studies, bid preparation, permicting, licensing and contract negotia-
tion, are expensed as incurred until the project is estimated to be prob-
able. At thar rime, such costs are capiralized or expensed as incurred,
based on the nature of the costs incurred. Capitalized development
costs may be recovered through reimbursements from joint venture
partners or other dhird parties or dassified as pare of the investment and
recovered through the cash Hows from that project. Accumulated capi-
talized project development costs are otherwise expensed in the period
that management determines it is probable thar the costs will not be
recoverned

Environmental Expenditures

Expenditures thar relate o an existing condition caused by past opera-
tions, and do not coneribute o current or future revenue generation,
are expensed. Environmental expenditures relating to current or future
revenues are expensed or capitalized as appropriate based on the nature
of the costs incurred. Liabilities are recorded when environmental
assessments andfor clean-ups are probable and the costs can be reason-
ably estimared.
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Computer Software

Direct costs of marerials and services consumed in developing or
obtaining software, including payroll and payroll-related costs for
employees who are directly associated with and who devote time to the
software project are capitalized. Costs may begin ro be capitalized once
the application development stage has begun. All other costs are
expensed as incurred. Enron amortizes the costs on a straight-line basis
over the useful life of the software. Impairment 15 evaluated based on
changes in the expected usefulness of the software. At December 31,
200K ad 1999, Enron has capitalived, net of amortization, $381 mil-
lion and $240 million, respectively of software costs covering numer-
ous systems, including crading and sertlement, accounting, billing, and

upgrades.
Investment in Unconsolidated Affiliates

Investments in unconsolidated affiliates are accounted for by the equiry
method, except for certain investments resulting from Enron’s mer-
chant invesrment activities, which are incduded at marker value in
“Ocher Investments™ in the Consolidared Balance Sheet. Where
acquired assers are accounted for under the equity method based on
remporary control, earnings or losses are recognized only for the por-
tion of the investment to be retained.

Sale of Subsldiary Stock

Enron accounts for the ismance of stock by it subsidiaries in accor-
dance with the Securities and Exchange Commission’s Staff Account-
ing Bulletin (SAB) 51. SAB 51 allows for Enron to recognize a gain in
the amount that the offering price per share of a subsidiary’s stock
exceeds Enron's carrying amount per share.
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Forelgn Currency Translation

For internarional subsidiaries, asser and liability accounts are rranslated
at year-end rates of exchange and revenue and expenses are cranslared
at average rates prevailing during the year. For subsidiaries whose func-
tional currency is deemed m be other than the ULS. dollar, translarion
adjustments are included as a separate component of other comprehen-
sive income and sharcholders’ equity. Currency transaction gains and
losses are recorded income.

During 1999, the exchange rate for the Brazilian real to the U5,
dollar dedined, resulting in a non-cash foreign currency translarion
adjustment reducing the value of Enron's assets and shareholders’
equity by approximately $600 million.

Reclassification

Cerrain reclassifcations have been made to the consolidared financial
statements for prior years o conform with the current presentation.

REPORTS OF INDEPENDENT PUBLIC ACCOUNTANTS

Enron's auditor and independent public account was Arthur Andersen
LLP, one of the five largest accountancy firms in the world. Enron was
an important client for Andersen, they paid the auditing hrm yearly
some $50 million in auditing and consulting fees. Arthur Andersen
LLP reported its findings in two statements w the Sharcholders and
Board of Directors of Enron:

“We have examined management's assertion thar the system of
internal conerol of Enron Corp. (an Oregon corporation) and subsid-
iaries as of December 31, 2000, 1999 and 1998 was adequare w pro-
vide reasonable assurance as to the reliability of Anancial starements
and the protection of assets from unauthorized acquisition, use or dis-
position, induded in the accompanying report on Management's
Responsibility for Financial Reporting, Management is responsible for
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maintaining effective internal control over the reliability of Anancial
starements and the protection of assets against unauthorized acquisi-
tion, use or disposition, Our responsibilicy is to express an opinion on
management s assertion based on our examinarion,

Our examinations were made in accordance with attestation stan-
dards established by the Amercan Instiiuee of Cerrified Public
Accountangs and, accordingly, included obraining an undersmanding of
the system of internal conerol, testing and evaluating the design and
operating effecriveness of the system of internal control and such other
procedures as we considered necessary in the circumstances. We believe
that our examinations Frﬂ'l.ril:lt a reasonable basis for our OpLIGH.

Because of inherent limitations in any system of inernal control,
errors ot irregularities may occur and not be detecred. Also, projections
of any evaluation of the system of internal control o future periods are
subject to the risk that the system of internal control may become inad-
equate because of changes in conditions, or thar the degree of compli-
ance with the policies or procedures may deteriorare.

In our opinion, management’s assertion thae the system of internal
control of Enron Corp. and its subsidiaries as of December 1, 2000,
199% and 1998 was adequate to provide reasonable assurance as o the
reliability of financial statements and dhe protection of assets from
uiauthormed acquisitit:ln. e O dispusiti{'m L% Fairl}r stated, in all mage-
rial respects, based upon current standards of control criveria.”

Arthur Andersen LLP
Howuston, Texas
February 23, 2001

“We have audited the accompanying consolidated balance sheer of
Enron Corp. (an Oregon corporation) and subsidiaries as of December
31, 2000 and 1999, and the related consolidared starements of income,
comprehensive income, cash Aows and changes in sharcholders” equity
for each of the three years in the period ended December 31, 20040,
These financial statements are the responsibilicy of Enron Corp.'s man-
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agement. Our responsibility is to express an opinion on these inancial
statements based on our audits.

We conducted our audits in accordance with auditing standards
generally accepted in the United Seates. Those standards require that
we plan and perform the audic to obrain reasonable assurance abour
whether the Ainancial statements are free of marerial misstarement. An
audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the Anancial stacements. An andit also
includes assessing the accounting principles used and significant esri-
mates made by management, as well as evaluating the overall inancial
statement presentation. We believe thar our audies provide a reasonable
basis for our opinion,

In our opinion, the hnancial statements referred o above present
fairly, in all marerial respects, the fnancial position of Enron Corp,
and subsidiaries as of December 31, 2000 and 1999, and the resules of
their operations, cash flows and changes in sharcholders” equirty for
each of the three years in the period ended December 31, 2000, in con-
formity with accounting principles generally accepted in the United
Seaves.

As discussed in Note 18 w the consolidated Anancial scatements,
Enron Corp. and subsidiaries changed its method of accounting for
costs of start-up activities and its method of accounting for certain con-
tracts involved in energy erading and risk management activities in the
first quarter of 1999."

Arnthur Andersen LLIP
Houston, Texas
February 23, 2001

After the collapse of Enron, late 2001, the statements of Enron’s man-
agement and of Arthur Andersen were difficult to believe; they proved
to be hollow words. Did they really know nothing that was about w
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happen a few months later? What kind of systems was in place? What
kind of examinations did Archur Andersen carry out? Andersen's fee
for auditing and consulting allegedly was $50 million per year, for that
kind of money you can do quite a lot of work, but was any done? Or
was it all just a marter of window dressing? One thing is sure the sys-
tems ‘in place’ did not work at all, neither as far as Enron was con-
cerned, nor as far as Andersen was concerned.

Stock markets have become in the United States a symbol of
progress, of economic achievement. Only profits and share values do
count, the sharcholder has become a holy cow. Criticizing a company
that is highly traded at the New York Stock Exchange has become for
an auditor equal o commercial suicide, reducing the auditing o “rub-
ber stamping” a company’s accounting systems.

In the early months of 2001, ar the time Enron s annnal report for the
year 2000 was published, the sky was blwe for Envon. Nothing indicated or
predicred the dark months ahead, ending with the companys total collapse
befare the end of the year.
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THE COLLAPSE OF AN ENERGY GIANT

January 2001. Ar the start of 2000 Enron's stocks were a much-
favored item ar the New York Stock Exchange, 13 of Enron's 18 ana-
lysts raved the stock a buy. The stodk price was around $801 There was
m-thing T WOy about.

February 5, 2001. Behind the screens, however, a few start two
worry. In a meeting on February 5, 2001, senior officials of Arthur
Andersen's head office in Chicago, Enron's auditors, expressed their
worries about the accounting practices of their client. Enron was no
longer a problem thar Arthur Andersen’s Houston office had kepe w
iself. Key issue was how to account for losses piling up in an off-the-
books partnership between Enron and a irm called LIM. The manager
of LIM was none other than Enron's chief Anancial officer, Andrew
Fastow. Andersen knew that Enron's debes to LIM were rising to a
level thar required public disclosure no marter who was in charge. Such
a disclosure, however, would have sent Enron's stock into a dive. Bue
no disclosure was made in the company’s next quarterly repore. Why
not?

Andersen’s executives discussed whether or not it would be wise to
drop Enron as dient. Enron was paying Andersen some $52 million in
auditing and consulting fees and it was expected thar chis amount
could double within one year. The meeting was followed by an e-mail
o a wider audience. However, nothing happened. To drop a company

45
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such as Enron, a company that made furore ar the New York Stock
Exchange, a company that doubled its revenue within one year would
provoke nasty questions. Such a move, at thar time, might canse seri-
ous commercial problems for Arthur Andersen, one of the largest
auditing firms in the world. As we saw in the previous chaprer there
was no word whatsoever from Arthur Andersen in their ;lul:liting SEAne-
ment in Enron's annual repore for 2000, a document chat was pub-
lished only a few weels laer.

February 12, 2001, On February 12, 2001, Enron announces the
appointment of Jeffrey Skilling as the new Chief Executive Officer of
the company. Skilling, a self-described “brlliant™ 47-year old execu-
tive, with a masters degree in Business Administration from Harvard
Business School, who says he has never suffered any kind of failure,
succeeded Kenneth Lay, the founder of Enron, as CEO. Lay remained
chairman of the company. Some say, in hindsighe, this was an early
arcempt from Lay to distance him from dhe things to come.

March 5, 2001. The first warning in the press abour Enron came
early March 2001 from Fortune Magazine's Bethany Mclean. In an
article tided “fs Enron Operpriced?” McLean tried to find out what kind
of company Enron actually was. How does it make its money? Why
does the company make it so difhcule to look behind the screens? Her
issue of lack of clarity’ is supported by a few analyses, but most is of the
opinion that the stock makes money, in fact return on shares at that
time stood ar 89%, so why bother? The marker can’t ger enough of
Enron: earnings increased 25% and revenues more than doubled, w
over $100 billion. The critics are gushing: Enron has buile unigue fran-
chises in very large markets, thar is where they make their money.

Enron shares were hovering at that time around $80, 55 rimes trail-
ing earnings, more than 21 tmes the multple of a compertitor lilke
Duke Energy, more than ewice thar of che S&P 500, But during a
‘revival meeting” with analysts in Houston, in January 2001, Enron
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managers stated that the stock should acrually be valued at $126, or
more than 50% above the value ar that time.

The attitude of most analysts was to follow the wind. In the "Ameri-
can Stock Exchange Society” it is dangerous to have a different opinion,
even if thar opinion is well founded, you are our before you know,
Stock and stock-trading have become a cult in the Unired Stares, CNN
spends a considerable amount of time displaying and discussing the
daily or hourly ups and downs of the world stock exchanges, as if there
is nothing else of any imporance. Europe's BBC is far more even-
handed in these matters, but stock ownership in Europe is not as wide-
spread as in the ULS. There were skeprics, but not many, most were
afraid because of the lack of clariry.

April 2001, During the month of March 2001 Enron's stocks drop
to a level of $50. In April the stock climbed initially to 60 bue later in
the month the decline resumed.

May 2001. Enron’s vice chairman Clifford Baxter complaing within
the company of “inappropriateness” of Enron's partnership deals. Two
other Enron executives support him in his claims. Baxter resigns,

June 2001, Enron's stocks drop to a level of $44.

Angust 14, 2001, CEO Jefrey Skilling announces he was leaving
the company after having served as CEO for six months only. Skilling
explained thar he left voluntary, blaming unspecified personal reasons
for his behavior. [t was even weirder, By leaving in a hurry Skilling for-
feived a § 20 million severance package and had to pay back a $2 mil-
lion loan that Enron would have forgiven had he stuck around unil
the end of 2001,

[}urin.g Ski“ing's reizn Enron's once tight n:latiunship with Wall
Street deteriorared fast. While Wall Streer was once willing w ke the
company's word on financial performance, it no longer did. The lictle
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information Enron gave to analysts made it impossible to build inde-
pendent models. Enron’s major business, the trading and marketing of
energy, was relatively new and exeremely complicared. There was con-
fusion about the relationship between Enron's repored earnings,
which reflect changes in the value of its energy-trading portfolio, and
the actual cash coming in_ In the first half of the year, Enron reported
net income of $810 million and cash How from operations of negartive
£1.3 bhillion

There were rumaors thar some insiders had sold already 1.75 million
shares in the first few months of 2001, Among the biggest sellers: Lay,
who had sold 408,000 shares ac prices ranging from $81 in the fall of
20HH) eo 343 in July 2001, Odher sellers included two executives who
had resigned: new business unic head Low Pai and broadband chief
Kenneth Rice. According o Enron the sales were related o pending
expiration of oprions,

August 15, 2001, Enron’s chairman Kenneth Lay receives an anon-
ymous letrer from Sheron Watking, Enron’s vice president for compo-
rate affairs, Warking wrote, among others: *f am incredibly nevvons thar
we weill implode i a wave of accounting seandal. " Watking, an accoun-
tant, used to work for chief inancial officer Andrew Fastow before she
was promoted to vice president. She learned Enron was losing money
on wo equity investments: network-equipment supplier Avici lost
98% of its value, and another, New Power, an energy retailer thar had
Kenneth Lay on the board, dropped more than 80M%. Both firms were
backed by Enron stock, their downfall would drag Enron along. None
of this, as far as she knew, was being reflected in Enron's public Rlings.

Warkins wrote her one-page lerter o Kenneth Lay on the day after
CEQ Skilling quit. The letrer said what many executives knew but no
one had the courage to say. Nothing happened.

August 16, 2001, Ar a company-wide meeting, Lay invites anyone
troubled by Skilling's departure to meet with him. With che help of a
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friend Watkins drafes a sic-page memo outdining some of the Enron
deals she considered concroversial. In her lerrers Watking expressed her
fear thar the company “would implode in a wave of accounting scan-
dals.” She claimed that Enron had hidden hillions of dollars in debes
and operating losses inside private partnerships and complex account-
ing schemes that were intended to jack-up the company’s image and
support its inflated stock. She made an appointment with the chair-

1Tian.

Aungust 20/21, 2001, Lay sells 98,000 Enron shares; he earns 2 mil-
lion dollar in the deal. Ar the same ame he urges Enron pn:rsnnm:l to
buy shares in the company.

Angust 22, 2001, Watkins meets with Lay and hands over her six-
page memo. Lay promised o have a team of lawyers review the contro-
versial deals. But he dedided o use Enron's law frm, Vinson & Elking,
despite Watkins uncase abour a conflicr of interest. The same law firm
had been paid for work on some of the same controversial transactions.
But Lay pushed dhrough. Soon another memo, chis time from
employee Margaret Ceoni, dealing with the same issues, reached Lay's
desk.

St-pl:l:lnl:ltr 26, 2001. Initially Enron stocks are tmding ar a level of
$25, later in the month they rse o 340,

October 12, 2001, Andersen lawyer Nancy Temple issues the fol-

||::lwing e-mail:

Ut might be useful to comsider reminding the engagement team of our
docimentation and retention policy. ft wonld be belpful ro make sure that
we have complied with the policy. Let me know if you have any gquestions.
Nancy.”
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A massive effore went underway within Arthur Andersen o destroy
documents that had anything w do with Enron. The shredding did
not stop until November 9, when another e-mail—sent from Andersen
headquarters in Chicago—directed staff to stop destroying documents.

October 16, 2001. Enron announces in a press release:

“Mon-recurring charges totaling $1.01 billion after-tax, or $(1.11)
lovss per dilured share, were rﬁmgnizﬁd for the third quarter of 2001.
The total net loss for the quarter, including non-recurring item, was
$(018) million, or $(0_84) per dilured share”

“After a thorough review of var business, we have decided to take these
charges o clear away isues that have clovded the performance and earn-
ings patential of our core energy businesses.”

The non-recurring charges consisted of:

¢ 3287 million related to asser impairments recorded by Azurix Corp.
These impairments primarily reflected Azurin's planned disposition
of its North American and cerrain South American service-relared
businesses;

¢ 3180 million associared with the restructuring of Broadband Ser-
vices, incuding severance costs, loss on sale of inventory and an
impairment to reflect the reduced value of Enron's content services
business; and

« 5544 million related o losses asociared with cermain investments,
principally Enron’s interest in The New Power Company, broad-
band and rechnology investments, and eady termination during the
third quarter of certain structured Anance arrangements with a pre-
viously disclosed entity.

Enron’s stocks nose-dive to $12 a share.
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October 22, 2001. The Sccurities and Exchange Commission
(SEC) requests information from Enron concerning two partmerships
organized by the company’s chief financial officer Andrew Fastow,
Enron's most notable ransaction with the partmership, LIM2 Co-
Inwestment LP, involved the partnership's purchase of 55 million
Enron shares in exchange for a note, with the aim of hedging against
certain technology investmenes, When dhe value of Enron’s stock and
the investments dropped, Enron repurchased the shares ar the lower
price and cancelled the parenership’s nore.

Enron notes in a press release that its internal and external auditors
and arvorneys reviewed the related party armangements, the Board was
fully informed of and approved these armangements, and chey were dis-
dosed in the company’s SEC flings. “We believe everything that
needed to be considered and done in connection with these rransac-
tions was considered and done,” Kenneth Lay said.

Ocrober 31, 2001, Enron announces thar the Board has appointed
a Special Committee, to be chaired by newly elected board member
William Powers Jr., to examine and take any appropriate actions with
respect to transactions between Enron and entities connected to related
parties.

Enron also announces that the SEC had upa:n&d. a formal il'mf:stiga—
tion into certain of the mareers that were the subject of recent press
reports and char previously were the subject of its informal inguiry.

Enron's stock continues to plungr:-

November 8. 2001, Arthur Andersen receives a subpoena from the
SEC to shed light on its anditing of Enron.

November 8, 2001. Enron provides additional informarion o the
SEC about various related party and off-balance sheetr transactions in
which the company was involved.
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The company also announces in a press release dated November 8,
2011 thart it would restate prior years’ inancial statements to reflect its
review of current information concerning the transactions discussed
below. After making into account Enron’s previously disdosed adjuse-
ment to shareholders” equity in the third quarter of 2001, these restare-
ments have no effect on Enron's current financial position. Based on
this review, Enron has determined thar:

* the Anancial acovities of Cheweo [nvestments, LP. (Cheweo), a
related party which was an investor in Joint Energy Development
Investments Limited Parmership (JEDI), should have been consoli-
dared heginning in Movember 1997;

¢ the financial activities of JEDI, in which Enron was an investor and
which was consolidated inte Enron’s Ainancial statements :Iuring the
first quarter of 2001, should have been consolidated beginning in
1997; and

* the financial activities of a wholly-owned subsidiary of LIM 1, which
engaged in structured transactions with Enron that were designed to
permit Enron to mitigate market risks of an equity investment in
Rhythms NetConnecrions, Ine., should have been consolidared into
Enron's Anancial statements beginning in 1999,

Enron’s current assessment indicated char the resarement will
include a reduction to reported net income of approximately $96 mil-
lion in 1997, $113 million in 1998, $250 million in 1999 and 3132
million in 2000, increases of $§17 million for the first quarter of 20011
and 35 million for the second quarter and a reduction of $17 million
for the chird quarter of 2001, These changes to ner income are the
result of the retroactive consolidation of JEDI and Chewco beginning
in Movember 1997, the consolidation of the LMJ1 subsidiary for 1999
and 20000 and prior year proposed andit adjustments. The consolida-
tion of JEDI and Chewco also will increase Enron’s debt by approxi-
marely $711 million in 1997, $561 million in 1998, $685 million in
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1999 and $628 million in 2000, The restatement wall, m:urding to
Enron, have no negative impace on the company’s reported carmings
for the nine-month pu:ri::u:l n:m:ling Sﬂpneml:uer 2001,

November 12, 2001. An atrempt to merge Enron with Dynegy
Ine. fails. In addition, Standard & Poor's, Moody's Investors Service
and Fivch, Inc. downgrades Enron's long-term debr o below invest-
ment grade.

November 30, 2001. Enron's stocks drops to $0.26 per share.

December 2, 2001, Enron hles for Chaprer 11 bankmprey progec-
tion in a LS. Bankmprey Coure in New York. Enron’s plunge from a
high of $90.75 per share in Auguse 2000, w0 $0.26 only on Movember
30, 2001, was complete.

“While uncertainty during the pase few weeks has severely impacred
the market’s confidence in Enron and its trading operations, we are
taking steps to help preserve capital, stabilize our businesses, restore the
confidence of our trading counter-parties, and enhance our ability tw
pay our creditors,” said Kenneth Lay, Enron Chairman and CEO in a
statement.

Lay also announced austerity measures and a massive lay-off of per-
sonnel, especially in Enron's head office in Houston, Texas.

Enron soughe bankruprey protection for itself and 14 subsidiaries,
including Enron North America Corp., its wholesale energy rading
business; Enron Energy Services, the company’s reail energy market-
ing operations; Enron Transportation Services, the holding company
for Enron’s pipeline operations; Enron Broadband Services, the com-
pany’s bandwidth trading operation; and Enron Metals & Commodity
Corp.
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Not induded in the fling were Northern Natural Gas Pipeline,
Transwestern Pipeline, Florida Gas Transmission, EQTT, Portland
General Elearric and numerous other Enron international enticies.

As part of the reorganization process, Enron also hled suit againse
Drynegy Inc. in the same court, alleging breach of contract in connec-
tion with Dynegy's wrongful erminarion of its proposed merger with
Enron and seeking damages of at least $10 billion. Enron’s lawsuit also
seeks the court’s declaration that Dynegy is not entitled to exercise its
option to acquire an Enron subsidiary that indirectly owns Morthern
Matural Gas Pipeline. Proceeds from the lawsuic would benefie Enron's
creditors.

January 15, 2002, The New York Stock Exchange suspends trad-
ing in Enron shares.

January 17, 2002, Enron Board discharges Arthur Andersen in all
CAPACITIES.

January 23, 2002, Kenneth Lay resigns by e-mail as Enron’s Chair-
man of the Board and Chief Executive Officer:

From: Enron (Mfice OF The Chairman
Sent: Wednesday, famwary 23, 2002 810 PM
To: BL-C-all_ennon_worldwide

Subject: Message from Ken Lay

Earlier today, | stepped down as Enron’s Chairman of the Board and Chief
Executive Officer. This decision was reached in cooperafion with Enron’s
Board and the Credit Commiliee and is effective immediafely

Tor ermerge from bankruptoy, Enron needs a CEQ who con foous 100 percent
af his or her efforts on rebuilding the company. Unfortunately, with multiple
inguiries and investigalions thal require my immediafe alfention, al this
fime | am uneble to fully concentrate on what s most important fo Enron's
stakeholders—preserving value for our oreditors ond our dedicated employ-
85,
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The Creditor Committes has begun a search for o restructuring specialist fo
serve as inlerim CEO fo help the company emerge from bankruptor This
individual will join Enron’s remaining maenagement fearr fo diect the com-
pany’s ongoing spenslions. [ iraly believe Ennon con and will sarvive, 1wl
remmein @ Direclor of the Board o help thet if does.

Drerrimey iy firme @i Enrooy, | haee witnessed tremendons change and appar-
funily. | furve seen people rigorowsty grow and meintain ore of the world's
muost efficient and sefest gas pipe netwarks; | have seen people dedicafe
themselves to a cause that become o pession—opening of energy markets; 1
hzve observed smarf people corne togefher os o learn lo meke crealive solu-
tions like EnronOnline; and | have watched people firelessly give of them-
selves to hiefp their fellow employees and those in the community: Regardiess
of whal has happened, am prowd of so much of whal we were alle fo
acramplish here

Thank you for your cantributions and for the inspiration you have been fo
me over fhe years,
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CLIENT AND AUDITOR

Enron was the 7 Largest company in the ULS. at the time af its collapse. Its
bankrupecy was the largest ever in UK. history. As such the affair avrracted
buge astention. Not ondy the media jumped on the imue; alo the US. con-
gress wanted to show ity constitwency that this was something sevious. Soon
mire than 10 congresional hearings were set up in an agempt to find ot
what had happened. The U8, Department of fustice started it oun inpes-
SR,

The frrst Committee that managed 1o get ity ace together was she Com-
mittee on Financial Services of the ULS. House of Representatives. The
Clammnistee focused on the iswe why Arihur Andersen LLP, Enron's andi-
tor and financial advisor, bad wot been able to prevent a disaster such as
this. Enron bad paid Andersen 352 million in 2000 for auditing it books
and for additional services,

On December 12, 2000, Arthur Andervsen's Managing Partwer and
Chigf Execurive Officer Joseph F. Bernavdinog explained before the Com-
mittee of Financial Services bis company § posicion in the Enron case as fol-
Jotoss:

“Chairman Owxley, Congressman LaFalee, Chairman Baker, Con-
gressman Kanjorski, Chairwoman  Kelly, Congressman  Gutierrez,
Members of the Commirttee.

I am here today because faith in our firm and in che integrity of the
capital market system has been shaken. There is some explaining o do.

57
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What happened ar Enron is a cragedy on many levels. We are
acutely aware of the impact this has had on investors, We also recog-
nize the pain this business failure has caused for Enron's employees and
others. J"n.-'lan].r queﬁtiuns about Enron's fatlure need to be answered, and
some involve accounting and avditing marters. | will do my best today
vo address chose.

| ask that you keep in mind thae the relevant auditing and account-
ing issues are extraordinarily complex and part of a much bigger pic-
ure. Mone of us here yer knows all the faces. Today's hearing is an
impaortant step in enlightening all of us. | am cereain that together we
will get to the facts. IF there is one ching you ke away from my resti-
mony, | hope it is this: Andersen will nor bide from it responsibilisies.
That is why [ am here today. The public’s conhidence is of paramount
importance. [f my firm has made errors in judgements, we will
acknowledge them. We will make the changes needed o restore conhi-
dence,

Today | wane to address owo issues that go to the heart of concerns
about our role as Enron’s auditor. Firse, did we do our job? | want to
explain what we knew and when we knew it on several ley issues, keep-
ing in mind thar our own review—like yours—is still under way. Sec-
ond, did we act with integrity? | want w discuss the $52 million in fees
we teceived and respond to concerns that have been raised. | also want
to talk about what [ believe are some of the lessons we can already learn
from Enron—for our firm, for the accounting profession, and for all
participants in the Anancial reporting system.

Let me seare by relling you whar we know abour three particular
accounting and reporting issues:

* The restarements caused by the consolidation of two Special Pur-
EEE Enttes, kinown as SPEs, and the n:n:nn;ling of Frh'iuusl}r
“passed” adjustments as a required byproduct of the restatement
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* A $1.2 billion reclassifcation in the presencation of shareholders”
equity during 200 1—of which $172 million was misclassified in the
audired 2000 financial statement, and;

* The company's disclosures about its off-balance-sheer transactions
and relared financial activivies.

I want to emphasize that my remarks are based on the information
that is currently available, We have made our best efforts to be com-
plete and accurare in describing what we know. But our review, like the
wotk of the SEC, this Commirtee, Enron's Board, and others, is not
vet complete. Lt is always possible thar new information could be devel-
oped that would change current understanding of events or uncover
NEW EVENES.

CONSOLIDATION OF SPECIAL PURPOSE ENTITIES

Ler me begin with the Special Purpose Entites. SPEs are Ainancing
vehicles that permit companies, like Enron, to, among other things,
access capital or o increase leverage withour adding new debr to their
balance sheet. Wall Streer has helped companies raise billions of dollars
with these structured financings, which are well known to analysts and
sophisticated investors,

Two SPEs were involved in Enron's recent statement announce-
ments. On one, the smaller of them, we made a professional judgement
abour the appropriate accounting treatment that wrned our o be
wrong, On the one with the larger impace, it would appear thar our
audit team was nor provided aritical informartion. We are trying w
determine what happ-l:ned and wh].r.

Let us begin with the larger SPE, an entity called Chewco. What
happened with Chewco accounted for abour B0 percent of the SPE-
related restatement.

In 1993, Enron and the California Public Employees Retirement
System (Calpers) formed a 50/50 partnership they called Joint Energy
Development Investments Limited, or JEDI for short. Among other
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factors, the face that Enron did not control more than 50 percent of
JEDI meant that thar partmership’s Ainancial starements could nor be
consolidated with Enron’s financial statements under the accounting
rules. In 1997, Chewco bought our Calpers” interest in JEDL Enron
sponsored Chewco's creation as an SPE and had investments in
Chewco.

The rules behind what happened are complex, but can be boiled
down to this. The accounting rules dictate, among other things, that
unrelated parties must have residual equity equal o ar least 3 percent of
the fair value of an SPE's assets in order for the SPE to qualify for non-
consolidation. However, there is no prohibition against company
employees also being involved as investors, provided char various rests
were met, including the 3 percent rest,

In 1997, we pedormed andic procedures on the Cheweo transac-
tion, The information provided to our auditors showed that approxi-
mately $1.4 million in Chewco had come from a large intermational
hnancial insticution unrelared w Enron, That equicy met the 3 percent
residual equity test. However, we recently learned that Enron had
arranged a separate agreement with thar institution under which cash
collateral was provided for half of the residual equity. What happened:?

Very significantdy, at the time of our 1997 procedures, the company
did not reveal that it had this agreement with the Anancial institution,
With this separate agreement, the bank had only one-half of the neces-
sary equity at risk. As a result, Chewco's financial sarements since
1997 were required to be consolidated with [EDI's which, in a domino
effect, then had w be consolidared in Enron's Anancal smrements.

It is not clear why the relevant information was not provided to us.
We are still looking into that. On NMovember 2, 2001, we notified
Enron's audit commireee of possible illegal acts within the company, as
required under Section 10A of the Securities and Exchange Act.

Now, about the second SPE structure; specifically, a subsidiary of
the entity known as LIM1. This transaction was responsible for about
20} percent—or 5100 million—of Enron's recent SPE-related restare-
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ment. In rerrospect, we believe LJM1's subsidiary should have been
consolidared. | am here today o well you candidly that this was the
result of an error in judgement. Essendally, chis is what happened:

After our initial review of LIM1 in 1999, Enron decided m ereate a
subsidiary within L]M1, informally referred to as Swap Sub. As a resule
of this change, the 3 percent test for residual equity had w be mer not
only by LIM1, bur also by LIM1's subsidiary, Swap Sub. In evaluating
the 3 percent residual equity level required to qualify for non-consoli-
dation, there were some complex issues concerning the valuation off
various assets and liabilities. When we reviewed this transaction again
in October 2001, we determined thar our team’s initial judgement that
the 3 percent test was met was in error, We prompely told Enron w
COTFECt 1t

We are still looking into the facts. Bur given whar we know now,
this appears to have been the result of a reasonable effort, made in good
faich.

ApJUsTMENTS PREVIOUSLY NOT MADE T0 ENRON'S 1997 FINANCIAL
STATEMENT

As a resule of the restarement for the SPEs, Enron was required w
address proposed adjustments to its inancial statemenes thar were not
made during the periods subject o restatement. Questions have been
raised about certain of these “passed adjustments.” Let me address that
15518 next.

As part of the audit process, the auditor proposes adjustments to the
company's financial statements based on its interprecation of Generally
Accepted Accounting Principles (GAAP). A company's decision w
decling o make proposed adjustments does not mean thar there has
been an intentional effort to misstare. If the auditor believes thar the
company's action result in either an intentonal error or a marerial mis-
statement, it may not sign the audit opinion.

Oftren, there is a timing issue to consider. These adjustments typi-
cally are proposed by the auditor ar the conclusion of the audit
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work—usually one or two months afver the cdlose of the year-end. Some
companies, like Enron, choose to book those adjustments in the year
after the auditor identifies them, when they are immarerial.

Questions have been raised about 351 million in adjustments not
made in 1997 when Enron reported net income totaling $105 million,
Some have asked how adjustments representing almost half of reporeed
net income could have been deemed o be immarenial. Audiding stan-
dards and EC guidance say both qualitative and quanticative factors
need to be considered in determining whether somerhing is marerial,
The Supreme Court has described this approach as the “total mix” of
information thar auditors muse consider.

In 1997, Enron had waken large nonrecurning charges. When the
company decided to pass these proposed adjustments, our audic ream
had o determine whether the company's decision had a marerial
impact on the Ainancial statements. The question was whether the team
should only use reported income of $105 million, or should it also
consider adjusted camings before items char affece comparahil-
ity—what accountants call “normalized” income?

We looked at “the toral mix" and, in our judgement, on a quantita-
tive bhasis, the passed judgements were deemed no ro be material,
amounting to less than 8 percent of normalived earnings. Normalized
income was deemed appropriate in light of the fact that the company
had reported net income of 3584 million one year eadier, in 1996,
£520 million in 1995 and $453 million in 1994,

It is also important o remind you thar the restatement analysis pre-
sented in Enron's recent 8-K fling was nor andived. When Enron's
audived restarement 15 issued, the $51 million in adjustments presented
in 1997 will be reduced for the effect of adjustments proposed n 1996,
which were recorded in 1997,
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REcLASSIFICATION OF $1.2 BiLLON OF SHAREHOLDERS' Equimy

Mow let me turn to the issue of shareholders” equity. Shareholders”
equiry was incorrectly presented on Enron’s balance sheer last year and
in two unaudited quarters this year.

Auditors do not test every transacrion and they are not expecred
da. To do so would be impractical and would be F-l'uhil:ritive expensive.
EnronOmnline alone handled over 500,000 transacrions last year.

Auditing standards require an audir scope sufficient to provide rea-
sonable—nor absolute assurance thar any marerial errors will be identi-
hed. This testing is based on a cost-effective and proven wechnique
known as sampling. [F appropriate accounting is found in a properly
chosen sample, this generally provides reasonable assurance that the
accounting for the whole population of transactions had been done in
accordance with GAAP and is free from marerial misstatement.

Sharcholders’ equity was initially overstared last year for a rransac-
tioin with a balance sheer effear of $172 million. This amount was
recorded as an asset, but should have been presented as a reduction in
sharcholders” equity. Thar amount, $172 million, was less than one
third of on percent of Enron's total assets and approximarely 1.5 per-
cent of sharcholders” equity of $11.5 billion. It was a very small irem
relative to total assets and equity and had no impact on earnings or
cash How. Accordingly, the transaction fell below the scope of our
audit.

In he firse quarter of this year, Enron accounted for several more
rransacrions in a similar way, increasing the size of the incorrecr presen-
tation of shareholders” ﬁquitj.r |:|].r about 3828 mullion. The quartr&ﬂ].r
financial statements of public company's are not subjected to an audit,
and we did not conduer an andic of Enron’s quartedy repores. Consis-
tent with the applicable standards, our work primarily was a limired
review of the company's unaudited Anancial seatements.

In the third quarter, Enron closed out the transactions that included
the $172 million and the $828 million equity amounts, and we and
Enron reviewed the associared accounting, This review included third-
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quarter impacts on the profic and loss statement and on the balance
sheer. This is when the erroneous presentaion of sharcholders”™ equiry
came into focus,

We had discussed the proper accounting rrearment for similar gypes
of transactions with Enron’s accounting statf, and therefore, the scope
of our work on the year 20000 audir and chis year's quarterly reviews did
not anticipate this sort of error, En we informed the company of dhe
error, the company made the necessary changes in is financial stage-
menes

QuesTions ABOUT DISCLOSURE

Questions have been mised about the sufheiency of Enron's disdo-
sures, especially about non-consolidated entities. | ask you to keep in
mind thar the company disclosed in is Anancial starements thar ic was
using 2 number of unconsolidated structured fnancing vehicles.
Unconsolidared means, by definition, thar the assers and liabilities of
these entities were not recorded in Enron’s Anancial statements. How-
ever, in certin circumstances, footnote disclosures are required.

With that disclaimer, let me offer one man's view of whar investors
were told. Enron had hundreds of strucrured finance eransactions.
Some were simple; others, very complex. The company did not dis-
close the details of every transaction, which is acceprable under GAAP,
but it did disclose those involving related parties and unconsolidated
equity athliares.

* |EDI and other entities are listed in footnote nine of Enron’s annual
repor

* LFJM1 and LIM2 involving the company’s former CFO both were
described in the 1999 and 2000 annual repores and described more
fully in its annual procy statements.

ln footnoete 11 to che 2000 annnal report, Enton also disclosed
under the hﬁding “Derivarive Instmments” that it had derivative
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instruments on 12 million shares of is common stock with JD1 and
22.5 million with related parties.

Some people say we should have required the company to ask more
disclosures about contingencies, such as accelerared debr paymenes,
associated with a possible decline in the value of Enron's stock or
changes in the company's credir raring.

| ask you to keep in mind thar the company's shares were coming
off near record levels when we completed our audic for 2000. No one
could have anticipared the sudden, rapid dedine we witnessed in this
stock and its credit ratings, and accounting rules don’t require a com-
pany do disclose remore contingencies.

That said, we continue to believe investors would be betrer served it
our accounting rules were changed to reflect the risks and rewards of
eransactions such as SPEs, not just who controls them. Purting more of
the assets and liabilities chat are at risk on the balance sheer would do
more than addidonal disdosure ever could. We have advocated
changes in these accountng rules since 1982,

| offer an additonal observation about Enron’s disclosures. Press
reports indicare thar some who analyzed the company’s public disclo-
sures came to the conclusion that perceptions abour the com-
pany—and thus the market's valuation of Enron—uwere not supporred
by what was in the company's public Alings.

FEES PAID TO ANDERSEN

Some are questioning whether the siee of our fees, $52 million, and the
fact thar we were paid $27 million for services other than the Enron
audit, may have compromised our independence at Enron. 1 under-
stand that the size of fees might raise questions, and | chink our profes-
sign must be sensitive to thar perceprion.

With that in mind, | think it would be helpful for the Committee to
have a dﬁﬁpﬁr understandin.g of the nature of the work we did for
Enron, and how the fees for that work were reported. As a starting
point, it is important to recognize that Enron was a big, complex com-
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pany. Enron had $100 billion in sales lase year. It operated 25,000
miles of interstare pipeline and an 18,000-mile global fber opric net-
work Enron did business in many countries. lts EnronOnline erading
systemn was the world's largest web-based eCommerce system and han-
dled more than half a million transactions last year—for 1,200 prod-
ucts. Enron was the seventh largest company on the Fortune 500,

This was not a simple company. It was not a simple company to
audit. In addition to its operations and trading, Enron, as we know,
engaged in sophisticated Anancial transacrions. Not a few, but hun-
dreds. Assers worldwide roraled 565 billion, both before and afrer
Enron adjusted for che restarements. Given this complexicy, it should
not surprise anyone that the fees paid w our irm for Enron’s audic
were substantial. The 325 million we were paid for Enron’s andic lase
year is comparable to the amounts thar General Electric and Cirigroup,
two sophisticated financial services providers, paid for their audits. v is
slightly more than the audic fees paid by two others—]P Mongan
Chase and Meerill Lynch.

Because of the way the fee catepories for new proxy statement dis-
closures on auditor fees were defined, many services traditionally pro-
vided by auditors—and in many cases ondy provided by auditors—now
are classified as *Orther.” Regrertably, without knowledge of the under-
lying facts, this leads some to believe that such fees are for "consulting”
services. In fact, the $2.4 million of the $27 million in *Ocdher” fees
reported by Enron lase year related o work we did on registration
statements and comfort lecters. This is work only a company’s audic
firm can do.

Another $3.5 million was for mx work, which has never even been
mentioned as a conflict with audic wore. Audit Arms almost always do
tax work for clients.

Another § 3.2 million of the "Other” fees Enron paid us lase year
related o a review of the controls associared with a new accounting sys-
rem—a service highly relevant w the auditor’s understanding of dhe
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company’s Ainancial reporting system. Another Big Five Firm installed
that financial accounting system—ifor aboue $30 million,

Finally, $4 million of the fees listed as having been paid o Andersen
were, in fact, paid to Andersen Consulting, now known as Accenture,
As most of you know, our firms formally separaced last August and had
been operating as independent businesses for some rime. Nevertheless,
the rules said Enron had o report any fees it paid w Andersen Con-
sulting as having been paid to its audit firm.

If you rake all these facrors into account, the total fees thar Archur
Andersen received from Enron last vear amounted to 347.5 million,
And of this, abour $34.2 million, or 72 percent, was audit-related and
tax work, Total fees for other services paid w our firm amounted w
$13.3. This was for several projects, none of which was for systems
implementation or for more than $3 million.

Some may still say that even $13 million of consulting work is too
much—zhart it weakens the backbone of the auditor. There is a funda-
mental issue here, Whether ics consulung work or audic work, the
reality is thar auditors are paid by their clients. For our system to work,
vou and the investing public must have confidence dhat the fees paid,
regardless of the nature of our work, will not weaken our willingness to
do what is right and in che best interest of the investors as represented
by the audit commiteee and the board.

I do not believe the fees we received compromised our indepen-
dence. Obviously, some will disagree. And | have o deal with the real-
ity of that perception. | am acutely aware that our firm must restore the
public’s truse. [ do not have all the answers today. Bue | can assure you
that we are carefully assessing chis issue and will cake the steps necessary
to reassure you and the public that our backbone is firm and our judge-
ment is clear.

Lessons For THE FUTURE

When a calamity happens, it is absolutely appropriate o ask what
everyone involved could have done tw prevent it. By asking the other
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witnesses and me to testify today, the commirree is working hard, in
good faich, w understand che issues involved and o help prevent a
recurrence with another company.

| believe thar there is a crisis of confidence in my profession. This is
deeply troubling me, as | believe it is a concern for all of the profes-
sion’s leaders and, indeed, all of our professionals. Real change will be
required to regain the public's trust. Andersen will have to change, and
we are working hard to identify the changes that we should male.

The accountancy profession will have to reform itself. Qur system of
repulation and discipline will have to be improved. | discussed some of
the issues thar the profession faces in an op-ed in the Wall Streer four-
naf last week, which is artached to my restimony. Other participants in
the Anancial reporting system will have o do things differenc as
well—companies, boards, audic committees, analysts, investment
bankers, credic analysts, and others. We all must work wgether to give
investors more meaningful, relevant and dmely, information.

But our work starts with our hrm. We are commited o making the
changes needed to restore confidence. A day does not go by without
new information being made available, and | would observe thar all of
us here today—and many others who are not here—have a responsibil-
ity to seck our and evaluare the facs and take needed action. My firm,
and | personally as its CEQ, will continue to do our part. | hope that
my participation today has been helptul to your effores

Thank ].mu-"

ENRON'S RESPONSE TO ANDERSEN TESTIMONY

In a press-release Enron Corp. reacted immediarely on the testimony of
Andersen’s CEO Joseph F. Bernardino:

FOR IMMEDIATE RELEASE: Wednesday, December 12, 2001

HOUSTON-Enron Corp. said today that the comments made by an
Andersen executive ar a Congressional hearing were generally support-
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ive of Enron's good faith and propricty in the preparation of its finan-
cial statements.

“Enron engaged in real time audit procedures with s auditors on
every significant structured Bnance vehide,” said Kenneth L. Lay,
Enron chairman and CEOQ. "It has always been Enron's policy to be
open with its accountant, Andersen.”

As to one special purpose entity, Andersen said it had been unaware of
an arrangement relevant to thar endry’s off-balance sheer treatment,
Enron noted, however, that it was the company’s management, not
Andersen, thar discovered the arrangement and s relevance and
reported it to Andersen within 24 hours.

In addition, Enron referred the marer to the previously formed Special
Inwvestigative Committee of the Board, which hired separate counsel
that, in wrn, hired separate accountanes. Thar Special Commirtee is
continuing its work to determine the facts and the proper remedial
actions. Enron is determined to get to the bowom of these issues and
began work on thar effore before Andersen’s advice.”

Andersen's CEQ in his testimony belittles the problems to a grear
extend. It was all 2 marter of “minor errors”, small “miscakes in judge-
ment” or specific “interpretation” of "GAAP" rules. There is nothing
in his testimony about the activities of people such as Andrew Fastow,
Michael Kopper, Ben Glisan or Richard Causey. Whar abour the Rap-
tor vehicles? What abour the massive shredding of papers and docu-
ments between October 23 and November 9, 2001, No word from
Bernarding abour the worries, in carly 2001, of senior Andersen man-
agers regarding Enron’s accounting practices. In the mean time Amer-
ica's seventh largest company went down the drain in a doud of dust,
causing America’s biggest bankruprcy case in history.
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Not the first time

What makes Andersen an even tastier target for investigarors is the face
thar this is not the Arst cime. Last vear, the Arm was hic with a 87 mil-
lion fine for “improper professional conduct,” the Arst successtul case
against an auditor launched by the ULS. Securities 8 Exchange Com-
mission in more than 20} years.

The fine related to auditing work for rubbish-processing firm Wasee
Management in the mid-1990s, including some $1.4 billion in over-
stated earnings.

The Waste Management case followed Andersen’s decision o pay
110 million to setde a lawsuic on audies ar Sunbeam, another ULS, di-
ent found to have less than reliable accounts. Bur there were others,
such as Asia Pulp and Paper and a bankrupr insurance company in
Australia, and of course the Baptist Foundation of Arizona (BFA).

The link berween Enron and BFA is the way Arthur Andersen han-
dled the books of both failed companies. The long ignored collapse of
BFA is every bir as tragic as the Enron failure. BFA filed for bankruprey
in Phoenix, leaving in the lurch 13,000 mostly elderly investors who
collectively lost more than $590 million. It is the largest bankruptey of
a religions non-profic entity in the United Stares history.

BFA investors are Christian folk who live throughout the United
Stares, hardworking men and women who assumed they had invested
their money wisely because they believed neither Arthur Andersen
accountants, nor the pious Southern Baptist salesmen who promoted
BFA’s high-interest notes, would deceive them. So far, BFA investors
have received only pennies on their dollars from bankruptey seetle-
ments. Arizona atomeys general have ried o force Andersen to pay
back the BFA vicrims. So far, they have failed.

Currently, Andersen faces action by the Arizona Board of Accoun-
rancy and Arizona Atomey General's Office, as well as two ongoing
civil lawsuits in state court alleging thar Andersen’s accounting frand
deceived BEA investors. And several of BFA's key-managers have been
indicred for alleged white-collar fraud in state court,
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There are more similarities berween Enron and BFA. In Phoenix
Andersen is acoused of ignoring or failing o thoroughly investigare
shell companies created by insiders who grotesquely enriched them-
selves while hiding BFA's mounting debr in “off-balance companies.”
Here wo were whistleblowers, bur Andersen ignored them. Docu-
ments have allegedly been aleered.

As the smallest of the Big Five audic firms (the others are Pricewarer-
houseCoopers, Deloitte 8 Touche, KPMG and Ernst & Young), it
cannot afford to pass up business. Since the bulk of its lucrarive consul-
tancy business—Andersen Consulting, now known as Accenture—has
been spun off over the past few years, Andersen is forced to squeeze as
much revenue our of its clients as possible.

As the investigations roll on, the consequences for Andersen could
be disastrous. Possible daims could even wipe our the anditing firm,
Even if investigators And that Andersen was blamelessly ignorant of the
going-on at Enron, which is highly unlikely, it could still be hit by a
temporary freeze on signing up new audit clients. Not thar wo many
firms will be eager to hire Andersen as an auditor, ar least if they wish
to send ont reassuring signals to investors,

And if Andersen’s auditing business faleers, it will have a knock-on
effect on its allied sidelines, which run from consulting to legal services.

Merger Mania

Already, there is ralk—so far brushed aside by the firms con-
cerned—thar Andersen may be forced o merge with a large rival,
KPMG for example. That would make the Big Five—not that long ago
known as the Big Eight—ingo the Big Four, and would cerminly ring
alarm bells among competition authorities.

With or without proof of malpractice ar Andersen, the SEC is
expected almost certainly o introduce new restrictions on the sector,
At their most draconian, these could include an attempt to force the
Big Five to split their auditing from their consulancy divisions, and
F-M.sil:ll].r Eve ._'*.Pil"l. off marginal interests such as I:E;ﬂ and human



T2 The EMRON Collapse

resources services. That would be bad new for the ]_"rig Five which have
been frantically empire-building for the past decade. Bur iv may be dhe
only way o win back truse in those dull bue vital financial sarements.

Andersen as Campalgn Contributor

Enron was a large contributor o politicians. Berween 1989 and 20011
the company contributed all in all nearly $6 million o federal parties
anid candidaces, more than owo-thirds o ]T.-L'[:I|J]1-|ir_':|:|1.'.'. Andersen,
meanwhile, was an even bigger supporter of Bush, having contributed
$146,000 via is employees and PAC in 1999-2001). D. Stephen God-
dard, relieved of his managerial duties in Andersen’s Houston office in
January also was one of Bush's biggest individual donors during the
election. All told, Andersen has coneributed more than $5.2 million in
soft money, PAC and individual contributions o federal parties and
candidares, more than half o Republicans. While Enron’s giving has
concentrated mainly in big soft money gifts o the natonal political
parties, Andersen's CENETOSITY often was targ::r:.ﬂ directly at members of
Congress. For instance, more than half the current members of the
House of Representatives were recipients of Andersen cash over the last
decade. In the Senare, 94 of the chamber's 100 members reported
Andersen contributions since 1989, Ar the same time, 71 senators and

186 House members (43 percent) reported taking Enron cash over the
last decade.

Andersen’s Total Contributions
To Federal Candidates and Parties, 1885-2000

Election Cycle Total Contributions % to Dems % to Reps
1880 5 252,780 3% 5T%

18982 651,158 54 46

1894 B84 361 i i

1896 850,185 33 6T
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1888 825,056 a1 &9
2000 1,430,510 29 71
2002 525,442 a1 69

NB. There is no question about Andersen’s ‘love’ for Republicans.

Conflict of Interest

The massive donations from Andersen and Enron to political parries
and candidares immediarely created problems when the UL 5. Depart-
ment of Justice announced early January 2002 that it had creased a task
force, staffed with experts on complex financial crimes, to pursue a full
criminal investigation of the Enron case. The country was quickly
reminded of the pervasive reach of Enron and Andersen and their exec-
utives—the  biggest contriburors o the Presidential campaign of
George W, Bush—when ULS. Avtorney General John Asheroft had w
recuse himself from the probe because he had received 557,499 in
campaign cash from Enron for his failed 2000 Senate re-election bid in
Missouri. Then the entire offhce of the U5, Amorney in Houston
recused itself because too many of its prosecurors had personal ties
Enron executives—or to angry workers who have been fired or have
seen their life savings disappear.

Texas attorney general John Cornyn, who launched an investigation
in December into 401(k) losses ar Enron and possible tax liabilivies
owed to Texas, recused himself because since 1997 he has accepred
$158,000) in campaign coneributions from the company.
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THE POWERS' REPORT

On October 31, 2000 Enron announced that the Board had dPFt.rfﬂIﬁ!! F
Special Committee, to be chaired by newly elected Board member Willian:
Powers fr.. o examine and take appropriate actions with respect to trans-
detionis betiveen Evivon and svitities covinected to refa'ﬁpdrﬁﬁ.

The Special Investigation Committee, consisting of Willizm C. Powers,
Jr., Raymond 5. Tronblh and Herbere 8. Winokur, Jr.. submitted its report
to the Members of the Board of Dirvectors on February 1, 2002, The report
became known as The Powers Report.

The Powers Report is more than 200 pages long and gives detailed
information about the various transactions thar brought Enron eventu-
ally in problems, We will follow the executive summary of the report.

BACKGROUND OF THE REPORT

On October 16, 2001, Enron announced that it was taking a $544
million afrer-tax ch:;rgt AEAINSE carnings related to transactons with
LIM2 Co-lnvestment, L.P, ("LJM2"), a pannership creared and man-
aged by Fastow, Enron's chief Anancial officer. It also announced a
reduction of shareholders’ equity of $1.2 billion related o transactions
with that same entity.

Less than one month later, Enron announced thar ic was restating ics
hinancial statements for the period from 1997 through 2001 because of
accounting errors relating to transactions with a different Fastow part-
nership, LIM Cayman, L. (*L]M17), and an additional relared-party

75
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entity, L.P. (*Chewco"). Chewco was managed by an Enron Global
Finance employee, Kopper, who reported o Fastow.

The LIM1- and Chewco-related restatement, like the eadier charge
against carnings and reduction of sharcholders’ equity, was very large,
It reduced Enron’s reported net income by 328 million in 1997 (of
$105 million total), by $133 million in 1998 {of 3703 million total),
by $248 million in 1999 (of $893 million total), and by $99 million in
2000 (of $979 million total). The restatement reduced reported share-
holders” equity by $258 million in 1997, by $391 million in 1998, by
$710 million in 1999, and by $754 million in 2000, It increased
reported debe by $711 million in 1997, by $561 million in 1998, by
2685 million in 1999, and by 3628 million in 2006 Enron also
revealed, for the first time, that it had learned that Fastow received
more than $30 million from LJM1 and LJM2. These announcements
destroved marker conhdence and investor erust in Enron. Less than a
month later, Enron fAled for bankruprey.

SUMMARY OF FINDINGS

This Committee was established on October 28, 2001, t conduct an
investigation of the related-party transactions. We have examined the
specific transacrions that led vo the third quarter 2001 eamings charge
and the restatement. We also have attempred o examine all of the
approximately two dozen other ransactions berween Enron and these
relared-party entities: whar these rransactions were, why they ook
place, what went wrong, and who was responsible.

Our investigation identified significant problems beyond  those
Enron has already discdlosed. Enron employees involved in the panner-
ships were enriched, in the aggregate, by tens of millions of dollars chey
should never have received—Fastow by at least $30 million, Kopper by
at least 310 million, two others by 31 million each, and still two maore
by amounts we believe were ar least in the hundreds of thousands of
dollars. We have seen no evidence that any of these employees, except
Fastow, obtained permission required by Enron’s Code of Conduct of
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Business Affairs o own interests in the parmerships. Moreover the
extent of Fastow's ownership and financial windfall was inconsistent
with his representations to Enron’s Board of Directors.

This personal enrichment of Enron employees, however, was merely
one aspect of a deeper and more serious problem. These partner-
ships—Chewco, LIM1, and LIM2—were used by Enron Management
to enter into transactions that it could not, or would not, do with unre-
lated commercial entities. Many of the most significant transactions
apparently were designared to accomplish favorable Anancial statement
results, not to achieve bona frde economic objectives or to transfer rigk,
Some transacrions were designed so that, had dhey followed applicable
accounting rules, Enron could have kept assets and liabilicies (especially
debt) off its balance sheer; bur the transactions did nor follow those
rules.

Other  transactions  were  implemented—improperly, we are
informed by our accounting advisors—o offser losses. They allowed
Enron to conceal from the marker very large losses resulting from
Enron's merchant investments by creating an appearance that those
investments were hedged—thar is, thar a third party was obligated w
pay Enron the amount of those losses—when in fact thar third party
was simply an entity in which only Enron had a substantial economic
stake. We believe these transactions resulted in Enron reporting carn-
s from the third quarter of 2000 th ruugh the third quarter of 2001
that were almost $1 billion higher than should have been reporred.

Enron's original accounting trearment of the Chewco and L]M]1
transactions that led o Enron’s November 2001 restatement was
cearly wrong, apparently the resule of mistakes either in structuring
the transactions or in basic accounting. In other cases, the accounting
erearment was likely wrong, notwithstanding crearive efforts wo circum-
vent accounting principles through the complex seructuring of transac-
tiong that lacked fundamental economic substance. In virmally all of
the transactions, Enron’s accounting trearment was determined with
extensive participation and structuring advice from Andersen, which
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Management reported to the Board. Enron’s records show thar Ander-
sen billed Enron £5.7 million for advice in connecrion with the LM
and Chewco transactions alone, and above and beyond it regular audic
fews.

Many of the transacrions involve an accounting structure known as
a “special purpose entity” or “special purpose vehicle” (referred to as an
“SPE” in this Summary and in the Report). A company thar does busi-
ness with an SE may trear thar SPE as if it were an independent ourside
entity for accounting purposes if two conditions are met: (1) an owner
independent of the company must make a substantive equity invest-
ment of ar least 3% of the SPE's assers, and thar 3% must remain ar
risk chroughout the rransaction; and (2) the independent owner must
exercise control of the SPE. In those circumstances, the company may
record gains and losses on transactions with the SPE, and the assers and
liabilities of the SPE are not included in the company’s balance sheer,
even though the company and the SPE are dosely related. Ie was the
rechnical Railure of some of the structures with which Enron did busi-
ness to satisfy these requirements thae led to Enron’s restatement.

THE CHEWCO TRANSACTION

The frst of the related-party ransactions we examined involved
Cheweo Investments L.P., a limited partnership managed by Kopper.
Because of this transaction, Enron Aled inaceurate Ainancial statements
from 1997 through 2001, and provided an unauthorized and unjustif-
able financial windfall to Kopper.

From 1993 through 1996, Enron and the California Public
Employees” Retirement System ("CalPERS”) were partners in a $500
million joint venture investment partnership called Joine Energy
Development  Investment Limited Partnership (*JEDI"). Because
Enron and CalPERS had joint control of the Partnership, Enron did
not consolidate JEDI inm i consolidated financal starements. The
hnancial stacement impact of non-consolidation was signihcant: Enron
would record its contractual share of gains and losses from [EDI on its
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income statement and would disclose the gain or loss separacely in ics
fnancial starement foorores, but would met show [EDD's debe on ics
balance sheet.

In November 1997, Enron wanted o redeem CalPERS interest in
JED so that CalPERS would invest in another, larger partnership.,
Enron needed o find a new parmer, or else it would have w consoli-
date |JEDI into is hnancial starements, which it did not wane w do.
Enron assisted Kopper (whom Fastow identified for the role) in form-
ing Chewco to purchase CalPERS interest. Kopper was the manager
and owner of Cheweo's general parener. Under the SPE rules summa-
rized above, Enron could only avoid consolidating JED onto Enron’s
hinancial smtements if Chewco had some independent ownership with
a minimum of 3% of eguity capital at risk. Enron and Kopper, how-
ever, were unable o locare any such oumide investor, and instead
financed Chewco's purchase of the JEDI interest almost entirely with
debt, not equity. This was done hurriedly and in apparent disregard of
the accounting requirements for non-consolidation. Notwithstanding
the shortfall in required capital, Enron did not consolidate Cheweo (or
JED) into is consolidared hnancial starements.

Kopper and others (including Andersen) declined to speak with us
about why this rransaction was structured in a way that did not comply
with the non-consolidation rules. Enron, and any Enron employee act-
ing in Enron's interest, had every incentive to ensure thar Chewco
complied with these rles. We do not know whether this mistake
resulted from bad judgement or carelessness on the pare of Enron
employees or Andersen, or whether it was caused by Kopper or others
putting their own interests ahead of cheir obligation to Enron.

The consequences, however, were enormous. When Enron and
Andersen reviewed the mransacrion dosely in 2001, they concluded that
Chewco did not satisfy the SPE accounting rules and—becanse JEDIs
non-consolidation depended on Chewco's status—neither did JEDI.
In Movember 2001, Enron announced that it would consolidare
Chewco and JEDI retroactive to 1997 As deaailed in the Background
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section above, this retroactive consolidation resulted in 2 massive
reduction in Enron’s reported net income, And a massive increase in its
reported debt.

Beyond the financial statement consequences, the Chewco transac-
tion raises substantial corporate povernance and management oversighe
issues. Under Enron’s Code of Conduct of Business Affairs, Kopper
was prohibived from having a Anancial or managerial role in Chewco
unless the Chairman and CEO determined that his participation “does
not adversely attect the best inerests of the Company.” Norwithstand-
ing this requirement, we have seen no evidence thar his participation
was ever disclosed to, or approved by, either Kenneth Lay (who was
chairman and CEQ) or the Board of Direcrors.

While the consequences of the transaction were devastating to
Enron, Kopper reaped a financial windfall from his role in Chewco,
This was largely a result of arrangements that he appears to have nego-
tiated with Fastow. From December 1997 through December 2000,
Kopper received $2 million in “management” and other fees, Relaring
to Chewco. Qur review filed w identify how these payments were
determined, or whar, if anything, Kopper did to justify the payments.
Maore importantly, in March 2001 Enron repurchased Cheweo's inter-
est in JEDI on terms Kopper apparently negodated with Fastow (dur-
ing a period in which Kopper had undisdosed interests with Fastow in
both LIM1 and L]M2). Kopper had invested $125,000 in Chewco in
1997, The repu rchase resulted in Kuppft‘ﬁ {and a frend o whom he
had transferred pare of his interest) receiving more than $10 million
rﬂ.ll’l’l E.I'IIUI'I.

THE LIM TRANSACTIONS

In 1999, with Board approval, Enron enrered into business relation-
ships with two partnerships in which Fastow was the manager and an
investor. The transactions berween Enron and the LM partmerships
resulted in Enron increasing its reported Anancial results by more than
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a hillion dollars, and enriching Fastow and his co-investors by tens of
millions of dollars ar Enron's expense.

The two members of the Special Investigative Committee who have
reviewed the Board's decision to permit Fastow to participare in L]M
notwithstanding the conflice of interest have concluded chat this
arrangement was fundamentally Aawed. (One member of the Special
Inwestigative Commirttee, Herbere 5. Winokur, Jr., was a member of
the Board of Directors and the Finance Commirtee during the relevant
period. The portions of the Report describing and evalvating actions of
the Board and its Commirtees are solely the views of the other two
members of the Commiree, Dean William Powers, |r., of the Univer-
sity of Texas School of Law and Raymond 5. Troubh.) A relationship
with the most senior financial othcer of a public company—particu-
larly one requiring as many conerols and as much oversighe by others as
this one did—should not have been undertaken in the frst place.

The Board approved Fastow's participation in the LM partnerships
with full knowledge and discussion of the obvious conflict of interest
that would result. The Board apparently believed thar the conflict, and
the substantial risks associared with it, could be mitigared through cer-
tain controls (involving oversight by both the Board and Senior Man-
agement) o ensure that rransactions were done on enms fir o Enron,
I taking this step, the Board thoughe that the L]M partnerships would
offer business benefirs to Enron thar would outweigh the potential
costs. The principal reason advanced by Management in favor of the
relationship, in the case of LIM1, was that it would permit Enron o
accomplish a particular transacrion it could not otherwise accomplish.
In the case of LIM2, Management advocared that it would provide
Enron with an additional potential buyer of assets thar Enron wanted
to sell, and that Fastow’s familiaricy with the Company and the assers
to be sold would permit Enron to move maore quickly and incur fewer
TrANSACTION COSTS.

Orver time the Board required, and Managemene told the Board i
was implementing, an ever-increasing set of procedures and controls
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over the related-party transactions. These included, most imporcandy,
review and approval of all LJM transactons by Richard Causey, the
Chief Accomnting Officer; and Richard Buy, the Chief Risk Officer;
and later during the period, Jeffrey Skilling, the President and COO
{and later CEQY). The Board also direcred its Audit and Compliance
Commirtee to conduct annual reviews of all LM transactions.

These controls as designed were not rigorous enough, and cheir
implementation and oversight was inadequate ar both the Manage-
ment and Board levels. No one in Management accepred primary
responsibility for oversight; the controls were not executed properly;
and there were structural defeces in those controls that became appar-
ent over time, For instance, while neither the Chief Accounting
Officer, Causey, nor the Chief Risk Othicer, Buy, ignored his responsi-
bilities, they interprered their roles very narrowly and did nor give dhe
eransactions the degree of review the Board believed was occurring,
Skilling appears to have been almost entirely uninvolved in the process,
notwithstanding representations made o the Board that he had under-
taken a significant role. No one in Management stepped forward to
address the issues as they arose, or wo bring the apparent problems to
the Board's attention.

As we discus further below, the Board, having determined o allow
the related-party transactions to proceed, did not give sufhcient scoru-
tiny to the information thar was provided thereafrer. While there was
impaortant informarion that appears to have been withheld from dhe
Board, the annual reviews of LM transactions by the Audic and Com-
pliance Committee {and later also the Finance Committee) appear to
have involved only brief presentations by Management (with Andersen
present at the Audic Committee) and did not involve any meaningful
examination of the nature or terms of the transactions. Moreover, even
though Board Commirttee-mandated procedures required a review by
the Compensation Commirteee of Fastow’s compensation from the
parterships, neither the Board nor Senior Management asked Fastow
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for the amount of his L]M-related compensation until Ocrober 2001,
afver media repores focused on Fastow's role in LM,

From June 1999 through June 2001, Enron entered into more than
200 distiner transacrions with the LM partnerships. These were of two
peneral types: asset sales and purported “hedging” transactions. Each of
these types of transactions was flawed, although the latrer ultimarely
caused much more harm w Enron,

Asser Sales. Enron sold assets to LM char it waneed o remove from
its books. These transactions often ocourred close to the end of finan-
cial reporting periods. While there is nothing improper abour such
wransacrions if they actually ransfer the risk and rewards of ownership
tw the other party, there are substancial questions whether any such
transfer occurred in some of the sales to LIM.

Mear the end of the third and fourth quarters of 1999, Enron sold
intereses in seven assets to LJM1 and JM 2. These transactions appeared
consistent with the stated purpose of allowing Fastow to participate in
the parmerships—the transactions were done quickly, and permicred
Enron to remove the assets from its balance sheet and record a gain in
some cases. However, events that occurred afrer che sales call inro ques-
tion the legitimacy of the sales. In particular: (1} Enron bought back
fve of the seven assers after the dose of the Anancial reporting period,
in some cases within a matter of months; (2) the LIM partnerships
made a profic on epery transaction, even when the asset it had pur-
chased appears to have declined in market value; and (3) according o a
presentation Fastow made o the Board’s Finance Commirtee, those
ransacrions generated, direcdy or indirectly, “eamings” to Enron of
$229 million in the second half of 1999 (apparendy including one
hedge transaction). Although we have not been able o confirm Fas-
tow's calculation, Enron’s reported earnings for that period were $570
million (pre-tax) and $549 million (afrer-tax).

We have identified some evidence that, in three of these rransacrions
where Enron ultimately bought back LIM’s interest, Enron had agreed
in advance to protect the LM parcnership against loss. IF this was in
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fact the case, it was likely inappropriate to treat the transactions as
sales. There also are plausible, more innocent explanations for some of
the repurchases, bue a sufficient basis remains for further examination,
With respect to those transactions in which risk apparendy did not
pass from Enron, the LM partnerships functioned as a vehicle to
accommaodare Enron in the management of i reporred financial
results.

Hedging Transactions. The Arst “hedging” transaction between
Enron and LJM occurred in June 1999, and was approved by dhe
Board in conjuncrion with its approval of Fastow's participation in
LIMI. The normal idea of a hedge is to contract with a creditworchy
outside party thar is prepared—for a price—eo take on the economic
risk of an investment. If the value of the investment goes down, that
outside party will bear the loss. Thar is not whar happened here.
Instead, Enron eransferred its own stock to an SPE in exchange for a
note. The Fastow parmership, LIM1, was to provide the outside equiry
necessary for the SPE to qualify for non-consolidaton, Through dhe
use of options, the SPE purported to take on the risk that che price of
the stock of Rhythms NetConnections Ine. (*Rhythms"), an inernet
service provider, would decline. The idea was to “hedge” Enron’s prof-
itable merchant investment in Rhythms stodk, allowing Enron vo offse
losses on Rhythms if the price of Rhythms stock dedined. IF the SPE
were required o pay Enron on the Rhythms options, the transferred
Enron stock would be the principal source of payment.

The other “hedging” transaction occurred in 2000 and 2001 and
involved SPEs known as the “Rapror” vehides. Expanding on the idea
of the Rhythms transaction, these were extraordinary complex struc-
tures. They were funded principally with Enron’s own stock (or con-
tracts for the delivery of Enron stock) that was intended to “hedge”
apainst declines in the value of a large group of Enron's merchant
investments. LJM2 provided the outside equity designed o avoid con-
solidation of the Rapror SPEs
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The asser sales and hedging rransactions rised a variery of issues,
including the following;

Accounting and Financial Reporting Issues. Although Andersen
approved the transactions, in fact the “hedging” transactions did not
involve substantive transfers of economic risks, The transactions may
have looked superficially like economic hedges, bur they acrually func-
voned only as “accounting” hedges. They appear to have been
designed to circumvent accounting rules by recording hedging gains wo
offser losses in the value of merchant investments on Enron's quartery
and annual income statements. The economic reality of these transac-
rions was thar Enron never escaped the risk of loss, because it had pro-
vided the bulk of the capital wich which the SPEs would pay Enron.

Enron used this strategy to avoid recognizing losses for a time. In
1999, Enron recognized afrer-tax income of $95 million from the
Rhythms eransaction, which offser losses on the Rhythms invesrment,
In the last two gquarters of 2000, Enron recognized revenues of $500
million on derivative rransactions with the Rapmr entities, which offser
losses in Enron’s merchant investments, and recognized pre-tax earn-
ings of $532 million {induding ner interest income). Enron’s reported
pre-tax earnings for the last two quarters of 2000 totaled 3650 million,
“Earnings” from the Raprors accounted for more than 80% of that
total,

He idea of I']L'd.EiI'IE Enron's imvestments with the value of Enron’s
capital stock had a serious drawback as an economic martrer. IF the
value of the investmenes fell ar the same time as the value of Enron
stock fell, the SPEs would be unable to meet heir obligarions and the
“hedges” would fail. This is precisely what happened in lage 2000 and
early 2001. Two of the rapror SPEs lacked sufficient credit capacity w
pay Enron on the *hedges.” As a resule, in late March 2001, it appeared
that Enron would be required to take a pre-tax charge against earnings
of more than $500 million to reflece the shordfall in credit capacity.
Rather than take that loss, Enron “restructured” the Rapror vehicles
by, among other things, transferring more than $800 million of con-
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tracts to receive its own stock to them just before the gquarter-end. This
eransaction apparently was not disclosed to or authorized by the Board,
involved a rransfer of a very substantial value for insufficient consider-
arion, and appears inconsistent with governing accounting rules. It
continued the concealment of the substantial losses in Enron’s mer-
chane investments.

Haweever, even these efforts could not avoid the inevitable resules of
hedges that were supported only by Enron stock in a dedining market.
As the value of Enron’s merchant investmentss continued w fall in
2001, the credic problems in the Rapror entities became insoluble.
Ultimarely, the SPEs were terminated in Seprember 2001, This
resulted in the unexpected announcement on Ocrober 16, 2001, of a
$544 million after-tax charge against earnings. In addivion, Enron was
required o reduce sharcholders” equity by $1.2 billion. While dhe
equity reduction was primarily the result of accounting errors made in
2000 and early 2001, the charge against earnings was the result of
Enron's “hedging” its investments—not with a creditworthy counter-
patty, bt wich imself

Consolidarion Issues. In addition to the accounting abuses invaly-
ing use of Enron stock to avoid recognizing losses on merchant invest-
ments, the Rhythms transaction involved the same SPE  equity
problem that undermined Chewco and JEDI. As we stated above, in
2001, Enron and Andersen conduded that Cheweo lacked sufficient
outside equity ar risk to qualify for non-consolidation. At the same
rime, Enron and Andersen also concluded thar the LJM1 SPE in the
Rhythms transaction failed the same threshold accounting require-
ment. In recent Congressional testimony, Andersen’s CEQ explained
that the firm had simply been wrong in 1999 when it concluded (and
presumably advised Enron} thar the LIM1 SPE sarished the non-con-
solidation  requirements. As a result, in November 2001, Enron
announced that it would restate prior period finandials to consolidare
the LIM1 SPE rerrvactively to 1999, This retroactive consolidacion
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decreased Enron's reported net income by § 95 million (of $893 mil-
lion toral) in 1999 and by 38 million (of 3979 million total) in 20040,

Self-Dealing Issues. While these related-party transactions facili-
tated a variety of accounting and fnancial reporting abuses by Enron,
they were extraordinary lucrative for Fastow and others. In exchange
for their passive and largely risk-free roles in these mransactions, the
LIM parterships and cheir investors were richly rewarded. Fastow and
other Enron employees received tens of million of dollars they should
not have received. These benehts came at Enron expense.

When Enron and LIM1 (through Fastow) negotiared a termination
of the Rhythms “hedge” in 2000, the terms of the transaction were
extraordinarily generous to LJM1 and it investors. These investors
walked away with tens of millions of dollars in value thar, in an arm’s-
length contexr, Enron would never have given away. Moreover, based
on the information available to us, it appears thar Fastow had offered
intereses in the Rhythms termination to Kopper and four other Enron
employees. These investments, in a partnership called “Southampron
Place,” provided spectacular returns. In exchange for a $25,000 invest-
ment, Fastow received (through a family foundarion) 845 million in
approximately two months. Two other employees, who each invested
58,500, each received §1 million in the same time period. We have
seen no evidence thar Fastow or any of these employees obtained clear-
ance for those investments, as required by Enron's Code of Conducr.
Kopper and the other Enron employees who received dhese vast recums
were all involved in transactions between Enron and the LJM partner-
ships in 2(00—some representing Enron.

PuBLIC DISCLOSURE

Enron's publicly-filed reports disclosed the existence of the L]M part-
nerships. Indeed, there was substantial factual information about
Enron's transactions with these partnerships in Enron's quarterdy and
annual and in its proxy starements. Various disclosures were approved
by one or more of Enron's ouside auditors and its inside and ourtside
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counsel. However, these disclosures were obruse, did not communicate
the essence of the transactions complerely or clearly, and failed wo con-
vey the substance of what was going on between Enron and the pare-
nerships. The disclosures also did not communicate the namre or
extent of Fastow’s inancial inerest in the LIM partnerships. This was
the result of an effort to avoid disclosing Fastow's financial interest and
o downplay the significance of the rdated-party ransactions and, in
some respects, to digguise their substance and imporn. The disclosures
also asserted that the related-party transactions were reasonable com-
pated to trangactions with third parties, apparently without any factual
basis. The process by which the relevane disclosures were crafred was
infuenced substantially by Enron Global Finance (Fastow's group).
There was an absence of forceful and effective oversight by Senior
Enron Management and in-house counsel, and objective and critical
professional advice by outside counsel ar Vinson & Elking, or auditors
at Andersen.

THE PARTICIPANTS

The actions and in-actions of many participants led to the related-party
abuses, and the financial reporting and disclosures failures thar we
identified previously. These participants include not only the employ-
ees who enriched themselves at Enron’s expense, bur also Enron's
Management, Board of Directors and outside advisors. In summary,
based on evidence available to us, the Commitree notes the following;
Andrew Fastow. Fastow was Enron’s Chief Financial Officer and
was involved on both sides of the related-party transacrions. Whart he
presented as an arrangement intended to beneht Enron became, over
time, a means of both enriching himself personally and facilitating
manipulation of Enron's Anancial statements. Both of these objectives
were inconsistent with Fastow's Aduciary duties to Enron and anything
the Board authorized. The evidence suggests that he (1) placed his own
personal interests and those of the LJM partnerships ahead of Enron's
interests; (2] used his position in Enron to influence {or ateempt to
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influence) Enron employees who were engaging in transactions on
Enron's behalf with che LM partnerships; and (3) failed to discdose w
Enron's Board of Directors important informartion it was entitled o
receive. In particular, we have seen no evidence that he disclosed Kop-
pet’s role in Chewco or LIM2, or the level of profhtability of the LM
partnerships (and his personal and family incerests in those profies),
which far exceeded what he had led the Board o expect. He apparently
also violated and cavsed violations of Enron’s Code of Conduct by
purchasing, and offering to Enron employees, extraordinarily lucrative
intereses in the Southampton Place partnership. He did so ar a time
when ar least one of those employees was acrively working on Enron’s
behalf in rransactions with L]M2,

Enron's Management. Individually, and collectively, Enton’s Man-
agement failed o carry out its substantive responsibility for ensuring
that the transactions were fair to Enron—which in many cases they
were not—and its responsibility for implementing a system of over-
sight and controls over the transactions with the LIM pannerships.
There were several direct consequences of this failure: transactions were
executed in terms that were not fair to Enron and that enriched Fastow
and others; Enron engaged in transactions that had lietle economic
substance and misstared Enron's Anancial resules; and che disclosures
Enron made to its sharcholders and the public did not fully or acou-
rarely communicare relevant informarion. We discuss here the involve-
ment of Kenneth Lay, Jeftrey Skilling, Richard Causey, and Richard
Buy.

Kenneth L. Lay. For much of the period in question, Lay was the
Chief Executive Officer of Enron and, in effect, the caprain of the ship,
As CEQ, he had the ultimate responsibility for taking reasonable steps
o ensure thar the officers reporting to him performed their oversighe
duties properly. He does not appear to have direcred their attention, or
his own, to the oversight of the LJM parmerships. Ultimarely, a large
measure of the responsibility rests with the CEQ.
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Lay approved the arrangements under which Enron permireed Fas-
vow to engage in related-party transactions with Enron and authorized
the Rhythms eransaction and three of the Rapror vehicles. He bears sig-
nificant responsibility for those Hawed decisions, as well as for Enron's
failure to implement sufficiently rigorous procedural controls to pre-
vent the abuses thar Howed from his inherent conflice of inrerest. In
connection with the L]M rransactions, the evidence we have examined
sugpests thar Lay functioned almost entirely as a Director, and less as a
member of Management. It appears that both he and Skilling agreed,
and the Board understood, that Skilling was the senior member of
Management responsible for the LIM relationship.

Jeffrey K. Skilling. Skilling was Enron's President and Chief Oper-
aring Officer, and later its Chief Executive Officer, until his resignation
in August 2001, The Board assumed, and properdy so, that during dhe
entire period of time covered by the events discussed in this Report,
Skilling was sufhciendy knowledgeable of and involved in the overall
operations of Enron that he would see o it thar marcers of signibcance
would be brought to the Board’s amention. With respect to the LM
parterships, Skilling personally supported the Board's decision to per-
mit Fastow o proceed with L] M, notwithstanding Fastow's conflict of
interest. Skilling had direct responsibilicy for ensuring thar those
reporting to him performed their oversight duties propery. He lile-
wise had substancial responsibility o make sure char the internal con-
trols thar the Board put in place—pariculardy those involving relared-
party transactions with the Company’s CFO—functioned properly.
He has described the detail of his expressly-assigned oversight role as
minimal, That answer, however, misses the point. As the magnimude
and significance of the related-party transactions o Enron increased
over time, it is difhcule o understand why Skilling did nor ensure thar
those controls were rigorously adhered to and enforced. Based upon his
own description of events, Skilling does not appear to have given much
arrention to these duties. Skilling cerainly knew or should have known
of the magnitude and the risks associated with these transactions. Skill-
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ing, who prides himself on the conerols he put in place in many areas at
Enron, bears substantial responsibilicy for the failure of the system of
internal controls to mirigate the risk inherent in the relatonship
between Enron and the LIM parmerships,

Skilling mer in March 2000 with Jeffrey MeMahon, Enron’s Trea-
surer {who reported o Fastow). McMahon told us thar he approached
Skilling with serious concerns about Enron's dealings with he L]M
partnerships. McMahon and Skilling disagree on some important ele-
ments of what was said. However, if McMahon's account (which is
reflected in what he describes as contemporaneous talking points for
the discussion) is correct, it appears that Skilling did not wake action
{nor did McMahon approach Lay or the Board) afrer being put on
notice thar Fastow was pressuring Enron employees who were negori-
aring with L]M—dear evidence thar the controls were not effective,
There also is conflicting evidence regarding Skilling's knowledge of the
March 2001 Raptﬂr FESHMICTUNINE  TrAnsaciion. Mthmbﬂ‘l Ski“ing
denies ir, if the account of other Enron employees is accurare, Skilling
both approved a transaction that was designed to conceal substantial
losses in Enron's merchant investments and withheld from the Board
important information about that eransaction.

Richard Caunsey. Causey was and is Enron's Chief Accounting
Othcer. He presided over and participated in a series of accounting
judgements that, based on the accounting advice we have received,
went well beyond the aggressive. The facr thar these judgements were,
in most if not all cases, made with the concurrence of Andersen is a sig-
nificant, though not entirely exonerating, fact.

Causey was also charged by the Board of Direcrors with a substan-
tial role in the oversight of Enron’s relationship wich the L|M partner-
ships. He was to review and approve all transactions between Enron
and the L]M partnerships, and he was to review those transactions with
the Audit and Compliance Committee annually. The evidence we have
examined suggests that he did not implement a procedure for identify-
ing all LJM1 or LIM2 transacrions and did not give those transactions
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the level of scrutiny the Board had reason to believe he would. He did
not provide the Audic and Compliance Commirttee with the full and
complete information about the transactions, in particular the Rapror
Il and Raptor restructuring eransactions, that it needed o fulfill it
duties.

Richard Buy. Buy was and is Enron’s Senior Risk Officer. The
Board of Directors also charged him with a substantial role in the over-
sight of Enron’s relationship with he LM partnerships. He was o
review and approve all transacrions berween them. The evidence we
have examined suggeses that he did not implement a procedure for
identifying all LIMT or LJM2 transactions. Perhaps more imporcandy,
he apparendy saw his role as more narrow than the Board had reason
o believe, and did not ace athrmatively o carry our (or ensure that
others carried our) a careful review of the economic terms of all trans-
actions berween Enron and L]M.

The Board of Directors. With respect to the issues thar are the sub-
ject of this investigation, the Board of Directors failed, in our judge-
ment, in its oversight duties. This had serious consequences for Enron,
its employees, and its sharcholders.

The Board of Directors approved the arrangements that allowed the
Company’s CFO to serve as general partner in partnerships char partic-
ipated in significant Anancial transacrions with Enron, As noted earlier,
the two members of the Special Investigative Committee who have
participated in his review of the Board's actions believe dhis decision
was fundamentally Hawed. The Board substantially underestimared the
severity of the conflice and overestimated the degree o which manage-
ment conerols and procedures could contain the problem.

Atrer having authorized a conflice of interest creating as much risk as
this one, the Board had an ul:lligat'mn to give careful amention o the
transactions that followed. Ie failed to do this. It cannot be faulted for
the various instances in which it was apparently denied importane
information concerning certain of the transactions in question. How-
ever, it can and should be fanlted for failing to demand more informa-
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vion, and for failing to probe and understand the information dhae did
come o it. The Board authorized the Rhythms tansacoion and dhree
of the Raptor transactions. e appears that many of its members did not
understand those transactions —the economic rationale, the conse-
quences, and the risks. Nor does it appear that they reacred to waming
signs in those transactions as they were presented, induding the state-
ment o the Finance Commiree in May 2000 that cthe proposed Rap-
tor transaction raised the risk of “accounting scruting.” We do note,
however, that the Commitee was told thar Andersen was “combor-
able” with the transaction. As complex as the transactions were, the
existence of Fastow's conflict of interest demanded that the Board gain
a betrer undenstanding of the LJM transacrions that came before it, and
ensure {whether through one of its Committees or through use of out-
side consuleants) that hey were fair o Enron,

The Audit and Compliance Committee, and later the Finance
Committee, took on a specific role in the control structure by carrying
out periodic reviews of the L]M transactions. This was an opportunity
to probe the transactions thoroughly, and to seek ourside advice as w
any issues outside the Board members” experrise. [nseead, these reviews
appear to have been too brief, too limited in scope, and too superficial
w serve their intended function. The Compensation Committee was
given the role of reviewing Fastow's compensation from che L]M enti-
ties, and did not carry out this review. This remained the case even
afver the Comminees were on notice that the LM transactions were
contributing very large percentages of Enron earnings. In sum, the
Board did not effectively meer its obligation with respect o the L]M
LrANSACTIONS.

The Board, and in particular the Audit and Compliance Commit-
tee, has the dury of ultimare oversight over the Company's financial
reporting. While the primary responsibility for the financial reporting
abuses discussed lies with Management, the participating members of
this Commirteee believe those abuses could and should have been pre-
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vented or detected ar an earlier cime had the Board been more agpres-
sive and 1.-'igilar'u;.

OuTsIDE PROFESSIONAL ADVISORS.

Andersen. The evidence available to us suggests that Andersen did not
fulhll its professional responsibilivies in connection witch its andit of
Enron's inancial statements, or its obligation to bring to the attention
of Enron's Board (or the Audit and Compliance Committee) concerns
about Enron's internal controls over the relared-party transacrions.
Andersen has admicted that it erred in concluding that the Rhythms
rransaction was structured properly under the SPE non-consolidation
rules. Enron was re-quired to restate 15 Anancial resulis for 1999 and
2(HMD a5 a result. Andersen participared in the structuring and account-
g treatment of the Rapmr transacrions, and charged over 1 million
for its services, yet apparently failed to provide the objective accounting
judgement that should have prevented these transacrions from going
forward. According to Enron’s internal accountants (though cthis
apparently has been disputed by Andersen), Andersen also reviewed
and approved the recording of addidonal equity in March 2001 in
comnection with this restructuring. In Seprember 2001, Andersen
required Enron to reverse this accounring trearment, leading w dhe
$1.2 billion reduction of equity. Andersen apparently Riled to note or
to take action with respect to the deficiencies in Enron’s public disdo-
sure documents.

According to recent public disclosures, Andersen also failed o bring
to the atention of Enron's Audic and Compliance Committee serious
reservations Andersen partners voiced internally about the related-
party transactions. An internal Andersen e-mail from February 20011
released in connection with recent Congressional hearings suggpests thar
Andersen had concerns about Enron’s disclosures of the related-party
transactions. A week afver that e-mail, however, Andemsen'’s Cngagme-
ment partner told the Audit and Compliance Committee that, with
respect to relaved-party transactions, *[rlequired disclosure [had been]
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reviewed for adequacy,” and dhat Andersen would issue an ungualified
audit opinion. From 1997 w 2001, Enron paid Andersen §5.7 million
in connection with work performed specifically on he LJM and
Chewco transacrions. The Board appears to have reasonably relied
upon the professional judgement of Andemsen concerning Enron's
financial statements and the adequacy of conrrols for the relared-party
transactions. Our review indicares that Andersen failed o meet is
responsibilities in both respects.

Vinson e Ellins. As Enron's longstanding outside counsel Vinson
& Elking provided advice and prepared documentation in connection
with many of the transactions discussed previously. le also assisved
Enron with the preparation of its discosures of related-party transac-
tions in the proxy statements and the footnotes to che financial stare-
ments in Enron's periodic SEC flings. Management and the Board
relied heavily on the perceived approval by Vinson & Elking of the
structure and disclosure of the rransactions. Enron’s Audit and Com-
pliance Commirtree, as well as in-house counsel, looked to it for assur-
ance that Enron’s public disclosures were legally suffcient. It would be
inappropriate to fault Vinson & Elkins for acconnting marters, which
are not within its expertise. However, Vinson & Elking should have
brought a scronger, more objective and more critical voice w the dis-
closure process,

NB. Becanse gf'!‘.‘.re refa'!‘fr:lmﬁr;a betrween Vinson o Elkins and the Univer-
sity af Texas School of Law, the povtions of the Report deseribing and eval-
saging actions of Vinson e Elkins are solely the views of Troubh and
Winnknr,

ENrRON EMPLOYEES WHO INVESTED IN THE LIM PARTNERSHIPS

Michael Kopper. Kopper worked for Fastow in the Finance area, he
enriched himself at Enron’s expense by virtue of his roles in Chewco,
Southampron Place, and possibly LIM2. In a cransaction he negotiated
with Fastow, Kopper, and his co-investor in Chewceo received more
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than $10 million from Enron for a $125,000 investment. This was
inconsistent with his hduciary duties to Enron and, as best we an
determine, with anything the Board—which apparently was unaware
of his Cheweo activities—authorized. We do not know what financial
recurns he received from his undisclosed investments in L]M2 or
Southampron Place. Kopper violated Enron’s Code of Conduct not
only by purchasing his personal interests in Chewco, LIM2, and
Southampton, but also by secretly offering an interest in Southampton
to another Enron employee.

Ben Glisan, Glisan, an accountant and laver MeMahon's successor
as Enron’s Treasurer, was a principal hands-on Enron participant in
two transactions thar ulamarely required restarements of earnings and
equity: Chewco and the Raptor seructures. Because Glisan declined to
be interviewed by us on Chewco, we cannor speak with certainry about
Glisan’s knowledge of the facts that should have led to the condusion
thar Chewco failed to comply with the non-consolidation requirement.
There is, however, substantial evidence that he was aware of such facrs.
In the case of Rapror, Glisan shares responsibility for accounting
judgements that, as we understand based on the accounting advice we
have received, went well beyond the agpressive. As with Causey, the
fact that these judgements were, in most if not all cases, made with the
concurrence of Andersen is a significant, though not entirely exonerat-
g, fact. Moreover, Glisan violated Enron’s Code of Conduct by
accepring an interest in Southampron Place without prior disclosure to
or consent from Enron's Chairman and Chief Executive Officer—and
doing so ar a time when he was working on Enron’s behalf on transac-
tions with LIM2 induding Rapror.

Kristina Movdaunt, Kathy Lynn, and Anne Yaeger Patel. Kris-
rina Mordaunt was an in-house lawyer at Enron, while Kathy Lynn
and Anne Yaeger Parel were employees in the Finance area. All three
appear 0 have violated Enron's Code of Conduct by accepring inter-
ests in Southampron Place without obraining the consent of Enron's
Chairman and Chief Execurive Officer.
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The tragic comseguences of the related-party rawsactions and acconnting
ervors were the result of failires ar many levels and by many people: a
_;l'ira'nrﬁf el #Fenrmf?mm: Er_[ Em'..*..'!rt.l_'}'.r.'ﬂ_. fﬂdﬂ!pguﬂﬂ.f[dﬁfgﬂeﬂr cantrods,
ponr implementarion, inattentive oversight, simple (and not-so-simple)
ACCennRng mistakes, and ﬂm:ﬁfﬂg in & culmre that aAppears to have
enconraged pushing the limis. Owr review indicates that many of those
consequences conld and showld have been avoided.
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A CULTURE OF THROWING AROUND
MONEY

Throwing around money is in American economies, conerary to Euro-
pean, a normal way of doing business. The system has o be “preased’
for optimal performance is a common opinion. In European econo-
mies this “greasing’ is achieved by reducing friction between the main
production factors: entrepreneurs, labor, capital and land. In European
economic thought and theory an economy can only be in equilibriom
if all production factors have achieved oprimal sarisfaction.

The American economy is not focused on achieving optimal satis-
faction of all production factors, as such it neglects economic thought
and theoty. It is only focused on achieving profis ac all costs. Le simply
means that the American economy is not achieving an oprimal sinua-
tion but is continuously in a sub-optimal position. In order to ler the
system work the sub-optimum is “corrected” by large money donarion
o various parties such as management, occasionally labor, press, stock
exchange analysts, politics, erc. We will come back later on the theoret-
ical background of chis issue. In this chaprer we will only focus on the
mechanics of the “money cirenir’.

The main recipients of the “donations” were the politicians (cam-
paign contributions), top management or the entreprencurs, and cer-
tain groups of labor.
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ENRON'S CAMPAIGN CONTRIEUTIONS AND LOBBYING

Enron and Andersen, Enron's .E.LII'_;li.l'i.I]g frm, did hcl::lng to the l:ITHL"iE
contributors to the political circus—and were among the most gener-
ous donors to President Bush, Over the last decade Enron spent almose

36 million for politcal support:

Election Cycle Total Contributions % to Dems % to Reps
18490 5 163250 42% 58%

1942 281,004 42 58

1994 520,996 42 58

1996 1,141,016 18 &1

19448 1,048, 842 21 T8

2000 2,441,398 28 T2

2002 353,858 6 a4

NB. Enron's “love’ for Republicans is quite clear.

President Bush raised ru_'url}r 114,000 i PAC and individual con-
eributions from Enron in 1999-2000, making the company one of his
l'.ligg::.':r donors. Enron also donated $100,000 to the ]."ru:ilu"ﬂ]u:nr:}r
inavgural gala in January 2000, a contribution that was matched by
Enron's chairman and chief executive, Kenneth Lay, and his wife, The
Lays have contibuted a total of almose $883,000 to candidates and
parties since 1989, of which 90 percent went to the Republicans. Bur,
not only the Lays were big contributors from dhe Enron communiry,
also Enron’s Forrest Hoglund and Jeffrey Skilling, with contributions
of respecively $410,000 and $190,000 contibured substancially.
Almost all of the money from H::ll._;luncl and Ski]“ng weint to the
Republicans.

Kenneth Lay is a long dme friend of the president and was one of
Bush's top contributors during the presidential election and two guber-

natorial campaigns in Texas. Lay, listed by the Bush/Cheney campaign
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as a pioneer who raised ar lease S100,000 for the election, reportedly
has been one of the administration’s dosest advisors on energy policy
since Bush ook office,

Enron hopes for sure to draw on dose relationships with a number
of elected officials for help during its current erisis. The company spent
$2.1 million lobbying Congress and the White House in 2000, an
increase over the $1.9 million ic spent on lobbying in 1999 Enron has
contributed to the campaign accounts of 71 current senators and 188
current members (43 percent) of the House.

Mot surprisingly, the top recipients of Enron’s contributions among
current members of Congress are all from Texas. Sens. Kay Bailey
Hurchison (R} and Phil Gramm (R} lead the list of Senate recipiencs
since 1989 with each approximately $99,000. The seven biggest House
benchciaries of Enron’s giving since 1989 are also from Texas. They
are led by Democratic Rep. Ken Bentsen, who received $42,750 and
followed by Sheila Jackson and Joe Barton, who received respecrively
$38.000 and $29,000.

Enron Corp. spent $2,075,000 on lobbying for the frst six months
of 2001, according to the lobbying disclosure repores Enron and s
subsidiaries filed with the House of Representatives. The bankrupe
company lobbied on a gamut of issues, such as, among others:

* Budget/Appropriations:
* H.R. 2311, Energy and Water Development Appropriations Act,
2002, All provisions,

Export-Import Reauthorization

Foreign Operations Appropriations

International Monetary Fund

H.R. 1647, Electricity Emergency Relief Ace. All provisions.
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+ H.R. 1941, Electric Refund Fairness Act of 2001, All pnwisiuns.

-

H.R. 1974, Western Stares Energy Consumer Protection Ace, Of
2001. All provisions.

-

5. 388, MNational Energ:.-' Security Act. OF 2001, All provisions.

-

5. 597, Comprehensive and Balanced Energy Policy Act of 2001,
All provisions.

5. 704, A bill to direct the Federal Energy Regulatory Commis-
sion to impose just and reasonable load-differentiated demand
rates.

* Taxaton/Internal Revenue Code:

+ H.R. 1410, Interner Tax Moratorium and Equity Act. All provi-
T

-

« HE 1915, Gas ﬁfﬁ}tdahilit:,' Act of 2001, All Fn_:rvisiuns.

« HER. 2079, To amend the [Ineernal Revenue Code of 1986 to
impose 2 windfall profits tax on electric generating facilities hav-
ing excess profis. All provisions.

« H.E. 2147, Save America’s valuable Em:rg].r Resources Act of
20001 All provisions.

» H.E. 2392, Clean E.nerg}r [meentives Ace. All provisions.

+ H.R. 333, Bankruprcy Abuse Prevention and Consumer Protec-
tion Act of 2001, All provisions.

* H.R. 4, To enhance energy conservation, research and develop-
ment and to provide for security and diversity in the energy sup-
ply for the American people, and for other purposes. All

Fuwisiuns-
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* 5. 288, Internet Tax Nondiscrimination Act. All provisions.
5. 420, Bankrupecy Reform Act of 2001, All provisions.
* 5. 596, Energy Security and Tax Incentive Policy Act of 2001, All

pm-.-is'mn;
* Telecommunications:

* H.R. Broadband E.Ipansiun Grant Initiative of 2001, All pn::n.ri—
SL0HA%

H.R. 1542, Intemet Freedom and Broadband Deployment Act of
2001, All provisions,

H.R. 1697, Broadband Competition and Incentives Act of 2001,
All provisions.

H.R. Cable Consumers Righes Act of 2001, All provisions.

H.R. 2038, Rural Broadband Enhancement Act. All provisions.

HE. 496, In.;lep:n.;lent Telecommunications Congsumer
Enhancement Act of 20001, All provisions.

5. 88, Broadband Interner Access Act of 2001, All provisions,

* Transportation:
* 5. 235, Pipeline Safety Improvement Act of 2001, All provisions.

* Pipeline Safety

* Trade (Domestic & Foreign):

* Enron was very active in this held focusing especially on the seeel
indusery. Whether it handled abour Emergency Seeel Loan Guar-
antees, Trade Law Reform, Trade Promotion, Seeel and National
Security, Trade Fairness, limiting steel imports, saving the Ameri-
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can steel industry, steel revimlizing, or whatever, it had to be
stopped apparently ar all costs,

It is quite clear thar Enron Corp. did have a very specific view on its
industrial environment and was willing to defend its position tooth
and nail and did not have any scruples w use substantial amounts of
money to get what it wanted to ger.

Cheney: We are keeping papers secret on principle

Last year vice-president Cheney chaired a special commitree on energy
marters, This commirree counted a nomber of Enron executives
among its members. After Enron’s collapse a number of congressmen
asked the vice president for che minutes of the meetings of dthar special
commirtes, There was a cerrain interest in the discussions of che com-
mitee and about a possible influence of Enron over the proceedings.
In this regard the generous attitude of Enron towards contributions to
the Republican Party and Republican politicians cercainly played a
role.

Cheney refused to hand over any documents regarding the proceed-
ings of the commirree. The congressmen did nor give in and asked dhe
General Accounting Othee, the investigative arm of Congress, o get
the papers for the committee. Again, Cheney, with the support of the
president, refused o back down, The papers will be considered as con-
hidential. Congress has fled a case in court in order to ger the docu-
ments after all. According o vice president Cheney private discussions
with third parties should remain private and theretore the minutes of
such meetings will remain secret.

Of course the background of the request is wo find out whether or
not Enron has tried to cash-in on its generous contribution attitude
and had asked for favors it would otherwise not be able w ger.

But what did Lay actually get in return for his many millions spent?
Six seats at the wable for Dick Cheney's enengy-policy formulations.,
That is a fact, Probably Enron-friendly energy policies as a result, but
we cannot check thar because we do not have the minutes of the meet-
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ings. Why the secrecy if there was nothing w hide? May be a vew
power over the head of the Federal Energy Regulatory Commis-
sion—former chief Curtis Hebert [r. said recently Bush replaced him
not long after Herberr declined Lay's demand for a friendlier stance
toward energy deregulation.

Enron and Wall Street

Some of the biggest firms on Wall Streer earned hundreds of millions
of dollars helping Enron weave the intricare partnerships that helped
the energy trading firm grow but ulimately led o its bankruprey. In
underwriters fees alone, Wall Streer firms eamed, according to the Wall
Street fournal, some $214 million and several millions more in lending,
derivatives trading, and consulting fees.

The banks that worked as underwriters of stock or debt for Enron
and thar helped arrange loans or advised it on merger deals belong w
the largest and most respectable firms in the business, such as Ciribank
and its Salomon Smich Bamey unic, Credit Suisse First Boston, Merrill
Lynch, Goldman Sachs, |.P.Morgan Chase and Lehman Bros.

For instance, |. P. Morngan Chase, Merrill and Citigroup, among
others, each kicked in $10 w 25 million in for L]M2. |. P. Morgan
Chase exemplifies the complicated relationships berween Wall Sereer
firms and Enron. ]. P. Morgan said by underwriting bonds and provid-
ing loans o Enron, it was left with a $2.6 billion exposure once the
company collapses. The securities firm also had an analyst covering
Enron, who advised dients to buy Enron stocks as recently as last fll.

Whar happened? Did nobody really underseand what could go
wrong? Or is it simply the American stock-crazy environment where
everything is a matter of linear extrapolation and downturns or risks do
ot exist?



106 = The EMRON Collapse

LasT-MINUTE BoNus ORGY

Shortdy before hundreds of Enron employees were laid oft and the
company declared bankruptey on December 2, 2001, abour 500 exec-
utives of the company were awarded hefry bonuses. The “retention
bonuses” for executives amounted to a total of 355 million. The news
about the payment of bonuses came just after the company had
announced that it would not abide by severance payment promises to
laid-off em ployees.

The generous executive payouts, many of which were handed out
on November 30, 2000, have led some former Enron officials o con-
clude that the company has yet to abandon i greedy ways. The
bonuses were approved by an Enron management team largely still
running the company—Jeff McMahon, then Enron's chief financial
officer and now the president, and Ray Bowen, then-treasurer and now
CFO. And they were approved after the departure of the “bad guys"
who have been hauled before Congress, such as former president and
chief executive Jeff Skilling and former chief financial officer Andrew
Fastow. MecMahon himself received a bonus of $1.5 million and
Bowen got $750,000. The “top-ten” awardees were:

* John Lavaroto: 35 million
¢ Louise Kirchen: 52 million

e |effrey McMahon: $1.5 million

James Fallon: $ 1.5 million

Raymond Bowen Jr.: $750,000
Mark Haedicke: $750,000

Gary Hickerson: $700,000
Wesley Colwell: $600,000
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* Richard Dimichelle: $500,000
* James Hughes: $500,000

Eadier 75 executives, who worked on the company’s doomed
merger with Dynegy Inc., were already allowed to share an extra bonus
of $50 million among themselves.

The official Enron severance rules state thar cach eligible ex-
employee is entitled o one week of pay for every $10,000 of employ-
ment up to 206 weeks. Bur reality has proved w be quirte different.
Enron employees laid off before December 2 have been told they have
no funds coming o them. ULS. Bankruprey Judge Arthur Gonzales
ruled that the 4,500 Enron employees laid off since bankrupeey were
entitled to each receive a $4,500 severance chedk

According to one former senior executive, Enron’s original sever-
ance package—subsequently scrapped cost $120 million and would
have |:ll'-|,n-'i|;|¢d each &mplu}'ﬂl: appr{'rximml}r L3000 10 severance o
average. That |:r|.1n was reduced, then discarded. [nseead, ar least $105
million was distributed in execurive bonuses, Some called the action
“outright fraud and theft.”

Two of the Enron executives who testified before Senator Green-
wood's subcommittee are among those who received the generous
gifs—McMahon, who received $1.5 million, and vice president and
general counsel for corporace development Jordan Minte, who received
$200,0000.

Enron spokesman Mark Palmer has defended the bonuses as stan-
dard operating procedure when a company is trying w retain its talent.
But one day after his disdlosure nobody picked up his phone anymore,
The same was true for other recipients of huge bonuses: they were all
gone. Palmer's own bonus was $200,000.
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THE CONGRESSIONAL HEARINGS

Just four days before Enron disclosed a stunning $628 million loss for
the third quarter—its first public woes—workers who audited the
company's books for Arthur Andersen, the big accounting firm,
received an extraordinary instruction from one of the company’s law-
yers. Congressional investigators discovered thar the Ocrober 12 memo
direcred workers to destroy all audic marerial, excepr for the most basic
“work papers.” And that is whar they did, over a period of several
weeks. As a resule, FBI investigators, congressional probers and workers
suing the company for lost retirement savings will be denied thousands
of e-mails and other elecironic and paper files that could have helped
illuminate the actions and motivations of Enron executives involved in
whar is now the biggest bankruprey in ULS. history.

Though there are no firm roles on how long accounting firms must
retain documents, most hold on to a wider range of them for several
years. Any deliberare destruction of documents subject ro subpoena is
illegal. In the Arthur Andersen’s dealings with the documents relared
to Enron, “the mind-ser seemed to be, if not required o keep it, then
get rid of ir,” said Ken Johnson, spokesman for the House energy and
Commerce Committee, whose investigators Airst got wind of the Ocro-
ber 12 memo and which is pursuing one half of a dozen investigations
of Enron. “Anyone who destroyed records out of stupidity should be
fired,” said commiree chairman Billy Tauzin, a Louisiana Republican,

Tos
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“Anyone who destroyed records o try to circumvent our inspection
should be prosecured.”

Was A CRIME COMMITTED?

The accounting for a global trading company like Enron is mind-
numbingly complex. Bur it is crucial to learning how the company fell
so far so Fast, taking with it the jobs and pension savings of thousands
of workers and inflicting losses of millions of individual investors.

Shredded evidence is only one of the issues thar will ger cdlose scru-
tiny in the Enron case. The US. Justice Deparement created a rask
force, staffed with experts on complex financial crimes, w pursue a full
criminal investigation. But the country was quickly reminded of the
pervasive reach of Enron and it executives when one government
arrorney after the other had w0 recuse himself from the probe because
of receiving campaign conttiburions. In Houston even the entire office
of the LLS. Aoorney recused imelf for che same reason.

The justice investigation will be overseen in Washingron by a sea-
somed hand, Josh Hochberg, head of the fraud section and the first to
listen to the FBI tape of Linda Tripp and Monica Lewinsky in the days
leading to the case against President Clinton. The probe will address a
wide range of questions: Were Enron's partmerships with shell corpora-
tions designed to hide its liabilicies and mislead investors? Was evi-
dence intentionally or negligenty destroyed? Did Enron executives'
political contributions and the access thar the contributions won them
result in any special favors? Did Enron executives know the company
was sinking as they sold § 1.1 billion in stock while encouraging
employees and other investors to keep buying? And what about per-
somal enrichment at the costs of Enron? History shows that such large
rask forces usually find something indicrable.

Enron has already acknowledged thar it overstated its income for
more than four years. The question is whether this was the resule of
negligence or an intent to fraud. Securities fraud requires a willful
intent to deceive. It does not look good, some lawyers say, that key



THE COMNGRESSIONAL HEARINGS = 111

Enron exccutives were selling stock shordly before the company
announced a restarement of earnings.

As for Arthur Andersen, criminal charges could resule if it can be
shown that its execurives ordered the destruetion of documenes while
being aware of the existence of a subpoena for them.

Enron is in the crosshairs of a dozen congressional panels. In the
Senate, the Permanent Investigarive Subcommittee got a jump on Jan-
uary 11, 2002 by subpoenaing documents of 49 Enron execurives and,
separately, the corporare records of Enron and Archur Andersen. The
subpoenas are aimed at learning “whart the officers knew and what they
did abour ir.”

In the mean tme there are already 47 class acrions hled againse
Enron and its executives and direcrors, fled either by shareholders or
employees and carrying mainly the possible penalty of heavy fines.
Muost allege that Enron failed to discose its many risky pannerships,
which proved wo be a large pare of its undoing, Though Enron is bank-
rupt, Arthur Andersen could be liable as well, and Enron’s officers and
directors have deep pockers.

WEeRE Favors RECEIVED?

Though there has been no evidence of anything illegal so far, it is a fact
that Enron enjoyed considerable influence from the stare of the Bush
administration. Cuortis Hebert Jr., the former chairman of the Federal
Energy Regulatory Commission, told New York Times thar Lay
offered to support Hebert's continuing in that role if Heberr would
take a friendlier view twoward enengy deregulation. Heberr declined, and
the Bush Administration replaced him. Lay and other Enron ofhicials
met six rimes with officials led by Vice President Dick Cheney (a
former oil man) to craft a new energy policy. Thar policy, not surpris-
ingly, was friendly to Enron and other energy companies.

Bush said that he was aware that Lay had approached his Cabiner
secretaries for help, but they had refused. According to Bush he met
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Lay in the spring of 2001 for the lase time in Houston, ar an event
hosted by his mother,

While Bush and the Republicans have gained the lion’s share of
arrention from Enron and Lay, they ger ar lease a livde cover from dhe
company's campaign coneributions to prominent Democrars, such as
Senate Energy Commitee Chairman Jeff Bingaman and Lonisiana
Senator John Breaux, Enron and its wp officials have hired the well-
known Democraric lawyers Robert Bennett and David Boies. And Bob
Rubin, the Democrat’s high priest of economics and finance, was
caught fishing—albeit tentatively by all accounts—for Treasury inter-
vention on Enron'’s behalf.

TAKING THE FIFTH AMENDMENT

Top auditor David Duncan, who was the first Andersen execurive to
be called ro restify, had earlier said o his lawyer that he would refuse to
testify before the congressional panel unless he was granted immuniry.

“Mr. Duncan, Enron robbed the bank. Arthur Andersen provided
the getaway car, and they say you were ar the wheel,” Rep. James
Greenwood, R-Pennsylvania, the subcommireee chairman, wld Dun-
can shorty, after he was sworn in to testify. When Greenwood then
asked whether he ordered the destrucrion of Enron documents in an
artempt to subvert investigators, Duncan dedined to answer,

“Mr. Chairman, | would like to answer the committee’s questions
but on advice of my counsel | respectfully decline o answer the ques-
tion based on the protection afforded o me under the Constitution of
the Unired Staves,” Duncan said, repeating it when asked w clarify.
Andersen hired Duncan, in the mean time.

Duncan earlier had told investigators chat he was ordered to destroy
documents via an e-mail from company in-house lawyer Nancy Tem-
ple. According to Duncan his team began shredding Enron documents
last fall afver Temple issued an Ocrober 12 e-mail reminding employ-
ees of Andersen’s document retention policy: *Save what is important,
destroy everything else.”
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Ut might be useful to consider reminding the engagement ream of our
docimentation and retention policy. ft wonld be belpful ro make sure that

we have complied with the policy. Ler me dnow if you have asy questions.
Nancy"

Said the e-mail sent to Michael Odom, the risk management pare-
ner rﬁq:umsihh: for the Houston office. The e-mail was forwarded w
Dunean. In his restimony Odom confirmed what Duncan had said
earlier, Odom added that such 2 memo had never previously been
issued o the ream.

The risk manager has been relieved of management responsibilities
but not placed on leave, the firm said. The accounting firm also con-
firmed thar Duncan clled a meeting on Ocrober 23, a day after he
learned of a request from the Securities and Exchange Commission for
information about Andersen's ;luditing of Enton, organie the
“expedited effort o dispose of Enron-related documenes.”

Other Andersen executives later told the commitree thar Duncan
initiated the shredding campaign on his own. Bur several lawmalers
expressed skepticism, sharply questioning them on whether Duncan
acted without the lcnuw|udg|: of his Peets O SUpPErios. Duncan,
through his attorney, had previously wold congressional investigators
that he had been followi g the advice of Andersen’s in-house counsel
MNancy Temple, There were rumors thar the document destruction ar
Andersen was far more widespread than the company has acknowl-
edged, involving as many as 80 employees.

Dorsey Baskin, the Andersen executive in charge of auditing stan-
dards, told lawmakers the company wanted to unravel the circum-
stances  surrounding  che  destruction of the documents and s
conducting its own investigation into the macter. But legislators were
highly critical of Andersen’s policies and repeatedly questioned the
exccutives why no elear direcrive was immediarely issued o order that
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all Enron-related documents be preserved once it became apparent that
the bankmiprey would be federal investigared.

Former Enron CEQ Jeffrey Skilling repearedly told Congressional
investigators that he knew nothing of any off-the-books partnerships
used by Enron Corp. wo hide debr, a move thar ultimately led to the
collapse of the once-powerful energy rader.

Skilling, in many hours of estimony before several House and Sen-
are Commitrees, appeared unshaken by most of the questions posed by
investigators. The former execurive said he was not aware of any
hnancing arrangements designed to conceal liabilities or inflate profie-
abiliry.

He was a “controls” freak, Skilling later said. Bur there was no way
for him to know all that was going on in the company. He repearedly
denied knowing about transactions that Enron used to hide nearly $1
billion in debt. “Enron was an enormous corporation, how could 1
have known everything going on in the company?” Skilling said. The
former CEQ blamed Enron's collapse on liquidity problems. “There
are things called a run on a bank. You can have a fundamencally sol-
vent company that has a liquidicy problem,” he explained.

Skilling said he felt “devastared and apologetic about what Enron
has come to represent.” When he lefe the company in Auguse 2001, he
“fervently believed thar Enron was not in any Anancial peril.” He
maintained that his sudden departure from Enron, lase Auguse, had
nothing o do with the company.

Enron’s former in-house lawyer Jordan Minte restihed that he
repeatcdly tried o ralk o Skilling regarding conflices of interests posed
by Andrew Fastow, then the company's chief hnancial officer, having a
financial interest in the parnerships. However, Mintz was consistently
rebuffed.

Enron’s various transactions required the approval of Skilling and
other executives. However, Skilling did not sign many of the forms,
Minez said.
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“I did not sign the documents because they were not given w me,”
Skalling said.

Unlike Skilling, Andrew Fastow, Enron Corp. ousted chief financial
officer, refused to restify before Congress. Michael Kopper, a former
company officer, invoked the Fifth Amendment, as did Richard Cau-
sey, Enron's chief accounting officer, and Richard Buy, the company's
chief risk ofhcer.

ANDREW FASTOW, ENRON'S CHIEF FINANCIAL OFFICER

Congress and the public were especially interested in the testimony of
Andrew Fastow, Enron's former Chief Financial Officer. Fastow was
seent as the main behind the “creative accounting” and the shady deals
with the partnerships. He took, as most of his former colleagues did,
the Fifth Amendment,

According to Fastow's spokesman, Gordon Andrew “Our position
remains thar Mr. Fastow acted with the full knowledge and approval of
Enron's board of directors, ies office of the chairman, which included
Mr. Lay and Mr. Skilling, and its internal and external auditors and
advisors.” Fastow's former boss, Jeffrey Skilling, had no such hesica-
tion, insisting to his incredulous interrogators thae things had gone
swimmingly on his warch.

The tale of Andy Fastow's rise from a plodding loan consolidator o
financial genius ar one of the country’s coolest companies wasn'c what
it appeared o be. Then again, neither was Enron. “Fastow could ralk
the talk, bur there is pretty clear evidence now he could not walk the
walk,” said an Enron insider. Fastow and his ceam “were all caughe up
in the fagade of greatness.”

In the company’s far days, Fastow earned a reputation as a money
wizard who constructed the complex hnancial vehicles thar Enron
drove on the road to explosive growth. Skilling wanted an “assee-light”
company that could rapidly exploit deregulating markers for energy,
water, broadband capacity and anything else that could be traded. S0
beginning in 1993, Fastow created hundreds of “special-purpose enti-
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vies” designed o transfer Enron’s debe to an ouside company and ger
it off the books—withour giving up control of the assers that stood
behind the debt.

The challenge for Enron was to enter the burgeoning energy mar-
kees without sacrificing ies credit raving by carrying too much debt on
the books. So Fastow gor crearive. He ripled his staff, to more than
101}, hiring various banking experts and giving them the rask of selling
and buying capital risk. “They were all young kids, 28 to 32, with great
pedigrees, and they started coming up with their fancy derivarives,”
said one Houston lawyer, who interviewed dozens of former Fastow
associates before suing Enron’s management. “Bur Fastow was the boys
genius serting all these SPEs up.”

The people who set across the nepotiating table from Fastow as he
pitched Enron’s deals, and the people who worked with him, were
never as impressed with him as chey were with his boss and menror,
Slci"ing. It was Ski“ing who pn.widtd the SEFACCEIC VISHN behind
Enron, who transformed its old gas-pipeline culture into a swaggenng,
rule-breaking, dealmaking cule thar uliimately mislaid its analytical
skills and perhaps its moral compass. Skilling, a Harvard M.B.A. and
former McKinsey & Co. consultant, had a high-wateage intellect that
always impressed. Even when be was a smudent, people who mer him
knew he would do something big,

Fastow was never considered a big man on campus, not even ar his
suburban New Jersey high school. A teacher there remembers Fastow
only as a slacker who tried to talle him into raising his grades. Hardly
anyone at Northwestern University's Kellog School of Management
can even recall him from his years as a M.B.AL smudent. The response is
similar at Tufts, where he studied Chinese and economics as an under-
graduare and played a licde rombone and tennis on the side. Most
Enron employees did not know who he was until relatively recendy. As
head of Enron Capital Management—his job in 1997 and 98, when he
was named CFO—he wiclded his power across a very narrow band. In
contrast to the avuncular Lay and the brilliane Skilling, Fastow was a
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PowerPoine executive whose number-crunching ralen far exceeded his
managenial and people skills. Indeed, when Fastow was charged with
running an actual business—he was named managing director of
Enron Enengy Services in 1996—he botched ir, and Skilling had to reel
him back o Anance.

SHERON WATKINS: THE WHISTLEBLOWER

Congressional investigators hailed Enron Corp. execurive Sheron Wat-
kins as a heroin as she accused in her testimony two top company ofh-
cials, along with Enron’s auditors and law firm, of duping her former
Chairman Kenneth Lay abour the company’s risky accounting prac-
tices.

Wathkins, who blew the whistle on Enron after trying to alert Lay
about problems last summer, rold a House panel thar former Enron
CEQ Jeffrey Skilling and former chief inancial officer Andrew Fastow,
deceived Lay and the board of directors about improper—and possibly
illegal—partnerships that allegedly concealed over $1 billion in debe.

“I do bdieve thar Skilling and Fastow along with these two
respected firms did dupe Lay and the board,” Wartkins said, referring w
Enron's law firm, Vinson & Elking, and its accounting firm, Arthur
Andersen.

Wathkins told the panel thar she tried to tell Lay of her worries about
the company’s accounting last Auguse, after he reassumed the role of
CEQ following the resignation of Skilling, who said he was leaving for
personal reasons. “Lay was back at the helm as CEO and in my opin-
ion he did not underseand the graviey of the sitwation the company was
in,” she said. “Lay relied on Skilling to manage the details of Enron'’s
many parenerships, which a key report from the company’s indepen-
dent direcrors found were used to inflate profies and impropedy hide
debts. From all the records and presentations thae | ever viewed, Mr.
Skilling was supposed to be an integral part of the conerols and the
review process with the LIM transactions,” she said.



118 = The EMRON Collapse

Watkins, self-assured and very detailed as she answered a barrage of
questions, had been with Enron since 1993 when Fastow hired her to
work at the Houston-based company, once the nation’s seventh biggest
before it collapsed under its debts and fled for bankruprey in lage
2001.

Watkins, a CPA who worked ar Andersen for 11 years before join-
ing Enron, said she met with Lay a ol of three times in 2001, Last
August, Watking gave the CEQ five memos that expressed her con-
cerns with Enron's accounting practices, she said. Lay promised he
would “get to the bottom™ of Enron's problems. Lay also later said he
was going o fAre Vinson & Elking and Andersen. Instead Lay ashed
Vinson & Elkins to investigate the marrer, Wartkins said.

In her testimony, Watking said Andersen was culpable since the
accounting firm had approved Enron's partmerships. “Andersen signed
off on something they should not have,” she said. “They should have
known if they were signing off on it."

Watkin's August lecrer to Lay initiated an investigation into Enron's
partnerships. Another Watking memo to Lay, from October, outlined
“disclosure steps to rebuild investor confidence”™ in which she said he
should “come dean and admit problems.”

Watkins, however, never went outside Enron, to either the Securi-
ties and Exchange Commission or other federal agencies, with her con-
cerns, because “1 did not want to hasten our demise,” she said. In fact,
Watkins sold her $31.000 in Enron stock in late Augost—afrer send-
ing Lay her memo—and cashed in $17,000 in Enron cash option in
Ocrober.

Enron’s questionable accounting eventually led o its collapse. In
December, Enron filed the biggest bankruprey in U5, history and fired
Andersen as its auditors in January, Enron is under scrutiny from the
Justice Deparement, the Securities and Exchange Commission and
numerous congressional committees, and the company is being sued
by scores of former employees. Thousands of those workers lose their
retitement savings because they invested heavily in Enron stock.
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Last June, Wartkins began working under Fastow in corporate devel-
opment, Within weeks, Wartkins, who was charged with reviewing all
assets Enron considered for sale, realived the impropriety of certain
transacrions, she said. She was highly alarmed by the information she
was seeing as Enron was using its own stock, in effect, to generate gaing
ar avoid losses on its income statement. Under one transaction, an
Enron “special purpose” parmership called “Rapror” owed the com-
pany $750 million. But Raptor had no viable business and because it
was a partnership, Enron sharcholders would bear the brune of the loss,
Watking said. “Rapror owed Enron $750 million and it was not a third
party that bore the loss,” she added.

Some Enron employees, such as current chief operating ofhcer Jeft
MeMahon, had complained abour the questionable accounting prac-
tices and the face that Fastow had a stake in some of the panmerships,
she said. 1 was shocked that people could explain this to me with no
comeern in their voice,” she said. “For the most part, people seemed w
think there was an accounting rule thar made this acceprable.”

However, Watkins said she never went to Skilling with her concerns
because she was afraid she would lose her job. Skilling, in an cadier
hearing, restified before Congress that he did know thae the partner-
ships were used by Enron w inflate profic and hide debe.

When Watking told Lay of her concerns, she added, Faswow found
out and wanted her fired and her computer seized. She said that while
Enron was known as a fun and innovative company, it had some very
competitive people who, at times, made iv a difhcule place to work.
“Enron was voted one of the best places o work. It was the job o have
in Houston, The armosphere was eleceric. I was fun. You were sur-
rounded by bright people, energized o change the wodd. You fele
somewhat invincible,” Wartking rold lawmakers in Washingron.

Lay TAKES THE FIFTH

Initially Kenneth L. Lay, Enron's embattled chairman, had agreed w
appear voluntarily in a congressional hearing, After the publishing of
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the Powers Repore he cancelled his appearance. Angry lawmakers did
not agree with this behavior and subpoenaed Lay wo appear for a con-
gressional hearing. Lay sat through 90 minutes of artacks from congres-
sional investigarors before he dedined o vestify, citing advice from his
lawyer.

Meanwhile, a deal approval sheet from June 2000 contains Lay's
signature, The sheer authorizes a transaction, “Project Backbone,”
where LIM2 Co-lnvestment LP bought dark fiber from Enron. The
sheet lists law Airm Vinson & Elkins as Enron's counse while Kirkland
& Ellis advised LJM2.

Enron CFO Andrew Fastow is credired as the Anancial maseermind
behind Enron's web of corporate partnerships thar were allegedly used
to inflate profits and hide debt. Formed in 1999, LIM2 is one of Fas-
pow's transactions that he parcowned.

The L]M document is one of the firse showing chat che former CEO
knew abour and even approved Enron's obscure partnerships. Lay and
his wife have always maintined that che former CEQ was not fully
informed about the operations of those parenerships.

As part of "Project Backbone,” Enron sold access to its nationwide
hber-optic network to LIM2 for maore than $50 million and booked
about 350 million, the document said. The sheer also lists a number of
Enron executives including Chief Accounting Othcer Richard Causey
and Chief Risk Officer Richard Buy.

On the last line of the approval sheet, the names of Jeff Skilling,
then the company’s president and chief operating officer, and Enron's
then vice chairman Joseph Sutton are typed in. However, the nearly
unreadable signature appears w be that of Kenneth Lay, who was
chairman and chief executive at Enron at the time,

Another document, a deal approval sheer from July 2000 sheds fur-
ther doubt on the testimony from Jeff Skilling. The transaction,
known as “Margaux,” involves the sale of Enron's 33 percent stake in
three European power plants to LJM2 for $100 million. The shee
shows Skillings signature next o the executive section. Skilling, who
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restified earlier, repeatedly told a congressional panel thar he did not
know the company was using off-the-books parterships w hide deb.

A keey lawmaker casted further doubt earlier on Skilling's testimony.
Rep. John Dingell (D-Mich), ranking member of the House Energy
and Commerce Commiteee, sent a letter recently o Skilling’s attorney,
Bruce Hiler, where he pointed to a document from an Ocrober 2000
meeting that showed dhe former CEO had knowledge thar the parmer-
ships were used to inflate profies ar Enron.

Lay, once mentioned as a possible energy secretary for the Bush
administration, invoked his Fifth Amendment right under the LS.
Constitution against self-incrimination and refused o testify before the
Senare Commerce Commirtee,

Stone-faced, Lay sar through blistering attacks from Republican and
Democratic senators of the panel. In fact, some of the most vicious
artacks came from Republicans, whose party benefired heavily from
Enron's generous political donations.

“I'd say you were a carnival barker, except thar would not be fair w
carnival barkers,” Sen. Perer Fimgerald, R-1I1, said. “A carney will ar
least tell you up frone char he is running a shell game. You, Mr. Lay,
were running what was purported to be the seventh-largest corporation
in America.”

Lay said he was deeply troubled about invoking the Fifth Amend-
ment. “| come here twoday with profound sadness about what has hap-
pened to Enron, its current and former employees, and stakeholders,”
he said. “l have been instructed by my counsel not to testify based on
my Fifth Amendment righe. | cannor disregard my counsel's instruc-
tions.”

THE FIFTH AMENDMENT OF THE AMERICAN CONSTITUTION

Many, or actually most, of Enron’s and Andersen’s execurives whao

were summoned o appear for congressional commirrees to testify in
order to shed light on the demise of Enron, invoked the Fifth Amend-
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ment as an excuse not o testify, The full texe of the Fifth Amendiment
15 as follows:

FIFTH AMENDMENT [U. 5. CONSTITUTION]—'No person shall
by Beld ro a?ﬂmﬁr A mpim.{, or atherise f:gﬁ:!mam Criee, waders on g
presengment or indictment of @ Grand fury, except in cases arising in the
lanel v maval forces, or in the Militia, when in actual service in time of
War or public danger: nor shall any person be subjece for the same offence
to fe twice put in jeapardy of life and limb, no shall be compelled in any
crimiinal case by Be q wites dgm'?ﬂ.r ﬁfm:eiﬁ Hor b Je‘ﬂrn:-'ed q;qrﬁ Eﬁlﬂi_].',
or property, without die process of brw; nor shall privave property be taken
Jor public wse without fust compensarion,

The Fifth Amendment “can be asserted in any proceeding, civil or
criminal, administrative or judicial, investigatory or adjudicarory; and
it protects against any disclosures which the witness reasonably believes
could be used in a criminal prosecution or could lead o other evidence
that might be so used.” The only way the Fifth Amendment can be
asserted as to testimony is on a question-by-question basis. The appro-
priate device for compelling answers o incriminating questions is a
government grant of use immunity.

The source of the Fifth Amendment was the maxim “that no man is
bound to accuse himself.” This maxim is but one aspect of two differ-
ent systems of law enforcement, which competed in England for accep-
rance: the accusatorial and the inquisiconal. In the accusatorial system,
which predated the reign of King Henry [1 (1154-1189) but was
expanded and extended by him, firse the communicy and then the stare
by grand and petit jures proceeded against alleged wrongdoers
through the examinaton of others, and in the cardy years through
examination of the defendane as well. The inquisitorial system, which
developed in the ecclesiastical courts, compelled the alleged wrongdoer
to affirm his culpability chrough the use of the oath ex officio. Under
the oath, an official had the power to make a person betore him take an
oath o tell the eruch o the full extent of his knowledge as o all marters
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about which he would be questioned; before administration of the oath
the person was not advised of the nature of the charges against him, or
whether he was accused of crime, and was also not informed of the
nature of the questions o be asked.

Historic studies have revealed that in England and the colonies the
privilege was narrower than the present interpretation in the ULS. judi-
cial system, a common sicvation reflecring the gradual expansion, or
occasional contracting, of constitutional guarancees based on the judi-
cial application of the policies underlying the guarantees in the congext
of new factual parterns and pracrices.

Critics of the U.5. criminal justice system often assert that che oft-
quoted righe-to-remain-silent serves o protece only the guilty, As is
often thoughe: If you are really innocent, why would you “rake the
Fifth® or otherwise request a lawyer?

In a new ruling, the U3, Supreme Coure recently answered that
question quite clearly, ruling in a unanimous per enrigm opinion that
an assertion of innocence does not automarically mean thar the person
cannot “rake the Fifth.” Anyone ar some risk of being “ensnared by
ambiguous circumstances” is equally protecred. In other words, Crimi-
nal investigations are often imperfect and consequences of a given fact
or statement are often unknown undl it might be wo lae w avoid
il'lal:h"l:ll:l:l‘lth" I;'u:ing 4 Witness a.gail‘l.st ¥l rselF

In effect, the new ruling will increase the instances in which the
state will have o grant immunity in order to get cooperation from a
witness—always a somewhat risky decision. At the same rime, the ml-
ing clarifies that the Fifth Amendment’s protection applies whenever a
person could reasonably be connecred o criminal behavior, regardless
of an assertion of innocence, granting the benefit of the doubt in that
question to the individual, as it should, instead of to the stare or a
O,

Ortherwise, witnesses would never know for sure just what their cul-
pabilicy mighe be unnl they have already opened their moudh, Implicic
in the court’s ruling is the idea thar even truly innocent persons can be



124 » The EMRON Collapse

caught up in a prosecution unfairly, even if only w tangential offenses

not known to the state, The power w avoid that problem goes w dhe
heart of the prin.ril.n:ges againse self-incrimination.



401(k)

How It ALL STARTED

The 401(k) started some owenty years ago, Ronald Reagan was presi-
dent and the DOW stood at 900, 1t was Ted Benna, a benefies consule-
ant, who fist gor the idea for a new plan. He was working on
revamping a bank’s cash-bonus plan ar the time and knew that para-
graph (k) of Section 401 in the tax code had gone into effect that year
o give legal stature o savings arrangements already in place. Ar thar
time it was common for employees to be given the choice to defer half
or all of their non-galaried compensation, often bonuses, into a com-
pany’s cash-deferred profit-sharing plan.

Section 401(k) essentially gave the definitive go-ahead for thar type
of tax deferral. Bur Benna suspected its provisions conld be interprered
more broadly. He figured instead of employers putting up money and
giving workers the choice o defer, why not ler employees defer pare of
their own salary pre-tax and ger an employer mavch as incentive, par-
ticularly for low-paid employees. *1 was stretching the law to suit the
design | came up with,” Benna said.

In 1981, the IRS issued proposed regulations on Section 401 (k) that
officially sanctioned pre-tax salary reductions. In essence, the IRS made
it more straightforward for an employer w provide a salary-reducrion
savings plan with tax incentives for employees. The pre-tax protection
of income was a boon given the high marginal tax rares ar the rime.
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But, beyond the tax code, several forces spurred 401(k) growth, not
lease of which was a sea change in the pension arena. Regulatory
changes made it more costly and restrictive to run pension plans, espe-
cially for smaller firms. And the government imposed shorrer vesting
schedules in 1986, That meant companies had to increase their pen-
sion funding, since more employees would be eligible for payment,
even if they did not stay with the company for more than five w seven
years.

There was also a push for more “portability,” where workers could
take their retirement money with them. Parr of the reason for this was
that companies restructured and some older employees lose their jobs.
A growing number of people in the work force also started changing
jobs more frequentdy.

Savings advocates, for instance, have been pushing for higher conri-
bution levels for a long time now. Congress is likely to consider a bill
thar would raise the cap on participant coneributions wo $15,000 a year
from the presenc $10,500, and would provide a “carch-up” provision
for workers 50 and older to save an extra $5,000 a year.

And che 400(k) strucoure sll is evolving o march demand for
greater Hexibility. A worker's investment choices, for instance, are
likely to move in one of two direcions. They might mirror an
employer's institutional pension funds, which are both less cosdly for
participants and are more cdosely monitored. Or, they may become
more retail centricg meaning tmplﬂ]m':s would direcr all of dheir 401 (k)
money into a retail brokerage account, opening up a participant’s
investment universe. That sore of change would relieve businesses of
some of their hduciary responsibility, which in Benna’s opinion is
unworkable, “They are in a no-win situation. They can never have
enough funds or the right funds or my favorite funds. And they can be
sued,” he said.

“Whar is more, for all the talk of participants” control over their
investments, all it takes is one merger for a worker to realize he or she is
going o lose access o some fund choice or to be told w sell company
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stock,” Benna added. *We need wo ger the employer out of being the
gatekeeper,” he argued.

Since the start 401(k) has become a household waord. For starters it
has changed the way you save for rerirement. The days of dhe fully-
funded-company-pension are over for most people. The system has
today 42 million participanes. Assets amount to roughly $1.8 crillion,
These assets are likely to surpass he 32,1 willion invested in all instinu-
tional pension plans, whose growth is less than half thar of the 401(k).
In fact the annual compounded asser growth of the 401(k) funds was
13.1% since its start. Pension plan assets, by contrast, did grow over
the same period only 5% annually.

It was this kind of dollar-power char helped fuel the bull market in
the 19905 and revolutionized the mutual fund industry, which was
quick o marker che plans in their carly days and now manages more
than half of 4100k) assets.

THE ENRON PROBLEM

Enron's demise cost its employees more than 31 billion in 401(k) sav-
ings. While top-execurives, of the company, including chairman and
CEQ Kenneth Lay dumped their stocks for many months in sucees-
sion, and often made killings when the Enron stock was still high, the
commaon worker could not move its company stock. Enron top man-
agement and Wall Sereer analysts even urged the common worker, up
o the very last moment in late Ocrober 20010 and even up o mid-
November, to buy more stock, while they themselves tried in a frenzy
w get rid of it. The stock ded up in the 401(k} savings was “locled-
up”, it could not be sold before a certain time was elapsed. Especially
for the elderly, who also lost their jobs, nothing less than a disaseer. Mo
job, no savings mean for these people a future of poverty, probably
ending in some form of charity shelrer.

Did Enron cross the line? The Deparement of Labor is investigating
whether Enron violated retirement laws. The answer could be in a pas-
sage of the 1974 pension law—just a hundred words or so—thar out-
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lines a company’s responsibilities over employee retirement planes. The
passage states in a few words, that a company has to monitor every
investment in a 400 (k) like a hawk—whether it is a2 fund or the com-
pany’s own stock. The minute an investment turns shaky, the com-
pany is supposed to remove it from the plan. The Department of
Labor is trying o determine whether Enron lived up to the terms of its
“hduciary” responsibility oudined in thar davse—Sec. 404a of dhe
Employee Retirement Income Security Act—and whether the employ-
ces are entitded o restitution. The clause is also dhe basis of nearly a
dozen lawsuits by thousands of employees who claim Enron should not
have encouraged them to leep buying the stock when the company
knew it was not a solid investment anymore. The legal question is did
Enron execurives exercise prudent oversight? Were Enron executives
wearing multiple hars?

Sec. 40Mda puts the responsibility for sound investments on the
shoulders of the plan Aduciaries. A fiduciary can be the ofhcers, ouse-
ees, or a commireee of executives, [t varies from company o company.
The law outlines four general standards chat plan Aducianes must fol-
levw

* they must administer che plan with skill and prudence;
* they must maineain diversified investments; and
* they must follow their own written guidelines for the plan.

The tourth benchmark is the “exclusive benefir rule,” meaning the
hduciaries must operate the plan for the sole benehic of the participancs
and benehciaries. For example, in some cases, a Aiduciary may improp-
erly try to use pension money for other corporate activities. According
to the law, investments have to pass the “prudent man” test, meaning
they must make sense to the average man, not to a financial wizard.
The hducaries have to make sure it is an appropriate investment for
the participants, and whether the plan should continue to hold it or
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not. It is in face a matter of how you apply a faidy broad standard w
very specific sinnations,

Enron executives may have trouble justifying why they kept the
stock as an investment option in the plan. Based on the information of
today, it does not look particularly pood for Enron executives. They
may have stepped over the line.

Like Enron, about 2,000 companies have 401(k} jam-packed with
their own stock—and employees cannot touch it for years no mareer
whar is happening on Wall Sereer. A lot is av stake. Reformists argue
there should be a limit to the amount of company stock in 401(k)’s
because it is too dangerous w concentrate any retirement money in juse
one investment. It is a cragedy waiting o happen many experts say.
You might chink your company’s stock is great—bur thar is also what
Enron employees thought a year ago.

Critics of reform argue lawmakers have introduced proposals with-
out proper research, propelled only by the heartfelt stories of Enron
employees who lost everything. A sering of Washingron think-ranks
and lobby groups have commissioned studies o prove their point that
the “Enron problem” is exceedingly rare. Opponents also say the fed-
eral government should not be telling individuals how to invese.

A recent study by the newslewer DC Plan fnvesting found plenty of
4100k} plans with a dangerous concentration in company stock. Out of
219 large-company plans surveyed, 25 had stock representing 60 per-
cent or more of assets. (Enron had nearly 58 percent in company
stock). Three companies had more than 90 percent, including Procror
8 Gamble, with 94.65 percent, Sherwin-Williams, with 91.25 per-
cent, and Abbot Laboratories, with 90.23 percent.

Like the rest of Wall Street, many stocks suffered losses over the year
20001, though nothing like the catasrrophic losses of Enron. Coca-
Cola, for example, has 81.47 percent of its plan in company stock,
while Texas Instruments has 75.65 percent. Coke shed 218 percent
last year, while Texas Instruments gave up 40.9 percent, compared to a
loss of 13 percent for the S&P 500. Lucent's 401(k) also lose almaost all,
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while recently also Global Crossing, the world's largest iber opric com-
pany went bankrupe, saw the 401(k) plans of its workers go up in
smoke.

A SystEm THAT Has WorkeD WeLL-AT LEasT So Far?

S0 far the 400(k) system has been a success, there is no question about
that. First, it makes for loyal employees, aligning worlers” interests
with the companies. And, companies can issue new shares whenever
they want, so there s no outlay of cash. Parr of the success of the
A0 (k) system is that it has not been complicated by years of reform
legislation like the traditional pension system, and thar there have been
relatively few cases such as Enron.

But there are dangers involved thar can noe be denied either. The
Proctor & Gamble retirement program, for instance, incdudes an
employee stock ownership plan (ESOP) with a 401{k) feature.
Employees can sell the stock in cheir 401(k) at any time, but in the
ESOP, which has a mix of common and preferred shares, employees
can sell the common stock after five years, and can start diversifying
their preferred shares starting ar age 50. Although P&G's system is
more fexible than Enron’s was, i is seill risky.

In fact the present 401(k) system carries four dangers in it which
might create sooner or later serious problems for investors:

* The bull-market of the 905 will nor continue forever, in face it ended
in 2001, Not only is an economy subject to periodical ups and
downs (short and long term), companies are tending to have good
and bad times also. History has proven these chings over and over.
The problem is actually thar analysts always use linear extrapolation
for their predicrions, while in reality predictions are subject o far
maore complicated variables, For instance, notwithstanding maore
than ten years of trying to turn the tide the Japanese stock marker
lost 75% of its value over the last rwelve years in a conrinuons slide.
The Nikkei dropped from a high level of 40,000, around 1988, to
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less chan 10,000 carly 2002. In 1988 many analysts predicted that
the Nikkei would reach the 50,000 mark within a year! In other
words holders of Japanese stock lost 75% of their savings, and no
recovery is anywhere in sighe.

To reward loyal workers with a share in the company is basically a
landable thing, but as *part-owner™ he should have a say in the com-
pany’s well-being. So far American companies, however, have shied
away from workers participation in running the business. This is
quite contrary to Europe, where workers-participation in managing
the company has become a common issue over the last decades. OF
course such a system would include a change in treatment of the
production factor “labor”. In today’s America “labor” is the variable
production factor that makes fast downward adjustment of costs
Ft:lssil:rh:. American tmplrr].ru‘;s hiawe hard|_',r any “jn::lh—gu;lr:lntﬂ:". The
possibility for “part-owners” to be fred immediately ar any rime,
while any agreed upon severance plan can be dumped just as easy as
well, with as only purpose the protection of the stake-holders, is a
highly contradictionary situation.

The practice to tie-up workers” money in company stock is againse
any form of prudent investment. In fact no investment should ever
exceed 5% of a particular stock, regardless whether iv is company
stock or any other. The tempration for companies w use this ted-up
capital for other purposes will often prove o be wo big,. It is like let-
ting your dog gpuard his own food something that never works
regardless how good the training was.

Another quite important issue is the value of the stode A lot has
been written over asser-value in the past. In recent years dhis issue
disappeared more or less from the bookshelves. This is understand-
able because it is a quite difficult subject. Whar most people have
forgoten is that asser value has two distiner different aspects: (1)
asser value for tax purposes; (2) asser value for economic purposes,
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These two “values™ are not the same. The first deals with account-
ing, write-0ffs, and tax payments. The second issue deals with the
so-called “aleernative”™ value of an asset, in fact cthe value in case the
asset is sold. The difference berween the two is the “book-profic or -
loss™ In old-rimes it was easy. The value of an asset was derermined
by its second-best use. Ships, airplanes, cars, office buildings, they all
have a second-best value, The problem starts by chings where cicher
there is hardly any or no second-best value ar all. A patent for a
pharmaceutical drug expires after a limired number of years, once
expired the value is actually zero. What is the alternative value of an
airport? Notwithstanding the fact thar an airport is an exremely
expensive high-tech affair its alternative value is very low, Whart
other use does it have anyway? It is even more difficule to assess the
value of an imaginary asser. What is, for instance, the value of an
Internet company? Stock prices should have a link with the asser-
value of a company is the bottom line of dassic economic theory. OF
course there can be an eara premivm for excellent management,
ample market conditions or other special circumstances. But as
Enron has taught us there is a great danger for a “balloon-effect”™ if
asget value and stock value is too far out-of-line, It is this balloon-
effect that is far more dangerous for the 4010k} plans than the

acoount ng 15510,

In other words it is highly dangerous o think that becanse there
were no setious problems with 401(k) plans so far that these plans are
indefinitely safe. Enron has proven thar cthe system is vulnerable, while
Japan has proven that any economic system char strays off cthe road of
sound economics will fail inevitably. The present value of Japanese
stocks is the undeniable proof.

Can 401(k) PLans BE IMPROVED?

The Enron -l:u||a|:lse has shown the weakness of the 40010k} system. e
did nor rake Iung before several CONgress members, and even President
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George Bush, presented drafe legislarure for improvement. Basically
the proposed improvements focus on a maximum percentage for com-
pany stock, equal trearment for executives and workers and limired
lock-up of stock. These reforms do not change the stats of the worker,
He will still be " part-owner” without any say in the management of the
company. His vulnerability for being used as “cost-adjuster” will not
change. In other words, this is not a really good solution, On top of
that the funds would still remain under control of the company, and in
some cases that might be a empration o big to deal with for some
MANAFErs.

The alternative would be to privatize the 401(k) plans completely.
In face this would mean tw change the 401(k) plans into a sorc of
mutual fund with professional fund-managers. Technically this is pos-
sible. Problems will be the tax-treatment of matching funds and
whether or not companies are willing to give up control over the plans.
In a way this would also solve the issue of the worker being creared as
some kind of discriminated pare-owner, He would have his say via the
mutual fund. Although this would solve one problem, it creares
another: the direct link berween worker and company via share-owner-
ship is in reality cut.
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THE FALLOUT

AN OMINOUS TREND

Big companies go bankrupe once in a while, as such the Enron story is
nothing new. Actually the year 2001 is a record year as far as LS,
bankrupecies is concerned. The tweal number of bankrupecies fled dur-
ing the year jumped 19 percent to 1.49 million from 1.25 million in
2000, That year-total easily surpassed the previous high of 1.44 million
bankruprcies recorded in 1998,

It does not come as a surprise, economists have predicted for some
rime thar bankrupecies would reach new highs in 2001 as the recession
wok its toll on the inances of consumers and corporations alike, Some
experts forecast that che surge will continue in 2002,

Personal bankrupecy flings totaled 1.45 million in 2001, up 19 per-
cent from 1.22 million in 2000, Business banknupreies rose slightly less
sharply, increasing 13 percent o 40,099 from 35,472 in the year
before. Almost half of the personal bankruprcies are caused by high
medical costs in cases where people lack insurance coverage.

Deespite mostly favorable economic conditions over the period, per-
sonal bankruptcies have risen sharply in the United States since the
mid-19805. In 1984, Just over 285,(HH) FE::lph: filed for hankrupn:].r.
compared with almost 1.5 million last year.

But it is not only the number of bankrupecies thar made the year
2001 the Year Of The Bankrupreies, it is also the siee of some of bank-
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rupecies that makes experts worry. Enron was the seventh largest UL S.
company and its bankruprey the largese in ULS. history. Only a few
weeks later, in Janvary 2002, it was K-mart, the largest U5, retailer,
that had to fle for bankruprey. Global Crossing, the largest iber-optic
company in the world, soon followed K-mart and Enron. In the mean
rime, the general public probably has forgotten already che bankruprey
of the Finova Group in March 2001, che 10t largest in LS. history,

and the debacle of Pacific Gas & Electric, the 5% largese bankrupey in
LS. history, that ook place in April 2001.

The reasons or all these sad stories are the same: debt defaules, weak
business models, and over-extended credic lines. Last year companies
defaulted on 9.8 percent of outstanding debr. Things were deary oo
easy and now the price has to be paid.

ﬁlthl_ru[_.;h in itself it is nnthing new that consumers or COMPANIES g
bankrupt it is the upgoing trend and the severity of the bankruptey
that causes experts to worry. Add to this the fact thar the USA does not
have an overall social seourity system and the picture becomes quite
clear how serious the sitnation is. The dderly who can’t ind work any-
more and who lost ar the same tme their much hailed 401(k) plans
will be the next drop-outs in U5, society. They will be added to the
millions and millions that are already depending on handouts and
other forms of charity. It is the millions thar are never shown on CNN,
Fox or ABC and NBC. That would be bad for the ratings. The Enron
case has made thar once more cryseal clear. Pure capiralism, based on
greed, cannot solve this problem, neither can charity replace basic
rights of human dignity. After all, those who are now left in the dark
because of the Enron debadle, were the same anes who made ic possible
for Kenneth Lay, Andrew Fastow, Michael Kopper and others to stash
away millions and millions of dollars in numbered accounts in far-
AWRY Ex0tic islands. Th&}r do not have wo WOLTY about an].rl;l‘lil‘Lg any-
more, they know the counts will have a hard time to proof their guile
beyond reasonable doube.
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SHARING THE PAIN

The death of one company is usually the success of another. Of course
Enron was doing business ar a large scale, its demise causes customers
to look for an alternative, that is nothing new. Enron stood in the mid-
dle of trading elearicity and narural gas, commodities thar belong w
the daily necessivies of life. We cannot do withoue. One of the compa-
nies that was lucky and happened to be in the right place was the Iner-
continental Exchange (ICE). ICE’s trading volume started to dimb
steadily in November, when the Enron problems became visible,
Today its daily trading increased w a volume of $25 billion—aor an
increase of 100 percent. ICE's business really went through the roof,
thanks to the demise of Enron.

ICE's success illustrates chat the marker has moved w absorb the
demise of Enron. That does not take away thar people are not hure,
ICE's main base is in Adanta that i far away from Houston and no
solution for those whao lose their jobs ar Enron,

Orthers, however, were not so lucky. Among the energy companies
that traded with Enron, Duke potentially lose $100 million, Mirane
some $80 million and Dynegy about 375 million. Among banks the
biggest exposure suffered | P. Morgan, it recently announced to have
$500 million in unsecured and dedvative exposure to Enron. Ciri-
group could face a similar loss. Forcunately for the banks mose loans
are syndicated which mean that the risk is spread over a large number
of underwriters. That dilutes the impact of any one failure. For
insrance, the effece on Citigroup is estimated ro be less than five cenes
on the profit per share. Morgan will take a slightly bigger hit per share,
probably some 4 percent reduction in earnings for next year.

The fallour is likely to be felt most keenly within the energy indus-
try, especially among companies that, like Enron, had specialized in
wrading electricity and namral gas. The energy maders, such as Ameri-
cait Electric Power, Duke, D}rhﬁgy and Reliant, argue that unlike
Enron, they possess major physical power planes and storage facilities,
assers that balance the risks in trading,
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Dynegy derives more of its earnings and cash flow from marketing
and rtrading than do companies thar are more akin o craditional wali-
ties. Then there is also the Enron case against Dynegy for the failed
merger. Enron is suing Dynegy for $10 billion as a resule of the failed
merger. The suit probably has litde chance of succeeding bue adverse
legal decisions would immediarely push Dynegy's stock down.

Mirant is especially eager to put some daylight berween the com-
pany and Enron. Mirant has $22 billion in assers and 15,000 mega-
watts of generating power across the country. Ie makes ir easy for dhe
company to sell forward because it produces the energy itelf. Mirant's
internal control bars traders from purting more than 375 million of
capital at risk each day. Thar is a small fracion of Mirant's sharcholder
equity, currently $4.7 billion, or is annwal profits, projected to be
neatly $700 million in 2001.

Estimated exposure for the hardest hie companies looks as follows:

Company Potential exposure (in millions)
J. P Margan £500

Citigroup £500

Duke Enargy F100

Reliant £a0

Iirant £an

Chynegy 575

American Electric Powar £50

HiliCorp 832

THE REAL LOSERS

The American economy is often referred to a5 a system of investor-capi-
salfom, meaning a system drven by investor money, Going through
annual repores, company brochures, web-sites or articdles over the
Enron debade most, if not all, is either abour the poor investor who
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lost his savings or the managing crook or villain who caused the com-
pany to collapse after making sure that he had stashed away enough for
his old days in numbered accounts in far-away-exoric islands. What
about the company workers? Enron employed some 200000 workers all
over the world. Actually the only thing we know about them is that
they lost their savings in their 410(k) plans because the stock was tied-
up. Again, this reference 15 actually to the worker-investor, not really w
the worker as a member of the Enron society. The second thing we
know is that some 4,500 employees were fired and thar the severance
plans had disappeared, which meant thar they had nothing left. That
was all, a few lines, no more,

Social seourity in the U5, is not what it is in Europe. You are lucky
if you get six months unemployment benefis, afrer thar most end up
in some kind of charity program if they can’t ind any work. Especially
for elderly people, let us say 45 years of age and above, it is difhcult to
find any work ar all. If, as in the case of Enron, not only the severance
plan is cancelled bur the 4010k} savings also disappeared, and most
probably the regular pension plan will be under chreat too, than the
furure for those people looks really bleak. Poverty will be their fare.

In face the real locers af Envon are ity workers. They were the ones that
made Enrent frig, they were the ones that made the money, without their
J:?:EPH!‘ Erivon iwonld vever bave becowie the sepenth .ﬂa‘rgﬁr COMRPARY in the
U8, The Enron n.rﬂi'lzw mpéﬂﬂm the internal weakness qfr.ﬁe Awmerican
ingerpretation of capizaliom: ever-valwation of the production-factors capi-
tal and management aned nndev-valnation of the production-factor labor.
The resule gF this i .r'n.-::-':'m'b{}' mf:-ﬂp:hndfm tion and econamic distoregdim,
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THE AMERICAN ECONOMIC IDEOLOGY

ls the Enron case something unique, a rare incident, or is it the wp of
an iceberg? In other words is the Enron collapse caused by a coinciden-
tal combination of a lax management-system and a group of unscrupu-
lous individuals, or is it a sign of 2 wrong interpretation of the basics of
a free marker economic system in America? The only way o find dhis
out is a look ar the economic fundamenrals of the present capicalistic
system, as it evolved since the Industrial Revolution some 300 years
HE-I.L

The Free Marker Economy of the 21% century finds its roots in the
Industrial Revoluton. This Revolurion was the process of fast industri-
alization thar took place in England around 1700 and that changed the
country from an agricultural sociery into an industrial giane. This
change had enormous consequences for the kind of society that people
were living in at those times. Ie gave birth to a new science thar wried w
explain what was happening: Eromamics. Soon the new science devel-
oped three basic economic ideologies: Capiraliom, Liberalism and
Sacialism.

The three main world-economies of today, the US.A, Europe and
Japan are all founded on their own interprecation of these fdenlogies.
Japan chose for a version based on its old samurai system, the Kefremu
Economy, actually a liberal-capiralistic system. After decades of enor-
mous growth the system faltered. For more than ten years now Japan is
confronted with economic stagnation, a bankrupe banking system and

1417
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stocks that lost more than 75% of dheir value, [t looks extremely
doubthul whether or not the system can be parched up. A definice fail-
ure of the keiretsu economy, however, will have disastrons conse-
quences for any other economic system in use.

Europe chose for a capitalise system within a socialist framework
that gave life to the Welfare Saare, a simation in which everybody is
protected against the problems of pure capitalism. [t is an expensive
systetn, but it is a system without poverty and hardly amy millionaires.
S0 far the system has performed exeremely well.

The United States became the champion of Pure Capitaliom, based
on Adam Smith's theory of the invisible hand; a system based on mini-
mal government interference. The system is characrerized by lack of
stability, it has produced huge budget and trade deficits, bur also mil-
lions of millionaires and millions of society drop-outs living in abject
poverty at the same time. Over the last decade the Ametican system
ventured into investment-capitalim, a system based on aggressive
investments focused on an optimal combination of entrepreneur and
investor, keaving the production factor labor largely in the cold. It is a
systemn thar promores greed in i optimum form, led by the hgures
from hour to hour on the New York Stock Exchange it advocates a cul-
rure of profies and nothing else. [t was this system thar produced Enron
and Enron-like corporations. The key question is whether Enron is just
a rare siuation in an otherwise sound system, or whether it is the other
way around: an exponent of a wrong system. Or is it so char Karl Marx,
after all, was correct in his prediction thar the ever-present greed of
pure capitalism would inevitably cause the system collapse?

For a proper understanding of whar all these ideologies and their ins
and outs stand for a licde economic history is inevirable.

THE PRECONDITIONS FOR TAKEOFF

We do not know exacly what triggered the Industrial Revolution.
Acound 1700 in Englaru:l there were a number uFthinEs happening at
the same dme. In the frs plm:a: there was a substanal p::npulatinn
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growth. From time w time Europe, incduding England, suffered from
plague epidemics. The plague was a discase that originated in the Far
East, probably it came from China, and was brought to Europe by
travelers and/or rats. During the 16™ and 17 century England was hit
in 1563, 1603, 1625 and during the years 1664-1666. During plague
epidemic substantial pares of the population perished, sometimes up w
30 or 60 percent of the twotal population. The epidemic thar hi
England in 1664 was one of the worst ever w hit the counery. Many
people fed to the couneryside in the hope to escape, even King Charles
II moved his court out of London to Hampron Court. Inidally infec-
tion was kept in check by a very severe winter bur the following sum-
mer it broke out in all ies severity. The epidemic peaked in the third
week of Seprember of the year 1666 when more than 10,000 people
died.

The epidemic of 1664-1666 happened to be the last in England’s
history. By the tum of the century the population had recovered com-
pletely. The continuous, and uninterrupred population growth since
the last epidemic, created a growing demand for food over a long
pertiod. This increase in demand created a multplier effect in
England's economy. Higher demand means higher prices and char, in
return, means increase in production. In order to satisfy growing
demand more land had w be taken in production and more animals
had to be raised.

Land was scarce in England and what we see happening were
artemprs o use available land bener. In other words productivity
increased. Parallel with the improvements in farming techniques went
the improvement in farm tools. Seed drills, horse-drawn hoes came

already into operation in the 17tk century. Later they were followed by
the Durch self-sharpening case-iron plough and reapers.  Andrew
Meikle invented in 1786 a chreshing machine that could run on steam,
water or horse power.

In fact what happr‘:ﬂud in the En.gli::h agricultun: WS an hgrin:ultu ral
Revolution, The effects were far reaching, In the first place the devel-
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opments kept food prices low. In the second place the increased agri-
cultural  productivity  increased  investment in agricultural  tools,
eransport vehicles and building constructions. This in iself creared
increased demand in iron manufacruring and adjacent industries. Bur
there was also a negarive factor. Increased agriculoural productiviry dis-
placed agricultural pools of labor and often rendered them unem-
ployved or underemployed. Especially female and juvenile workers were
hit by this problem.

THE TAKEDFF

While the Agricultural Revolution was in full swing other develop-
ments took place elsewhere in England. First there were the develop-
ments in the engine industry, The firse piston engine was developed in
1690 by the French physicist and inventor Denis Papin and was used
for pumping water.

The English engineer Thomas Savery constructed a different proto-
type in 1698, Thomas NMewcomen, another British inventor, came in
1705 with his so-called atmospheric engine. It was James Wart (1736~
1819}, a Scotrish engineer and inventor, who managed o improve
Mewcomen's engine so much that it stareed to look like 2 modern
steam engine. He patented his engine in 1769, Larer he went into a
partnership with Matthew Boulton, a manufacturer of small equip-
ment from Birmingham. [t would become an extremely successful
partership, within a few years they manufactured hundreds of steam
COFINGS 1N VAFIOUS s,

A precondition for a good engine was the availability of good quality
iron, While Papin, Savery, Wart and others worked on their steam
engines it was Abraham Darby, an English ironmaster, who made the
frst successful use of coke in smelting iron. Borm near Dudley, in
Worcestershire, Darby was to dedicate his life to iron-making, In the

carly 15 century, iron production was primitive, limited, and expen-

sive. Smelting iron ore required high temperatures, which for over
3,000 years had been provided by burning charcoal. In England, how-
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ever, the price of charcoal was dimbing as forests dwindled. An alterna-
ive fuel was coke, the solid carbonaceous residue remaining when
volatile marterials have been distilled from coal. Coke had been pro-
duced for half a century or more, but its use in iron-smelting had not
been masterad. Darby made the st successful use of coke in iron-
smelting in 1708, He found that lomps of cole were stronger than
lumps of charcoal and could support a larger charge of iron ore, so that
iron could actually be produced not only more cheaply but also at a
faster rare. The high carbon content of Darby’s iron was larer reduced
by the introduction of blase furnaces, an invention of John Smeaton.
With these innovations, Britain was producing the world's best iron,

in the highest quantities, and with the lowest price by the late 18% cen-
tury. The ability ro produce this cheap, strong, versatile building mare-
rial contributed significantly to the nation’s military and industrial rise.
Darby’s son, Abraham Darby 11, improved his father's iron-smelting
prrocess usihg coke, and tﬂ-utti'-'ﬁl].r established the t-|:|:|1ni|;|u1:. thr}.r
Cort introduced a further increase of quality in the 17805, Cort also
wok out a patent for rolling thar excended the use of iron, now the
master material for the Aese Induserial Revolution. Cast iron rails were
introduced in the 1770s. The world's fiest case-iron bridge, fronbridge,
was congtructed in che Midlands across River Severn in 1777-1779
near Darby's ironworks at Coalbrookdale, a place whose name speaks
for itself and which has been called “the cradle of the Industrial Revo-
lution”. The bridge still exists. Even the gravestones in the local
churchyard were made of iron.

The wid::q:lrtad applic:;ltiun of steatn-paorwer dtptndﬂd oft dn
increase in the production both of iron and coal, which was facilicated
by improving pumping of warer. Already by 1765 there were more
than 100 steam engines at work in the coal mines. Inventing became
such a fashionable thing, in London, in 1754, that there was even a
sOciety established for it the Sﬂ'z'el_}l_ﬂir n’rf.Eﬂr:ﬂnmgemmr q;".dm, Aani-
sfacrres, and Commerce.
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The main industry in England, at the beginning of the 18k century,
was the textile industry. There were three kinds of raw material, wool,
a traditional Bridsh product, linen, which came mainly from Flanders
(today’s Belgium) and cotton, which was imported from India and
from what is now the United States of America. Cotton, as 2 raw mage-
rial, was far cheaper than the other two and easier o process. In the

carly years of the 18% century a series of inventions in the cotton pro-
cessing indusery increased productivity enormously. The drop in prices
for the final product had a very favorable effect on demand and stimu-
lated Further extension urpml:lur_'tiun. This |:|r31.r1:|upn‘u:nl: further stirmu-
lated the Industrial Revolution.

The continuous stream of new inventions soon caused labor resis-
tance. Kay, inventor of the ying shuttle, had to flee the country. In
the tarl}r l*}lh century the Luddiee Rfsr'ﬂg‘. Luddites, named after a
mythical King Ludd, smashed machines. The machine-makers, and
mechanics, constitured a new skilled labor foree, whar one writer in the
18405 called “a new race of men”. By then, they were employing a
whole new range of machine wols. The so-called “father of dhe
machine tool industry”, Henry Maudsley, a blacksmith by original
occupation, made the fist all-metal lache and freed ic with a slide-rest
that held the ol in the best position.

GREAT BRITAIN: THE WORKSHOP OF THE WORLD

The industrial upﬁwing caused h}r the Induserial Revolution was enor-
mous. If we look ar the CONSLMpPLion of raw material, for instance,
English statistics show that coal production doubled between 1750 and
1804, and in the 19" century it was to increase twentyfold., Pig-iron
production quadrupled berween 1740 and 1788, and quadrupled
again during the next 20 years, stimulated by war demand. Raw cotton
imports quintupled between 1780 and 1800, and were to rise again

thirtyfold during the 19" century.
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The relationship between population growth and industrial growth
was a martter not of fact bur of speculation, even controversy, The fact
of growth was obvious. The population of England and Wales in 1700,
has been estimated at around 5.5 million, and in 1750 ar 6.5 million.
By the time of the Arst census in 1801 it was 9 million, and in 1831,
14 million. It was because Britain had the agricultural capacity o sup-
port an abundant and rising population thar s industrial economy
could grow. Labor was plentiful and therefore cheap, and industrial
wotkers could be fed at low costs. As the narional income mse, a
greater volume of imports could be Ainanced from internal growth and
exports, mostly carried in British ships. Population growth, measured
from 1801 in decennial censuses, facilitared migraton from one region
to another.

|mmigl::ltiun undtrpinnﬁ:l laver American induserialization, where
agriculture was transformed not only o feed a growing American pop-
ulation bur also CXRIT cercals and other agricultuml pr-uducts 1]
other parts of the world. In the process, agri:uh;un: itsedf was said w
have been fmeluserialfzed

THE NEED FOR COLONIES

The engine of the Industrial Revolution was a system based on frec
enterprise and the continuing serive to balance demand and supply. It
is a system which we call voday Capitalion. Capitalism can only func-
tion if a few key issues are in place. First, there must be money available
at a reasonable price. In Great Britain, at the start of the Industrial
Revolution, money was no problem, it came mainly from the profics
inade in the colomal trade. A second issue was the avail;;ll_'rilit].r of raw
materials. England had abundant supplies of coal and iron, but not
cotton, this had to come from India, and later from America. Coton
was essential for the rexvile industry, in other words there was pressure
w safeguard the continuous supply of coton. Ie became one of the
Fuﬁhing Factors behind the final round of colonEation. Eu.g;lr was
another commaodity only available in colonies, mainly West India but
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laver also other sources were developed. Wool, although initially a Brie-
ish raw product, soon had w be imported from Auvstralia and Argen-
tina. The phenomenal increase in production of the indusery made it
necessary 1o look for aleemative markets, colonial markets were eyed
for export of final products. In other words, not only for raw marerials
but also for export purpose colonies became a central issue.

THE NEeD FOR CHEAP LABOR

A third key issue was the availability of cheap labor. Basically this was
ng problem. The sharp increase in agricultural productivity, between
1750 and 1850 agricultural ourpue roughly doubled, with produce like
wheat increasing fourfold, freed labor from the sector. It was not so
much the amount of labor as such that was a problem; ic was the skill
of the laborer that often became a problem. The skills and the quality
of the labor were often not enough to ateract industry. Hence, in many
regions agriculoural reonganization and population growth creared a
society of unemployed paupers rather than proletanians,

But that was not the only labor problem. Industrial development
was 50 fast thar many laborers had difficuley wo keep up the pace of
change. There was often unrest among workers as the number of
machines increased. Somerimes machines were deseroyed. The Luddites
considered them as a chreat o their independence and livelihood. A
different reaction was to develop collective bargaining through unions,
and if necessary enforced by serikes, o raise wages, While industrial
workers were paid higher wages than farm laborers and there was thus
an economic incentive for individuals o find industrial jobs and move
inte industrial towns, there were many signs of family and social unrest
as thythms of work changed along with patterns of community.

Since indusery developed through alternating booms and slumps,
there were also large numbers of unemployed in “bad times”, which
often coincided with bad harvests when the price of food rose. The
demand for cheap bread was not new, but it was louder than ever
before. Yet when a large section of the new employing dass, in their
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campaign against the Corn Laws, claimed thar bread would be cheap if
imports of grain were allowed into the country free of commercial
duties and employment would rise with the increased exports chereby
gencrated, many industrial workers refused w cooperate with them in
artacking the landed interests as the source of all the country’s troubles.
Chardsm was the world’s first specifically industrial working-class
movement, with industrial workers demanding political rights along
with bread.

The years of mose active and open prorest followed the stare of whar
was to be Britain's first prolonged industrial slump in 1837, This
depression lasted uneil a boom, generared by railway expansion, in the
mid-1840k, revived economic activity, These were the years when the
Anti-Corn Law League, with middle-class leadership, agitated in paral-
lel to the Chartists, both conscious of the new significance of “class” in
an industrial society.

It was these developments, focused on addressing the exploitation of
the working class thar formed the breeding ground for the theories of
people such as Robert Owen, Karl Marx and Friedrich Engels. Exploi-
ration was widespread, not only in England but all over the industrial-
ized Europe at thar time. Child labor was very common, children five
and six years of age were forced w work from 13 w16 hours a day.
There were mo $af¢q.r rules and standards, -.-.rurking conditions were
appa“ing. and WAEES were extremely low. The laborer was simpl}r i
slave ar the disposal of the factory owner who could do with him whart
he wanted.

It was in those early years of the 19t century that socialism as a
movement against capitalism was developed. les aim was initially a
class-less sociery bur larer the concepr concentrated on social reforms
within capitalism. Marx and Engels on the other hand went a step fur-
ther. According o them capitalism was the result of a historical process
characterized by unceasing confict between classes. By creating a large
class of property-less workers, capitalism sowed the seeds of its own
demise. According o Marx socialism would inevitably lead to commu-
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nism. What both ideologies had in commaon was the idea of sofidarity,
common ownership of means of production, exreme abundance of
marterial poods, ample dme for everybody to do what would please him
0Or htl.

It is here that our story splits in two directions, a European one and
an American one. [n Europe sodalis-capitalism, based on solidariry,
would evenmally become the ruling political ideology. In the ULS,
socialism never became a serious issue, neither communism. Actually
on the contrary fear for communism, in the early years afrer Wordd
War Il, ended in a complete witch-hunt organized by American Sena-
tor McCarthy. America’s capitalism is probably the most pure form of
this ideology thar exists; safery nets or solidarity do not limit it, as is the
case in Europe. In the U.S. capitalism is simply based on extreme
profic-making, others call this gresd. In this unequivocal attitude is no
place for any solidarity with others. It is here where we encounter one
of the main issues that can lead o wordd errorism.

EMERGENCE OF ECONOMICS AS A SCIENCE

Apart from a revolurion in agricultural and industrial production, there
was also a revolution in economic thoughe thar appeared around the
same time. In other words, the Industrial Revolution was not just one
single thing thar happened, it was an overall acceleration of society.
First there was the appearance of the Physiocras, a French school of
econgmic thoughe. A second development was Adam Smith, the god-
father of modern economic thought, who introduced his theory of the
invisible hand.

The Physiocrats

The leader of the physiocrats, the Frenchman Frangois Quesnay,
believed in the existence of a natural order in economics, one char does
not require direction from the state for the people to be prosperous. He
pu blished his ideas in his book Tablean économigue {1758), in which
he traces the fow of money and goods through the economy. This
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flow, he believed, was seen tw be both circular and self-sustaining, like
the flow of bload in a human body. More importane, however, was the
idea char it all rested on the division of society into three main classes:
{13 The producrive class, consisting of agriculoure, fishing, and mining,
This class represented about half the population. (2) The proprietary
class, consisting of landed proprietors and those supporting them. This
class amounced to about one quarter of the population, (3) The artisan,
or sterile, class, made up of the rest of society.

Quesnay’s theory is significant becanse it expressed the belief char
only the agricultural sector is capable of producing new wealth, a sur-
plus or a ner product. This surplus could be taxed by a state w find
capital for new activities, Other activities, such as manufacturing, were
considered as essentially sterile, they did nor produce anything new but
simply transformed or circulated the outpur of the producrive class. le
was this aspect of physiocrat thoughe thar turned againse mercantilism,
the prevailing economic idea thar wealth could only be accumulaced by
the seate. IF indusery and crade did not creare wealth, then it was futile
for the state to try to enhance sociery’s wealth by a detailed regularion
and direcrion of economic acriviry.

Adam Smith's Invisible Hand

The Scottish philosopher and economist Adam Smich (1723-1790] is
often called the father of modern economics. He went in his attacks on
mercantilism much further than the physiocraes. His book An Inquiry
ince the Nature and Causes of the Wealth of Nations (1776) was a
frontal attack on the popular system of mercantilism, the system of
state-controlled economies, and all it represented.

Smith’s ceneral thesis was that capital is best employed for the pro-
duction and distribution of wealth under conditions of governmengal
non-interference, or laisser-faire, and free trade. In Smith's view, the
production and exchange of goods can be stimulated, and a consequent
rise in the general standard of living attained, only through the efficient
opetations of private industrial and commercial entreprencurs acting
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with a minimum of regulation and control by governments. To explain
this concept of government maineaining a laissez-faire atticude cowards
commercial endeavors, Smith proclaimed the principle of the invisible
hand: every individual in pursuing his or her own good s led, as if by
an invisible hand, to achieve the best pood for all. Therefore any inter-
ference with free competition by government is almost certain to be
IS,

Modem Economics and the Industrial Revolution

The ideas and theories of Adam Smith and che Physiocrats provided
the ideological and theoretical background for the Induserial Revolu-
ion, The fundamental characreristic of the induseralizarion process
was the introduction of mechanical power {(originally steam) to replace
human and animal power in the production of goods and services. As
the mechanization of production gained momentum in England and
gradually spread wo other parts of the world, several fundamental
changes occurred. Production became more specialized and concen-
erated in larger units, called factories. The artisans and small shops of
the 18" century did net disappear, but they were relegated o the
petiphery of economic activity in the leading nations, especially
England, Germany and the United States. The modern working cass
began to emerge; workers no longer owned their tools, they had lictle
property, and generally they had to exchange their labor for 2 money
wage. The application of mechanical power o production broughe
with it grear increase in productivity, which made poods cheap and
abundant. Consequendy, the real standard of living rose throughout

much of the word during the 19 century.

Appalling conditions for large numbers of workers anywhere marred
the eatly days of the Industrial Revolution. Working in factories was
new for evervbody, for the workers and for the owners of the facories.
Factories grew from very small to extremely large without anybody
actually knowing what the necessary preconditions should be. How
many square merers per sewer should be the norm? How many win-
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dows were necessary for proper venrilation? Whar packaging material
was harmful? Whar chemicals in the rextile mills were poisonous? In
fact nobody knew any answers, it was trial and error, there were no sci-
entihe instimtions o do the necessary work, there were no laws, there
was no inspection. Today it is easy to blame all these early entrepre-
neurs for misuse of power, for exploitation, erc. Many, however, sim-
ply had no knowledge of how things really worked. le was maximum
production ar a minimum of costs, which was something every entre-
prencur knows very well.

But although it is true that nobody actually knew the technical
answers connecred to a proper production process, there were a num-
ber of human questions where the answer was obvious. Child labor,
extremnely long working hours, very low wages that were forms of plain
exploitation. These conditions led Kard Marx (1818-1883) o produce
his massive indictment of the capitalistic system. Marx was a German
of Jewish descent and worked initially as journalist and editor in Ger-
many. Together with Friedrich Engels he wrote the Communist Mani-
festo (1848), a firse systematic starement of modern socialist docerine,
In 1849 he was expelled from Germany because of his revolutionary
ideas and settled down in England. Here he wrote his famous book
Das Kapital, which is the intellectual foundation for communism as an
idﬂllﬂg{- It is 2 massive work and ﬁlFFEEll'EI:l in three volumes, Volume |
was puhlished in 1867, volume 11 in 1884 and volume Il in 1894,
Marx died in 1883, which means that the last two volumes of Das
Kapital were published after his death. Marx believed that land and
capital should be owned collectively and that the products of the sys-
tem should be distribured according w need and not o greed.

Under pressure of many gradually che appalling conditions in indus-
try disappeared in the course of the 19h century. Child labor was abol-
ished, labor laws were introduced, unions were formed, work weeks
and M’Il‘lﬂ:la}'ﬁ LT r-uguhn:d.. and in other words c:lpitalism was

deaned up. As the 19" century drew o a close capitalism was the
dominant economic system. e was successful becanse it demonstrated
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an enormous ability o ereare new wealth and o raise the real standard
of living for many, but not all, Capitalism, as many starved wo realiee,
was only for those who had a job. For those who did not have a job or
those who lost their job for whatever reason and were nor able o ger
another one the poverty of other times was just the same.

THE EMERGENCE OF MoDerN Economic |IDEOLOGIES

The Industrial Revolution in Western Europe gave birth o modern
ccongmics. Soon the new economic thought developed different ways
of thinking. Adam Smith became the god-father of modern capitalism.
His theory of the invisible hand promoted a system withour any gov-
emnment interference, everything should be left over to the parties
directly involved. Smith recognized four main production factors:
entreprencurship, capital, land and labor. The entreprencurs in those
times, however, were usually also the owners of the land and the capi-
tal. In practice, therefore, it became a struggle berween entreprencurs
and labor. Against the almighty entrepreneurs labor had lictle chance.
This sitwation soon led to exploitation of labor as we saw before.

In a reaction to Smith’s pure capitalism other economic philoso-
phers developed different ideas, which either focused on personal free-
dom and development, the role of government or on the exploitation
of the production factor labor. This development pave rise o three
other economic ideologies: liberalism, socialism and communism.

CAPITALISM

The Zﬂ'h Century became, without any doubt, the age of capitﬂlism-
MNotwithstanding two world-wars, a frontal assaule by communism and
the Great Depression of the 1930s the ideology survived. Especially
World War 11 proved the viability of the capitalist system of produc-
tion. Within the shortese time possible, after the horrendous Japanese
attack on Pearl Harbor, a System of war F-ml:lur_'tiun wias SO It
motion as the world had never seen before. Ships, planes, ranks, aril-
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lery and whatever the war effort needed rolled out of the facrories in
endless rows. Nothing was impossible. The Japanese and the Germans
actually lost the war because they could not mobiliee such an industrial
effort as the Americans did.

The Grear Depression was another rest of the capitalise system. e
was by far the most severe economic upheaval in modern times. Con-
wrary to Marx philosophy that capitalism would eventually cause ics
own downfall this did not happen. Apart from the fact thar Marx the-
ory was incorrect, something we will discuss later, there were two
approaches thar together saved the system. First, governments began w
ingervene in the economy o correct the worst abuses inherent o capi-
talism. They also started to put in place frameworks within capitalism
had to be kept. Economic rules of engagement were created o avoid in
time predictable and o cope with un-predicrable problems.

The second approach became the issue of pump-priming, an idea
launched by the British economise John Maynard Keynes, In 1936
Keynes published his book The General Theory of Employment,
Ineerest and Money. Like Adam Smith's ideas from another era, Key-
nes’ thoughe profoundly affecred the way, in which capitalism worked
in advanced democracies, giving rise to the school of thought known as
Keynesianism. Keynes demonstrated thar it is possible for a modern
gOVETment to use its powers o spend money, vary taxes, and control
the money supply in ways dhat can dampen the cydes of boom and
bust. According to Keynes, in a depression, government should
increase its spending, even ar the cost of unbalanced budgers, o offser
the dedine in privare spending. The process should be reversed if a
boom dhreatens o get out of hand, leading to excessive speculation and
inflation.

In the European theatre of World War 1l the Allied forces landed in
MNormandy on June 6, 1944 and moved quickly eastward through
France into Germany. From the cast the Russians, who stopped the
Germans in early 1943 in Salingrad, moved o the west through
Poland into Germany. Both armies mer in Germany. After the war
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Germany was partitioned ineo four parts, an American, British, French
and Russian part. The separation between the Russian part and dhe
three others became the beginning of the iron cureain thar would sepa-
rate the ideologies for years to come. Soon it became also clear thar
countries like Poland, Tsjechoslowakia, Bulgaria, Hungary and the
Baltic States, all countries ininally liberated from the Germans by the
Russians, chose w follow Russia in its communist ideology.

Western Europe was anxiously following these developments. In
most of these countries communise political pardies were legitimare and
participated in elections. Post-war elections soon made clear that com-
munist parties in France and in lealy were forces to reckon with, With
the Grear Depression of the 19305 stll fresh in everybody's mind, a
petiod that had caused widespread poverty in Western Europe as a
result of massive unemployment, the communists came with an
impressive alernative: the communise welfare state. This welfare stare
had some very anractive things. First, there was no unemployment
everybody was direaly or indirectly employed by the state. Secondly,
all medical costs were for the account of the state. Thirdly, pension age
was set at 65 years of age. Upon reaching thar age everybody was enti-
tled to a state pension. And education in the communist welfare seare
was free. The modern communist stare glorifed the state and the indi-
vidual at the same nme,

West European communist parties broadly advertised the atracrive
policies of the communist stare. It was here that American and Euro-
pean capitalist systems splic and each went its own way. The Americans
were not bothered direaly by any communist artraction, on the con-
trary, there was no legitimare communist party in che ULS, anyway and
whatever communist sympathy there might be was under artack of
Senator McCarthy. Gradually West European non-communist parties
(Christian Democrats, Liberal and Socialist) “horrowed’ some of the
communist-welfare-state ideals. The legal right to a decent income for
every citizen, based on a minimum necessary disposable income, was
introduced, healthcare for everybody was made available, and che righe
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w decent living quarters for everybody was adopred, as well as child
support for all mothers. Solidarity with the individual became the
name of the game in Western Europe. The need for a communist wel-
fare state disappeared and gradually political support for communise
parties, which had collected in some countries, such as France and
ltaly, forty percent of the electorate, eroded. The new system became
known as social-capitalism,

Solidaricy in these countries reached grear heighes. The idea that the
broadest shoulders should carry the heaviest weighes became flying
expressions in European welfare states. To fnance the expenses of the
SYSTEm strong progressive income-taxes were introduced, in some
countries reaching, inclusive premiums for social security, levels of up
to 65 or 70 percent of gross income, Remarkably, there was litdle pro-
test as everybody realized the necessity o grane the individual a decent
existence at all times. Poverty was eradicared but most millionaires dis-
apptan:d in the process also. Largu—sl:alt social hnusing programs cre-
ated decent living quarters for everybody. Today in Western Europe
nobody has to sleep under a bridge anymaore, but there are no Bill
Gaates also. One country went even further; recenty the Netherlands
adopred for its cirizens the legal righe to selfkilling, What had stared
as a maneuver to keep away communism had ended in a system of
unkiown d-l:lt-l:nq.r based on :hl,}|i:|aritj.r for the individual.

The United States was never threatened in its core existence in the
way as the Europeans were; therefore, there was no need o go to the
extent as the Europeans did. Although over the years also in the LS,
social reform ook place, and forms of social securiy were put in place,
it never went as far as in Enrope. Solidarity with the drop-outs of soci-
ety, as it exists in today's Europe, is not an issue in the word’s most
powerful counery.

LIBERALISM

Liberalism is a movement, philosophy or ideology that is focused on
the :Iew:lupmn:nt of pu:mm:l freedom and social progress. It advocates
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a sociery where government abstaing from interfering in the economic
process as much as possible, Governments should focus on maineain-
ing law and order and take care of national defense.

As a polirical movement liberalism first appeared during the English
Civil War (1642-1649) when soldiers of the New Model Army of Par-
liament began to debate liberal ideas concerning extension of the suf-
frage, padiamentary rule, the responsibilivies of government, and
freedom of conscience. It became a hoty contested issue, with on one
side John Milton, advocating freedom of thoughe and expression. On
the other side there was philosopher Thomas Hobbes, favoring strong
and unrestrained government. He argued thar the sole test of govern-
ment was its effecriveness rather than its basis in religion or tadition,
Hobbes' pragmartic view of government, which seressed the equality of
individuals, opened the way o free criticism of government and the
right to revolution, ideas thar Hobbes himself opposed.

John Locke

An influential tarl}r liberal was the E.nglish Fhilt‘rsc:ll:rl‘n:r ]uhn Locke
(1632-1704). In his political writings, he argued for popular sover-
eignty. The right of rebellion against oppression, and roleration of reli-
gious minorities. According to the thought of Locke and many of his
followers, the state exists not to promote people’s spiritual salvation,
but to serve its citizens and to guarantee their like, liberty, and property
under 2 constitution.

In France, Locke's philosophy was taken over by the leaders of the
Enlightenment, notably by the author and philosopher Voltaire, He
insisted that the state should be supreme over the Church and
demanded uiversal n:ligi{'rus teleration, abolition of unmmhip.
lenient punishment of criminals, and strong state acting only under
general rules of law against forces obstructive of sodal progress and
individual liberty. For Voleaire as for the French philosopher and dra-
matist Denis Diderot, the seate is a machine for the creation of happi-
ness and a positive instrument designed to check a serong nobilicy and
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a strong Church, the two forces they considered most uncompromis-
ingly dedicared to the conservation of old insticurions,

An American writer and philosopher supporting Locke's ideas was
Thomas Paine. He argued thar the anthority of one generation should
not be considered binding vo its successors, thar the stare is perhaps
necessary bur seill an evil, and dthat the belief in divine order was all the
religion that needed o be demanded of free people.

In Grear Britain the urilitadan school, chiely the jurist Jeremy
Bentham and his disciple, the economist John Stare Mill, elaborared
liberalism. The urilitarians reduced all human experiences o pleasures
and pains, maingaining thar the only function of the stare was w
increase pleasures and reduce pains, and thar legislation was acceprable
as an evil designed w reduce worse evils.

Liberalism in Transition

By the middle of the 19 century, liberal thought conceming constitu-
tioialisin, wider su ﬂ-ragd:. toleration of dissent, absence of arhitrariness,
and policies designed to promote happiness had acquired powerful
advocares in Grear Britain and other European countries and in the
United Stares. Despite a prevalent tendency to find fault with the
United States, European visitors considered char nation an exemplar of
liberalism because of its popular culture, emphasis on equality, and
wide suftrage.

Mevertheless, liberalism reached a stage of crisis at this nme, in rela-
tion to democracy and economic power that was important to its later
development. On the one hand, some democrars such as the French
philosopher and author Jean-Jacques Rowsseau were not liberals. Rous-
sean objected to the network of voluntary, private groups that many
liberals considered essental o cthe movement. On the other hand,
most early liberals were nor democrars. Neither Locke nor Volraire had
believed in universal suffrage, and even most 19"‘-&ntury liberals
feared mass participadion in politics, holding that the so-called lower
classes were unineerested in the principal values of liberalism, thar is,
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thar they were indifferent to freedom and hostile to the expression of
diversity in society.

As suffrage steadily widened in the 19" century, with the successive
reform acts in Grear Britain in 1832, 1867, 1884, and 1885, many lib-
erals became concerned chiely with preserving the individual values
that they identified with an aristocrat social order and political order.
Muore radical groups such as the socialises soon took their place as social
critics and reformers.

Liberalism and Economics

The crisis concerning economic power was more profound. One
branch of liberal philosophy was its economics as developed by the so-
called classical economics, notably the Britons Adam Smith and David
Ricardo. Economic liberals opposed mercancilist restrictions on eco-
nomic activity and favored unhampered privare enterprise. Such think-
ers as the British statesman John Bright argued againse such legislation,
as maximum-hour laws on the Emunds that it ihﬁingﬁd O Iibl'.'l'l‘]" and
that sociery, particularly its economy, would Hourish best when ic was
regulared least.

As induserial capiralism developed in the 19" century, economic
liberalism continued to be characterized by a negative attitude towards
state authority. The working classes began w suspect char the philoso-
phy protected the interests of powerful economic groups, particularly
manufacturers, and that it encouraged a policy of indifference and even
of brutality towards the working classes. These classes, which had
begun to acquire political status and organized strengeh, trned w the
political liberalism dhat was more concerned with their needs, than chat
of the socialist and labor parties.

The outcome of this crisis in economic and social thinking was the
development of positive liberalism. As noted, certain modem liberals,
like the Anglo-Austrian economist Friedrich August von Hayek, con-
sidered the positive attitude an essential betrayal of liberal ideals. Odh-
ers, such as the Brivish philosophers Thomas Hill Green and Bernard
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Bosanquer, known as the Oxford [dealists, devised a so-called organic
liberalism designed to hinder hindrances to the good life. Green and
Bosanguer advocated positive state action to promote self-fulfillment,
that is, to prevent economic monopoly, abolish poverty, and secure
people against the disabilivies of sickness, unemployment, and old age.
They came w identify liberalism with the exension of democracy,
Despite the metamorphosis in the philosophy of liberalism since the
mid-19 century, almost all-modern liberals agree thar dheir common
objective is enlargement of the individual's opportunity to realive full
potentials.

SOCIALISM

Socialism is a political ideology char holds thar all {or almose all) the
means of production, other than labor, should be owned by the com-
munity. This allows the rerurmn on capital @ be shared more equally
than under capitalism.

A Reaction to Exploitation

The term began to be used in the first half of the 19 century by radi-
cal intellecruals who considered themselves to be the true heirs of the
Enlightenment, a group of thinkers sharing an unshakable faith in the
power of reason. Among its early theorists were a French aristocrar,
Claude de Saint-Simon, and a Britsh capitalist, Robere Owen. Like
their followers and successors, they objecred o capitalism on ethical
and pracrical grounds. Capitalism, they claimed, was unjust it
exploited workers, degraded them, transformed them into beasts or
machines, and enabled the rich tw ger richer while the workers faced
misery. They also maintained thar capitalism was an inefhcient and
irrational mechanism for the development of sociery’s productive
forces. It underwent cyclical crisis caused by overproduction or under-
consumption, did not provide work for all, allowing human resources
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to be unused or under-utlized, and Fln::u:l uced luxuries instead of neces-
sitics.

Socialism was a reaction against liberalism'’s alleged emphasis on
individual achievements and private rights ar the expense of collective
wellare, Nevertheless, socialism was also a direct descendane of liberal-
ism. In commaon with liberals, socialists were commirted to the idea of
progress and the abolition of anstocratic privileges; unlike them chey
denounced liberalism as a fagade behind which capitalist greed could
Hourish unimpeded.

With Karl Marx and Friedrich Engels, socialism acquired a theory
of exploitation and a theory of history. According o Marx capitalism
was the resule of a historical process characrerized by unceasing conflict
berween classes. By creating a large class of properry-less workers, capi-
talisin sowed the seeds of is own demise. It would eventually be sue-
ceeded by a communise society. By the end of the 19" cenrury Marxise
socialism had become the ideology of all working class parties in many
countries, except the United States.

Internationalization

The rransformarion of socialism from a doctrine held by a relatively
small number of intellectuals and activists into the ideology of mass
working-class parties was trigpered by the fast industrialization of
Europe. This process cansed the forming of a large proletaniat. Social-
ists were members of centralized and nationally based parties, loosely
organized under the banner of the Second Socialist International,
upholding a form of Marxism popularized by Engels, August Bebel,
and Karl Kautsky.

Following Marx, socialists held tha capitalist relations would elimi-
nate small producers untl only two antagonistic classes, capialists and
workers, would Face each other. A major economic crisis would eventu-
ally open the way to socialism and the common ownership of dhe
means of production. Meanwhile, socialist parties, in alliance with
erade unions, would fight for a minimum program. This was enshrined
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in the manifesto of the Second Socialist International and in the pro-
gram of the most important and successtul socialise party of the tme,
the German Social Democratic Party, founded in 1875,

The program, approved at Erfure, Germany, in 1890, and drafted
by Karl Kautsky and Eduard Bernstein, provided a summary of Marx-
ist theories of historical change and exploitation, indicated the final
goal, namely communism, and established a list of minimum demands
which could be implemented within capitalism. These included major
political reforms, such as universal suffrage and equal righes for
wotmen, a social protection system of national insurance, pensions, and
a universal medical service, the regulation of the labor marker aimed ar
incroducing the eight-hour working day, and the full legalization and
recognition of trade unions.

Socialists assumed thar all their demands could be achieved peace-
fully in democratic countries, that violence might be necessary where
despotism prevailed (as in Russia), and ruled out participation in bour-
geois governments, The majority assumed thar their rask was w build
up the movement until the eventual collapse of capitalism would
enable socialism o be established. Some, such as Rosa Luxembourg,
impatient with this wait-and-see artitude, advocared the use of the
mass gencral serike, as a revolutionary weapon to be deployed when
required.

World War | and the Russian Revolution

World War | and the Russian revolution separated the supporeers of
Viadimir lllich Lenin from che reformise sodal democrats, most of
whom had backed their national governments during the war. The
former acquired the name of Communists, The latter remained
throughout the inter-war period the dominant current in European
labor movement and in the elecorare under various names. They
became the main alternative to conservative, liberal and Christian dem-
pcratic parties. In many countries, however, due to a lack of majoricies
it was custom to form coalitions between various parties. In this way
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policies often became a mioture depending on the parties involved in
the coalition.

For Russia the revolution was a complete change from the feudal
times of the wars. Russia was completely reformed and communism
certainly achieved certain successes thar cannor be denied. The lack of
direction in appropriating resources and means of production led o an
enormons planning fureancracy that in the end killed iself. The system
was simply not able to replace a market mechanism. There were
famous examples from collective farms who received their seeds
months after the planting season, harvests that remained on farms
because it was forgotten to arrange transport to distribution centers,
factories thar produced nails instead of needles because someone had
forgotten to malke any specifications, and so on.

In the Aftermath of World War Il
As we discussed earlier after World War Il Eastern Europe, liberated

from the German armies, joined Russia as followers of communism.
After decades of disappointments it was clear that the system did not
work and to the end of the century all countries, including Russia,
rerurned to capiralist free marker economic systems.

Western Europe, after World War 11, under threar to be swallowed
up by communism, adjusred its capitalistic system o social-capitalism,
a system based on solidarity and offering the same prime advantages as
communism: employment security, overall medical coverage, sufficient
disposable income for everybody and the right to decent housing, It
became a system, as the British reformer William Beveridge once said

(1879-1963): from the cradle o the grave. A system based on solidarity
from the haves with the have-nots,

Soclalism and the 21 Century

It is very likely that the 21% century will be a continuation of the last
decades of the 20% century. Differences berween political parries in
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Western Europe, the birthplace of socialism, have become very small.
Actually there is not much discussion anymore about main lines, it are
only the political signatures that differ. The European Welfare State,
within the framework of the European Economic Community (EEC)
is a fact. Europe is proud of its creation; there is no doube abour that.,
OF course more has t be done, first of all the financing has o be guar-
anteed for the middle and the long rerm. Low birth rares in combina-
tion with high life expecrancies might cause inancial problems in the
furure if nor addressed now. Another problem is enlargement of the
community. Many, if not all, of the candidates that like to join have
lower economic standards than the EEC presendy enjoys. Thar also
will create hnancial problems. Bur the EEC has proven to be a formi-
dable block of power and there is no doubt that these problems can all
be solved in due time.

The idea of solidarity as basis for capitalism is in the eyes of the
Europeans a berter basis than the idea of greed o which pure capiral-
ism inevitably leads. Solidanity provides the framework for a society in
which capitalism can work, in a way it is society's safery net. Those
who miss the boar, for whatever reason, are caughe in this ner and
taken care of.

Europe's political mainstreams, regardless whether dthey are Chris-
tian-Democrat, Liberal or Socialist, are all based on ideologies, but in
the context of their own specific denomination. Christian Democracs
are usually capiralists within a religions-socialist contexr. Liberals favor
a hands-off government policy but within a minimum socialise frame-
work. Europe's socialists have since long became capitalist-socialises,
they try to combine the best of both systems. The same line of solidar-
ity is drawn in European international relations and even in bilaceral
and multlareral aid w thied word countries. This principle, for
instance, is the basis for Europe to try to balance its attention in the
Middle East conflict berween lsrael and the Palestinians. For these rea-
sons the European image in the Middle East is considerably better than
the American image.
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COMMUNISM

Communism is unbreakably connected with Karl Mar, German polic-
ical philosopher and revolutionary, co-founder with Friedrich Engels
of scientific socialism (modem communism), and, as such, one of the
maost infuential thinkers in modern history.

Marx was bom in Trier on May 5, 1818 and was of Jewish descen-
dance. He studied at the universities of Bonn, Bedin, and Jena. In
1842, shortly atver contributing his first arvicle to the Cologne newspa-
per Rheinische Zeitung, Marx became editor of the paper. Although
his political views were radical he was not yer a communist. His writ-
ings in the Rheinische Zeitung criticizing contemporary political and
social conditions embroiled him in controversy with authoridies: in
1843 Marc was compelled o resign his editorial post, and soon afrer-
wards the Rheinische Zeitung was forced o discontinue publication.
Marx then went to Paris. There, as a result of his furcher studies in phi-
losophy, history, and political science, he adopted communist beliefs.
In 1844, when Engels visited him in Paris, the two men found that
they had independendy arrived ar identical views on the namre of rev-
olutionary problems. They undertook to collaborate in a systematic
elucidation of the theoretical principles of commumnism and in the
organization of an international working-class movement dedicared to
those principles. Their collaboration was to continue throughout
Marx's life.

The Communist Manifesto

In 1845 Marx was ordered w0 leave Paris because of his revolutionary
activities. He settled in Brussels and began the work of organizing and
directing a network of revolutionary groups, called Communist Corre-
spondence Commirtees (CCC), in a number of Ewropean cities, In
connecrion with the consolidation of these commiteees in 1847 to
form the Communise League, Marx and Engels were commissioned o
Formulate a statement of Frinciph:s.
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The program they submitted, known throughout the world as the
Communist Manifesto, was the st syseemartic starement of 2 modern
socialise docerine and was written by Marx, pardy on the basis of a
draft prepared by Engels. The central propositions of the Manifesto,
contributed by Marx, embody the theory, later explicidy formulated in
his Critique of Political Economy (1859), called the materialist con-
ception of history, or historical marenialism. These propositions are
that in every historic epoch the prevailing economic system by which
the necessities of life are produced determines the form of societal orga-
nization and the political and intellectual history of thar epoch; and
thar the history of society is a history of scruggles beeween the exploit-
ing and the exploited, thar is, berween the ruling and che oppressed
social classes. From these premises, Marx drew the conclusion in the
Manifesto thar the capialist class would be overthrown and dhar it
would be diminated by a wordwide working-class revolution and
replaced by a classless society. The Manifesto influenced all subsequent
communist liverature and revolutionary thought generally; ir has been
translated into many languages and published in hundreds of millions
of copies.

Political Exile

After the Manifesto appeared, revolurions occurred in France and Ger-
imany, and the B-l:|5ian povernment, fearful char the m*{'rlutiunar}.r tide
would engulf Belgium, banished Marc. He thereupon went first to
Paris and then w the Rhineland. In Cologne he established and edived
a communist periodical, the Neue Rheinishe Zeitung, and engaged in
ﬂrganiling activities. [n 1849 Marx was arrested and tried in {:Lﬂugru:
on a charge of incitement to armed insurrection; he was acquitted but
was expelled from Germany, and the Neue Rheinische Zeitung was
suppressed. Later in the same year he was again banished from France
and spent the remainder of his life in London.

In London Marx devored himself to study and writing and to effores
tor build an international communist movement. His main work would
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be Das K:;pital., a voluminous work thar was puhlishm:l in three vol-
umes. Only volume | appeared during his lifetime, in 1867, The two
other volumes, edited by Engels, were published in 1885 and in 1894,
The work is a systemaric and historical analysis of the economy of the
capitalist system of society, in which he developed the theory of the
exploitation of the working dass by capitalists through the appropria-
tion by the lateer of the surplus value produced by the former.

Marx died on March 14, 1883, Norwithstanding all his revolution-
ary activities Marx theories did not have much influence during his
lifetime. After his death iv increased with the growth of the labor mowve-
ment. His ideas and theories came o be known as Marxism, or scien-
tific socialism, which constitutes one of the principal currents of
contemporary political thoughe. His analysis of capitalist economy and
his theories of historical marerialism, the dass seruggle, and the surplus
value have become the basis of modern socialise docerine. OF decisive
impaortance with respect to revolutionary action are his theories on the
nature of the capitalise state, the road v power, and the diceatorship of
the proletariat. Lenin revived these docerines, revised by most socialists
after his death, in the 20th century and, as developed and applied by
him, constituted the core of the theory and pracrice of Bolshevism and
the Third International.

Although there are still a few countries that try to maintain commu-
nism, history has shown thar it is not a viable economic system. On the
other hand, however, it was a syseem thar served the forimer Sovier
Union for more than 70 years and made it possible for them to send
successtully spacecrafis to our universe and even allowed them to build
a permanent space station. Communism, or ar keast the fear of it, was
the driving force behind Europe’s present welfare state, an achievement
the Europeans are rightly proud of.
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THE EUrOPEAN WELFARE STATE

As we mentioned before, under threar of communism, especially atver
World War 11, the West European countries adopred the antractive
points of communism using capitalist ways to achieve this:

* Life-time-employment in the communist system was translated in
Western Europe into a system of insurance against involuntary
unemployment. This insurance has no time limic. At the age of 65
everybody receives a government paid pension equal to the mini-
mum wage. Private retirement plans come on top of this govern-
ment basic pension,

* Free medical treatment under communism. Western Europe trans-
laved chis issue in a government-controlled insurance system for
medical costs for everybody.

* Free education under communism. Europe translated this by devel-
oping a system of study financing based on performance for all stu-
dents.

* Affordable housing under communism. Europe solved this issue by
introducing subsidized rencs.

By implementing chese “rules of the game,” in addirion o serice bue
fair rules wo prevent employers using employees as the only way for
quickly adjusting costs, the production factor labor was freed from
those things that prevented its optimal functioning.

The resule of the welfare state was ewo-fold. In the frse place it elim-
inared poverty, nobody in Europe lives under a bridge or depends on
charity. But in the process most millionaires were eliminared also. Ir is
important to keep in mind that in any of the European countries
allowances are based on the sodal minimal necessary amount for a
decent living. This brings us to the second advantage of the system:
maintaining buying power. As the famous British economise Keynes
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has shown it is a population’s buying power that maineains a counery's
ceonomy.

WHY NOT IN THE USA?

The reasons that socialism never really did get a foothold in the USA
are ¢asy to understand. In che frst place the Industrial Revolution
started in England in the first half of the 18" century, at a time the
United Stares did not yer exist as an independent counery, There was
no industry of any importance yer; the War of Independence seill had
to start. Acmually only during the second half of the War of Indepen-
dence America’s industry started to develop because of the needs for
guns, ships, ammunition, uniform, shoes, erc. That was one hundred
and hfty years later than che British start. Most of the problems that
arose in Britain were either not around in che US or could be avoided.

For instance, the Industrial Revoluton in England involved a mas-
sive transfer of workers from agriculture o industry, Ofeen the new
industrial workers were not specifically trained for the jobs they were
supposed to do. Part of the problems in indusery came from lack of
eraining, unqualified workers, child labor and working in factories,
which were located in Old City districrs. [n the ULS. the sicuarion was
very different. The LS. population consisted of immigranes; they
arrived from outside the country and could choose where they wanred
w0 be active, For farmers there was ample land available, for craftsmen
there were ample jobs. Contrary to England there was no massive relo-
cation of labor from agriculture o industry.

Another big difference formed the cities. Cities in LS were all newly
construceed and buile in much larger spaces than English induserial cie-
ies such as Manchester, Liverpool and Coventry, all cities which were
hundreds of years old. The narrow, cramp and squalid conditions of
the old British cites were never around in the ULS. In other words the
overall sicuation in industry was much begter than in England, ergo less
complaines, less protests and no need for revolutionary ideas,
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In ather words, contrary to Europe, there was no need in the ULS. w
pay any special arention w the producton factor labor. In other words
in the U.5. only one of the three ideclogies did ger a permanent foot-
hold: capiralism. This brings o the question whether or not the Enron
collapse was the result of the American interpretation of the capitalise
econOmic system or just a coincidence.
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ENRON AND MODERN ECONOMICS

Modemn economics is based on the oprimization of the four main fac-
tors of production: capital, entrepreneurship (management), land and
labor. Each of these production facts has its own coneribution o the
Fruductiun prrocess:

= Capital takes care of the hnancing of the process. The reward for its
participation is interest. It is obvious that capital will abways look for
thar particular activity that generates the highest interese. The bot-
tom line for capital is the bank’s interest rate. If returns on invese-
ment fall lower than bank interest capital will return to the banks.
The Hood of money returning to the banks will cause bank interest
to drop and thar might make other activities again proficable. le
speaks for irself thar certain “rules of the game” are necessary w
make the “money-system” work. These rules apply not only for the
banks, bur also for the investor, It is dear thar Adam Smith’s invisi-
ble hand is not encugh for investors to work with, There is a clear
government role for creating not only a level playing field, bue also
rules of the game and an independent arbirer.

* The entrepreneunr is the organizer of the economic activity. Like the
director of an orchestra he takes care thar everybody plays his own
rune within the framework of the composer, Without a director the
orchestra will fall apare. It is obvious that not everybody has the
qualities necessary to be a direcror, it needs study, character and al-
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ent. In other words “directors™ are scarce objects. As such they need
an appropriave reward: salary plus bonus.

* Land is a production factor that varies in importance according o
the economic activity at hand. In agriculture, for instance, land is
the most important production facror, while for an activity involv-
ing the internct land is only a minor factor, Land is a production
Factor with often sentimental values that interfere with economics. A
clear example, for instance, is agricultural policy in Japan. In urban
Tokyo there are stll rice helds in production thanks to enormous
subsidies.

* Labor is a production facror that is just as necessary as the previous
three. Someone will have to do the acoual work. In the different eco-
nomic systems treatment of the production factor labor is quire dif-
ferent. The European capitalist system works, for instance, within a
socialist framewaork, This framework i an inheritance of the Indus-
trial Revolution, Over the years it evolved into a system where man-
agement works hand in hand with labor, admowledging  the
importance of the production factor. Rules of engagement, rules of
the game and the arbiter are compleely in place. In Japan’s keiretsu
economy it is quite different. A keiretsu is a conglomerate of compa-
mies with intimate and intricare relationships. Banks are an impor-
mne part of any keiresu.  Cross-sharcholdership  and  cross-
directorship are quite common in the keiretsu communiry, in other
words the keiretsu is a close-knit community of companies thar sup-
port each other. If one is in trouble the others have w help. It is dear
that under these circumstances modern economics do not work.
The four production facrors work in a keirersu together as a gray
mass without much distinction, everything is anonymous.

The Production Function

According to modern economics only an oprimal combination of the
four production factors can produce maximum results. Such a combi-
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nation does not necessarily mean a fixed amount for each facror
because production faceors often are interchangeable. For instance,
investtnents in machinery or equipment can replace labor. High rise
buildings creare a more optimal land vse than low rise. The different
combinations of production factors form together a mathematical
curve, which is called in economic terms a production funcrion. Such
an oprimal position is only reached as each and every production facror
is rewarded propetly according w its contribution to the production
process.

What is an appropriate reward for a production factor? For capital it
is rather easy, any return on investment higher than whar a bank pays
in interest is appropriate. For land it is any amount equal o or higher
than the next best alternative. For instance, in rural areas land used for
agriculural purposes mighe have a higher return than when it is used
for industry. Closer to urban areas this mighe slowly change until at a
certain distance from a city the revenue in both aleernatives mighe be
the same. Coming closer, the use of land for induserial purposes mighe
penerate higher revenue than using it for agriculeure.

Rewarding the production factors labor and entreprenenrship is the
most difhicule becanse both are human and that means they can ralk
back, something we call negotiating in economic terms. It is especially
in regard to these two production factors thar the American system
wially differs from the European and Japanese systems. In the ULS. the
economic philosophy of Adam Smitch is siricdy followed, assuming
that the invisible hand takes care of everything. Modem American
economises such as Mileon Friedman and Alan Greenspan abhor from
anything that has to do with government intervention whatsoever,
This sitwation favors management, it runs the show and is not hin-
dered by anything else than a vague framework. Management wrires its
own paychecks and arranges, via cross-intereses between the various
boards, its own bonuses. There are no limits and no systems; you play
the game as far as it goes. The Enron case did show how far it could go.
It the Enron case even the boundaries berween legal and criminal were
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crossed, greed, as far as that concerns, is blindfolded, as it seems. It is
like playing baseball withour rules and without referce, from che play-
ing field we know thar won't work.

In Europe and in Japan this is quite different. In Europe deals
berween the boards are practically impossible because the members are
from a torally different background and starus. Remuneration levels in
Europe and Japan are substantially lower than in che ULS, and greed, as
it exists in che ULS., plays no role of imporance. In Japan it is the
keiretsu, the conglomerare of companies, thar keeps management sala-
ries and bonuses in check. Thar leaves us with probably the mose difh-
enlt prnl:lm:'tiun factor: labor,

Labor

The production factor labor has 2 number of characteristics, which
make it very specific and which often need inpurs from others in order
to ber it work properly:

* Labor can sell its services in principle only berween the ages of 16
and 65; the older the laborer the more difRculs it is to And suitable
work.

¢ Labor often has oo follow spa:cializa::l studies in order to Ir.eep ics j::-l;p.
if the specific work disappears (bankruprey, merger) it is often hard
or oo late for the laborer to ch:lngd:.

* Labor in the LS. is seldom or never participant in discussions
regarding course and development of the company.

¢ Labor is often breadwinner and has as such commitments outside
the company.

* Labor needs to save during its working life for its retirement.

In many of the above-mentioned issues the laborer needs the sup-
port andfor COOPEration of either the entrepreneur or thie gOVErnment.
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For labor these things are mareers of survival thar means they have w
be arranged in such a way thar things cannot go wrong, The only way
to achieve that is by government guarantees. For instance, to let a com-
pany administer the pension fund for its own workers is a dangerous
thing, if the company goes down it may pull the pension fund with it.
We have seen the problems with 401{k) in the Enron case, and even
more recently with Global Crossing, That is unfair for the worker who
has no influence on management. The disappearance of a severance-
pay-system, as was the case with Enron, is something that should never
be allowed to happen. That companies such as Enron, Global Crossing
and others collapse almost from one day to the other are things beyond
the power of the worker, therefore he or she has t be protecred againse
such things. In the U.S. few of these things are arranged properly, that
makes the production factor labor vulnerable and as such it can’t per-
form in an optimal way. It is good to remember thar chis is not an
accounting bur an economic problem.

The result of chis sitwation of lack of overall security is thar espe-
cially eldedy workers wha loose their job end up as socery-drop-ours.
They have w sell off propertes which only gives temporary relief. The
final stop is charity after a life of dedication to various entreprencurs.
There are already millions of Americans who suffered this face. These
drop-outs are, from an economic point of view, a disaster because their
lack of buying power limits economic demand and char affects eco-
nomic growth. It is precisely for this reason thar European countries
provide allowances for these drop-outs to prevent decrease of demand.

In Japan the situation is wreally different but the final ourcome is the
same as in the US. In the keiretsu economy partners in one and the
sarme keiretsu are supposed o help each other our in case of problems.
Uneil a decade ago chis was no problem. It made it possible to goaran-
tee the production factor labor life-time-work. This life-time-work-
guarantee made any involvement of the Japanese government in social
security unnecessary. A decade ago cracks in the Japanese economy
started to appear. Especially the banking sector was hard hit because of
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numerous loans with insufficient collateral. The financial problems had
their influence on the keirersus and in the end restructurning could not
be prevented. The promise of life-time-em ployment could not be kepr,
life savings in stock lost much of their value and millions of Japanese
are today ending up in chariry.

ENRON: AN ISOLATED CASE OR THE TOP OF AN ICEBERG?

Almost all publications concerning the Enron collapse deal with the
accountancy issue. Bur in reality Enron was brought down because of a
combination of three issues: (1) creative accounting; (2) a run on the
“house” caused by mumors and continuous dropping share prices; (3)
criminal acts.

Creative Accounting

Creative accounting has become quite popular over the last decade. It
15 a form of accountancy that is not based on conservative following the
basic rules, but a system char tries ro maximize the loopholes in existing
hnancial and tax laws, with as specihc aim bloating the balance sheet.
The more debts you can keep off the balance sheet the berter your
result looks. Similar tactics are used o jack-up asser prices in order o
improve credit ratings. As such the system goes beyond whar used to be
accounting: an administrative process thar wries w reflect the reality of
the economic figures involved as correct as possible.

Ower the last decade numerous books promoting crearive account-
ing have been published and on many universities and colleges it is part
of the accountancy curriculum. In other words, Enron's way of
accounting is nothing new, it is quite common. It is therefore quire
likely that many companies in the US. are in the same position as
Enron.

Run on the House

A run on the house is usually based on facts and hetion fueled by
rumaors. Ie is the old saying: “where smoke is must be fire.” Although
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few people seem o have noticed the problems within Enron it is a mart-
ter of fact thar the company's shares already started w drop ar the end
of 2000. Once that is in motion and accompanied by persistent rumaors
it is going to lead its own life. Once the public realives thar there is
truth in the rmmors the mn becomes unstoppable.

Criminal Acts

Alchough a number of cases are already hled nobaody is vet convicted.
However, the situation around people such as Andrew Fastow is such
that they will have a hard time to prove that they are innocent.
Whether or not management can escape charges remaing to be seen,
there are cerrainly indications of gross negligence.

Financial Meltdown?

It other words creative accounting is something quite common, it sim-
ply means that there might be many other cases with questionable
forms of accounting, Whether or not that leads to similar problems as
with Enron is difficult o say. In face this depends on the honesty of the
employees of such companies. Not everybody employs a Andrew Fas-
tow. [n peneral people are honest, only a few misuse a situation, in
other words the likelihood of serious cases such as Enron mighe not be
very big. But even without criminal acts companies are vulnerable. As
we saw earlier, it is easy o jack-up asset values, and that can easily
undermine companies. How easy share prices can be bloated is some-
thing that Japan has taught us. If such a sitvation would happen in the
LLS., in combination with the stll unsolved fnandal sitwanon in
Japan, the word mighe be in for a real meltdown.
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SLIDING TOWARDS A FINANCIAL MELTDOWN?

Some ten, twelve years ago a number of “doom” books were published,
pr::-l:lir:ting_ the nr”up:i:: :JF_[apau. Amenca or both, Famous authors,
specialises in their field, wrote these books. The arguments used were
quite convincing, but today we know they were wrong, Or ac least so
far nothing happened. Leahng through these books teaches us thar
many of the arguments still stand and in many cases it seems that only
the timeline was incorrect. On the other hand there were unforeseen
incidents, such as for instance the Gulf War, that had huge influence in
bf::nr.'m] but did nor affect the ArgUMEnts grven, And of course the War
on Terrorism. In hindsight it appears that the speed of the process of
collapsing was overestimated. Assuming Enron is really the top of the

i::::]u:rg of cOfpOtate America it i l'-::ru]:::l'inh_rI to look ar these Arguments
:It_".aill.

DaniEL BURSTEIN: YEN! Japan's NEw FINANCIAL EMPIRE AND ITS
THREAT TO AMERICA

Educated ar Reed College and the University of California at Berkeley,
Daniel Burstein is an award-winning writer and joumalise who has
covered the Pacific Rim for decades. His articles have appeared in The
New York Times, the Los Angeles Times, New York magazine and many
other publications. His book YENT fapan s New Financal Empive and
ity Threat to America was published in 1988, a reprine in 1990 containg
a special postscripe: Entering the Decade of Reckoning.

181
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YEMN! Traces the alarming course of events by which Reaganomics
sold America into staggering debe and allowed Japan w surge ahead as
“banker to the world.” YEN! Reveals the eye-opening facts that the
world’s ten largest banks are Japanese, that Washington now depends
on Japanese investors to fnance nearly one-third of the US. budger
deficit, and that by the early 1990s, at least one million Amernicans will
be working for Japanese-owned companies. Burstein predicred thae if
nothing was done fast, America would be heading into a furure in
which Japanese moneymen own, control, and bankroll an increasingly
large piece of the American dream.

Among others, Burstein focuses on the value of the yen, The Reagan
administration tried to solve the problem of the wade deficic with
Japan (in 1984 approx. § 3 billion per month) by trying to wealen the
dollar and strengthen the yen, President Reagan pur strong political
pressure on the Japanese and was quite successtul. In 1984 the yen
stood ar 250 for a dollar, near the end of 1987 the rate was 125 for a
dollar. The Japanese had feared thar any drop below 180 would creare
serious economic repercussions in Japan, but nothing happened.

The Reagan administration was completely convinced thar the
seronger yen in combination with a weaker dollar would fundamentally
improve the American competitiveness and as such eradicare the trade
deficic with Japan. But nothing happened, the trade dehcit even
increased further. In October 1987 the deficir reached a record high of
$17.6 billion. Within thar record the United Seaves ran a deficie with
Japan of almost $6 billion, The Reagan policy was not only wrong, it
had achieved exactly the opposite of its intention.

What had happened was that the Japanese industry had embarked
on a massive effort of cost cutting, moving production overseas (often
to the U.S.), resourcing components chat could no longer be produced
competitively at home, getting out of unprofitable sectors, and adding
new technology. The success of the Japanese effore was astonishing and
surprised the Americans complerely.
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But that was not all. While wealthy Americans were busy purting
their supply-side tax cuts into largely nonproductive paper invest-
ments; Japanese business managed o keep up its long-standing policy
of reinvesting heavily in manufacruring. As a resule Japanese processing
machinery was, on the average, two years newer than American. Japa-
nese civilian R8¢ became the largest in the world, while the American
was trailing far behind. Japanese net investment in 1986 was $30 bil-
lion larger chan the LS. figure. In dthe 80s American business invested
only § 2,600 per worker annually, while Japan's commitment o new
equipment, training, and improvements in the production process was
two and a half times as great. The massive transfer of manufacturing
from Japan o the ULS. did dispuise che real trade dehcic enormously,
because such products disappeared from che list of imported goods, but
they were in reality Japanese afer all.

Most of the ideas behind financdal deregulation have meric. Bur as
was the pattern in so many areas during the Reagan years, the govern-
ment was unwilling to couple the principle of deregulation with mech-
anisms capable of properly minimizing the dangers and maximizing
the benefies. The resule was thar American capitalism in the 19805
came to be characterized by what Business Week called “the casino
economy.”

Shocking abuses of the new system caprured headlines, notably the
insider erading scandals and the Savings and Loan problems. But more
important than the illegal aces of the few were the newly legalized and
encouraged directions taken by the financial community as a whaole.
Financial products were thrown on the market with the risks poorly
understood and the economic value questionable. Investment bankers,
arhitrageurs, and leveraged buyout specialists gained a disproportionare
share of power, spreading the cancer of “management for shore-term
financial rerurn™ at the expense of building sound long-term business.
From junk bonds o home equity loans, from new securities backed by
morngages 10 those backed by credit card receivables, the center of
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gravity in the American fAnancial system swung from equity o debr,
with the debt portion pyramiding toward chaos.

The Tokyo Stock Exchange

Another subject Burstein gives a lot of avention to was the Tokyo
Stock Exchange (TSE). The first American portfolio manager o bet
heavily on Japan was Paul Aron. At Dreyfus in 1969, he launched a
100 million mumal fund as a vehicle for Americans o invest in the
coming Tokyo Stock Exchange miracle he forecasted. Most profession-
als disagreed sharply with his optimism about Japan. Ar 1,800 dhe
Mikkei index was already deemed “astronomical.” But time proved
Aron right: the Niklei soared in the 1970s, and his investons enjoyed
results that ranked alongside the most spectacular ever retumed by a
mutual fund.

Ower the years the Nikkei rose wo 7000, Ar 13,000 it could not go
any higher was the common opinion among expents. It did not stop
there. Tokyo did not look like a bull market, it looked inseead like a
very serious case of “Tulipmania.” Prices seemed to have abour as
much to do with real value as in the seventeenth-century Dutch wlip
bulb craze when trading in a single rare bulb shor up as high as 5,500
guilders before crashing down to 300 guilders. The most popular ratio-
nalzation was the nodon that markee's nse resuleed from analysts
uncovering “hidden assets™ of Japanese corporations. Why was the
share price of Nippon Steel skyrocketing when the company itself was
reeling under the blows of deregulation and facing herce competition
from steel exporters in lower-wage countries? Because of “hidden
assets —namely, its massive real estate holdings. Carried on the books
at prices paid decades earlier, the market value had risen by ven, hfty, or
one hundred times. At 349 yen, each Nippon Steel share actually rep-
resented 992 yen of ner asser value in the company. If Nippon Seeel
never hauled one ingot out of its blast furnaces and turned ieself into a
realty company instead, stockholders would make our like bandics.
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But the real estare market in Japan suffered from an even grearer
Tulipmania than the stock marker, What businesses could possibly
penerate enough cash flow o warrane paying $10,000-520,000 for a
single square foor of space in Tokyo? How could the sum rowal of
Japan's land area, roughly the size of California, be more valuable than
the encire North American continent? In 1988 the TSE reached almose
400,000}, the highest level it would ever reach.

The Coming Decline of American Living Standards

According to Burstein the most arresting implication of Japan's grow-
ing wealth and America’s growing debt would be the pressure this situ-
ation would pur on American living smndards—both absolute and
relative. U5, economic growth would turn o negative real numbers in
the years ahead, with direct downward consequences for personal
income and houschold purchasing power. He predicred:

* The world will go off the dollar standard. The combination of
America’s debror status, a volatile dollar, and Japan’s new role as
leading creditor would almost certainly mean the demise of the ULS.
dollar as the wordd's key currency. The yen would replace the dollar.

* LS. domestic manufacturing would be squeesed. The growing Jap-
anese-owned sector of American industry, driven m manufacture in
the United States by the politics of the trade dehcic and able to do so
easily because of the yen's strengeh, will exert an eotreme new com-
petitive pressure on many businesses, causing the downfall of many
American companies.

* American companics will lose prohts from abroad. Some American
manufacturers will gain grearer export revenues over the next few
years because of the weak dollar, bur their ability o make new
investments in international manufacturing operations will be ham-
pered by strong currencies.
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* American and Japanese workers will “erade places.” The erosion of
corporate profitability will hinder American industrial expansion,
especially into costly development of new products, processes, and
technologies.

* The consumer society will consume less as prices rise. Price increases
of Japanese and other foreign goods were held to a minimum during
the fall of the dollar from 1985 o 1987, But by fighting tooth and
nail to maintain marker share during those years, the Japanese staved
off a resurgence of ULS, industry and won a renewed capacity to set
the pricing agenda.

e LI 5.—] apan fnancial b hlcmanshil:l will be punishing. Threats and
counter-threats could lead to concerted effores to withdraw Japanese
suppore from the ULS. bond market, the dollar and the stock mar-
ket

* Inflation will ke a heavy wll. Even a small reduction in Japanese
suppore for Treasury bonds will push interest rates up dramarically
and rekindle inflarion. Hyperinflation and the “Argentina syn-
drome” can’t be ruled our as the Japanese press U, 5. borrowers to
denominate more debt in ven.

As we know today, in the early months of the year 2002, mr. Burstein
was completely wrong. ft did not happen that way. fust after bis book was
Pﬂbﬁ;ﬁfd’ the TRE started & Er:lﬂg continsions shde downnvards, with the
Nikkei index dipping wnder 10000 early 2002 fapanese imvestors lost
three quarters of their investments. The once so strong fapanese banks are
today in a stave of techwical bankruprey. The reason for this development
was the overvalued Japanese veal estate market. This market collapsed pulf-
:'ng doin the stock marker in in wake. The fafm'ﬂ:r; eCoRmmy ercded up i
an alwiost continnons recession singe the late 805 wivh listle hope to recover
urnless a serions and very fundamental restructuring is carried o, For this,
however, the necesary political will seems not yet in place. 3o far the only
efforss seem to focus on “exporting away " the cris.



EPILOHGUIE = 187

Although the U.S. managed to evadicate the budyper deficic the trade def-
icit i sell growing. In 2000 it reached a level of 3375 billion. The place of
Japan as U, ereditor nation is slowly taken over by Ching. The trade def-
icit with China ballooned o 8 83 billion over the year 2000, more than
the trade deficit with fapan some ten years ago.

Brian Reaping: JAPAN, THE ComiNGg COLLAPSE

Former Egmomise journalist and Japan expert, Brian Reading, explodes
the myth of an economic superpower bent unstoppable on wordd dom-
ination, He reveals a nation of tax cheats ruled by venal politicians and
patalytic government, its indusery riddled with corruption, its finances
with inequity, and its society with latent violence, Despite the coun-
try's glittering postwar success, he argues, Japan is a hara-kiri economy
set to seli-destruct. His book was published in 1992,

Brian Reading's book follows Japan’s history from the very begin-
ning- The interial ;ttuggkm the cvil wars, the Tukugawa Shuguham.
the opening up of Japan by Commodore Perry's gunboat diplomacy,
up o Word War [

After Japan's surrender in 1945 the Americans found an empty
country, The war had lefr the civilian economy owice destroyed. The
blockade in impores meant that every available resource was channeled
into armament production and the war effore. By 1945, the produc-
tion of peacetrime goods had fallen 70-95% below pre-war levels. Ac
the same time, stocks of raw materials, inished products, fuel and food
were nearly exhausted. Clothing and household items were wom ou.
Machinery, plant and equipment for peacetime production had been
neglected for a decade, neither repaired nor replaced, only converted w
the production of military supplies. The peacetime capital stock had
been used up in the effort o sustain all-our-war,

The economic destruction was followed by physical destrucrion.
From 1944, air attacks on Japan had increased in intensity, The
destruction was on a gigantic scale: 119 major cities were reduced w
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rubble. Only one, Kyoto, survived intact. In urban areas, 40% of all
dwellings were Harened, 2 million homes were destroyed and 9 million
people driven on to the streets.

It was no use to look to the victors for help. The American plans for
post-war Japan were clear, simple and limited. They intended to dis-
mantle the Japanese military machine and to destroy the industrial
might in which it had rested. Economically they aimed to return Japan
tor the state of industrialization it had reached in 1926-30. Politically
they would impose democracy. Their overriding and almose only
objective was to destroy the power, privileges and wealth of the Japa-
nese ruling classes, who were blamed collectively and indiscriminately
for Japanese militarism. The ULS. had no intention of lifting a hnger to
help.

Erum the Meiji restoration through to the end of the Second Word
War, Japanese production was concentrated in the hands of a few larpe
zatbamw: family-owned and controlled induserial and fAnancial con-
glomerates. There were four major zaibatsu—Mitsui, Mitsubishi,
Sumitomo and Yasuda—who between them accounted for a quarcer of
all paid-up capital in Japanese industry, and a further sie—Nissan,
Asano, Furukawa, Okura, Nakajima and Nomura—which together
accounted for a further tenth. These ten companies controlled 50% of
]apanr&sr& I::uanlcin.g and mining upﬁratin::l is, B0% of its metalwo l'I-LiI'IE and
shipping, and 70% of all machinery production. The families owning
them were among the richest and most powerful of the world. The
zaibatsu customarily included banks, major trading houses and a vari-
ety of large companies involved in steel, shipbuilding, heavy engineer-
ing, chemicals and other strategic industries. All were run by major
holding companies owned by the immensely rich families.

The Americans intended to destroy the zaibarsu and serip cheir own-
ers of all personal wealth, power and influence. Conglomerate-busting
and anti-monopoly legislation were designed o change the corporare
face of Japan. The owners and senior managers of the old zaibatsu were
prohibited from any future activities in management and fnance.
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Measures to break up the corporate concentration of economic
power were not entirely successful. I was too large and complex a rask
for the American administration o achieve on its own, The Japanese
pretended o cooperate, the beerer able to mislead the Americans by
hiding assets. Soon the Americans lost their enthusiasm for the rask
when, with cold war wension rising, policy towards Japan switched w
reconstruction. The zibacsu, in their old form, all ceased to exisg but
somewhat similar keireu—also conglomerares of related companies
and often with the same names as the former zibarsuy—replaced them,
But each member of a keiretsu family is owned by its own sharehold-
ers, and not by a family-owned holding company. Keiremsu family
members are tied together by cross sharcholdings and by board mem-
bership. They center mostly on major banls.

Rescued by Another Forelgn War

The economic reconstruction of Japan would have been exceptionally
protracted, and the chances of democracy taking roor exceedingly slim,
had not Rate come w the rescue, On 25 June 1950, Norh Korean
troops crossed the 38™ parallel and invaded South Korea. The Korean
War had begun, altering Japanese prospects out of all recognition. It
saved the Americans from the consequences of their folly. T allowed
the Japanese government to demonstrate its commirments to the
Western alliance, accelerating the time-scale for the San Francisco
peace treaty negotiations and the end of the ocoupation,

Japanese savings rose as soon as Japanese incomes starred to rise. Ie
was the Korean War in 1950 which “jump-started” the economy.
Alchough Japan enjoyed exceprionally rapid growth during the 19505
and 1960s, it was far from stable growth. Periods of hectic growth were
punctuated by sudden slowdowns. Bur even in the stop phase of this
stop-go cycle, Japan’s economy expanded faster chan those of the LS,
and UK. in their boom years.

Japan operates a competitive market economy, but it is corporate
rather than capitalise. This is to say thar the attitude cowards sharehold-
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ers, ownership and profits is different from that in Western capitalise
cconomies, The company union system fostered cooperation berween
management and employees in their joint interest in the success of the
company. In the keiresu and large companies generally, union resis-
tance against redundancies during successive Anancial crises led o the
systemn of lifetime employment.

The Bursting Bubble

Reading, just as Burstein, pays a lot of attention in his book to the
serengehening of the yen and the weakening of the dollar, as well as dthe
increasing U.S. defcits, as well a5 the ever increasing Japanese share
prices during the Reagan administration. Burstein’s book was pub-
lished in 1988, he missed the burst of Japan's speculative bubble in
1990,

The speculative bubble bursted eady in 1990 The Tokyo stockmar-
ket ended the year with share prices 40% lower. Ar the worst point
during the year, 1 Ocrober 1990, the Nikkei was down w 20,221,
almose half its December 1989 peak level. Property prices weakened,
but only modestly. Even after interest rates started rising in May 1989,
and particularly through 1990 when the stock marker crashed, the easy
investment spending wene on. It took a long time before the messape
got through that money had become expensive and scarce. So invest-
ment continued to rise long after the conditions which supported it
had changed. Domestic demand groweh did not slow down signibi-
cantly uneil 1991, When it did, the old problem of excess savings re-
appeared. The Japanese balance of payments surplus stareed rapidly to
expand once more. Despite Gulf War support payments of $9 billion,
]apan‘s CUrrent acomint 5urp|u$ rose w0 573 billion in 1991, 2% of
GNP, By the end of the year it was munning at an annual race of $120
billion.

“The Japanese credit syseem,” as Brian Reading wrote in 1992, “has
become viciously unstable. In the good old days, when the Tokyo stock
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marker was booming, rising share prices boosted bank reserves, allow-
ing them rapidly o expand credic. Speculations with borrowed money
boosted share prices, producing its own rich rewards in higher profies
while plentiful credit also helped wo stimulare the economy, further
increasing company profits. The higher the stock marker rose, the
more it could be fed with further aredie: the more the banks lent, the
more they were able w lend. It was a fool's paradise. The 1990 stock
market crash put this process into reverses the more the marker fell, the
less the banks could lend. The resulting contraction of credit drove the
economy into recession. The credic explosion of the late 19805 has
been followed by a credic implosion in the early 1990s.

Confronted with all these problems, it is nor difficule to envisage a
financial meltdown. Bur the audhorities are not standing idle by: the
Bank of Japan has moved aggressively o lower interest rates and while
the Minisery of Finance has proposed a cautious general accounts bud-
get for fscal 1992, puHic wirrks q:n:m:ling l:hmugh the ul:l'-—l:ludgtt Fis-
cal Investments & Loan Program was being substantially increased.
Muore vigorous action would be taken if the economy continued w
slide; the issue was whether it would work.

The success or hailure of agpressive monetary easing depends upon
whether the share prices recover. Failure o engineer a sustained recov-
ery in share prices, for whatever reason, will lead directly to a hnancial
collapse, which will push the economy into a protracted recession. But
even if the stock marker recovers and the banking system survives ics
present crisis, the problem will remain. The only way to save the finan-
cial system is to reflate the bubble by pushing stock marker and prop-
erty prices higher; but the only way o solve Japan’s structural problem
is to reduce them. Higher land and share prices will work only while
they continue to rise, thus a system in which the sharcholder and land-
owner expects to be rewarded by an endless stream of capiral gain is
facally Hawed. The next bubble, like the last, i bound to burse. The
collapse of the Japanese financial system is inevitable, only the timing is
uncertain—Japan's economy is doomed.”
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Brian Readings predictions, just as those from Daniel Burstein, did wot
marterialize. But theve is a difference, Burstein was wrong as we kiow now
in bis asesoment. Reading, however, scores much higher. Hix assesment
that the fapanese economy i doowmed is correct, only his timing was wrong.
Su far vhe fapanese economy did nor collapse bur the crisis deepened even
Surther. The Japanese stock marker did not recover; on the contrary, share
prices dropped another 50% compared o 1992, tday the TSE hovers
around 1000, It simply means that the bubble grew bigger, not smaller,
this means that the collapse will even be bigger once it happens. The signs
are pminons; fapan i credit ratings have dropped, making refinancing more
difficnlt. Bur also the surplus on the balance of trade has risen. There are
o more problems that aggravate fapan’s problew: the fast graying of
Japans population and the lack of social security, sending millions of fapa-
nese, mainly elderly people, into abject poverty. The only way out for fapan
is a fundamental restructuring of fo econony: a vetwrn to sound basic eco-
nomics. ff nothing is done fapan'’s econony will side further down, the
number of have-nots will rise by the millions, fucome inequality will
increase sharply and a collapse of Japan s capivalism in the style as prediceed
by Karl Mare might be inevitable.

Davip P. CaLLeo: THE BANKRUPTING OF AMERICA, How THE
FEDERAL BUDGET 1S IMPOVERISHING THE MATION.

David P. Calleo is Dean Acheson Professor and Director of European
Studies ar the Nige School of Advanced International Studies, The
John Hopkins University. His book was published in 1992

The Eﬂ'ﬂ.ﬁm}'ﬂ!‘iﬂg :ﬁf'..-‘!men'm 15 2 broad book with an urgent inessage
based upon research and reflection by one of the America’s distin-
guished political economises, As David Calleo shows, the federal bud-
et deficit is both a symprom and a cause of America’s ungovernability
and decline. Slowly, it has been forcing a crisis in the U.S. domestic
and foreign policy, and in the federal syseem itself. This progressive
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breakdown is not simply the faule of mistakes made in the lase owo or
three administrations, but is deeply rooted in hscal and monetary prac-
tices that began more than two decades ago. Step by step since the
196035, one president after the other, cheered on by the fashionable
economists of the hour, has taken the geopolitical and domestic deci-
signs that have broughe the country to its current economic sitnation.

The ok deals direcely with the hscal breakdown and the conpext
necessary to understand it It raises—and answers—four basic ques-
tions:

1. What is a budget deficit and whar does it mean?

2. How did America get into the present budger crisis?
3. What is it doing to the U152

4. What needs to change to ger the counery our of ie?

As Calleo sees it, the weakness of America’s public sector is a heavy
burden for the nation. The federal political machinery is in extremely
bad working order—even by its own historical standards. The federal
povernment has grown incapable of conceiving, enacting or sustaining
coherent and efhcacious public policies. In a world of heightened glo-
bal competition, such a government is a grave handicap. Meanwhile,
political and legal theory, instead of offserting the namral discipline
and incoherence to celebrate and encourage its excesses.

America’s geopolitical role also urgendy needs reconsideration.
America’s excessive miliary spending and excessive preoccupation with
global leadership distracts the country’s political system from putting
its own house in order, and are more and more dysfunerional with
twday's more pluralistic international system. Increasingly, America’s
international power is called upon o compensate for its national eco-
nomic inadequacy. As its pluralism unravels ar home, the United Stares
grows excessively hegemonic abroad—a partern that points toward
both global conflicr and national decay.
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In short, the state of the budger faithfully reflects the stae of the
nation. Noble traditions and abundant human and physical resources
are frustrated and perverted by an inadequate public secror. Renewal
requires a more serious understanding of America’s present difhculties,
and a fresh vision of the nation’s place in the world.

As we saow earlier, it is very difficndt to predice whar will happen in the
Suture. Professor Calleos book was hardly published or the federal budget
deficit disappeared as snow fn the sun. Bur realiy is nor as positive a5 it
lnoks. The wmain reason why the budger disappeared is the economic boon
that started in the early W and that lasted wngil 2000, During a boom
nax collections are higher than in a recession, that is smply a face. Struwetwr-
ally nothing minch changed.

The signs of a renewed budger deficiv are already on vhe horizon again.
The combination of sharply increasing military spending, an ecomomic
recession that is ongoing and President Bushs tax cuts ave sure guarantees
thar the budger surplus soon will be wiped our. Basically that does wot have
1o be @ problem, during a recession bwdget deficits are standard methods ro
“prime the pump. " The problem is thae this only works if the economic
basics ave sonne. The guestion is whether or not the defeces signaled by Pro-
Jessar Calleo have been repaived. If mot the problems pointed out by hin
swridf 5 F:?i'_lﬂ'.ff reappear.

Taking inte account the financial problems in fapan and the buge
Amevican trade deficit 3375 billion in 2001} the situation might even be
Jar warse than ever in Awerican history. In this regard it &5 important
what the Enron case really means. If Amevican stocks are blpated in the
samhe way as whe fapanese stocks than a financial wmeltdoen might be
around the cormer. As we wrate earlier, there are signs to that effece. In
Japan it were wnrealistic veal estave prices thar caused vhe damage, in the
L8, fe might be unrealistic aser valnes in the companies books that might
have the same effect. Companies nsing their own stock as collateral, as
Enron did do, might make things even far worse.
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LesTEr THUROW: HEAD 10 HEAD, THE CominGg ECcoNOMIC BATTLE
AMONG Japan, EUROPE, AND AMERICA

Lester Thurow is the Dean of MIT s Sloan Schoal of Managtmtnt and
author of several books and studies over economics and mternational
politics. This book was published in 1992

The book deals with the question “Can the United States win a war
without guns, bullets, or bombs?” For the first vime in history, head-ro-
head competition—nor military might—will produce the world’s nexe
leader, and already the ULS. is starting the fight ar a severe disadvan-
tage. Both the European Community and Japan have developed long-
term strategies that in America are illegal. In the seven ey industries
destined to control the next few decades, the ULS. has a stronghold in
only one, Even in the educational system needed to support emerging
high-tech jobs, the ULS. ranks well behind its competitors.

According to Thurow, left to iself, unfereered capiralism has a ten-
dency to drife into either Anancial instability or monopoly. Tulipma-
nia, the South Sea Bubble, numerous nineteenth-century financial
panics, and the stock-marker collapse of 1929 were all forerunners of
the current mess in America’s deregulated financial markers. The cur-
rent consolidations in the U.S. airdine industry are not unlike the grear
monopolistic truses of the last half of the nineteenth century.

If the U.S. government had not come to the rescue of finance capi-
talism, as it is practiced in the United States, it would now be collaps-
ing. Most of America’s savings and loan banks (S&L) were in
government receivership. If the banking system had not been bailed
ot |::|].r goverhiment, Fanic wiritld have set in as indraduals lose dhar
savings accounts, and a repeat of the Grear Depression would probably
now be under way.

Thurow pays a lot of artention to the way workers are treated in the
LLS. in comparison to Japan and Europe. Differences in the way work-
ey are viewed can be seen, be writes, in the takeowver and hu}w,}ut wave
in the United Staves. Company divisions, including the employees, are
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bought and sold or restrucured in a manner reminiscent of kings buy-
ing and selling provinces in medieval Europe. As in medieval Europe,
the employees are chateel serfs who are not consulted on whether they
want too have different maseers. Nor much corporate loyalty can be
expected if one can expect o be treated as a slave and sold o the high-
est bidder. The buying and selling of provinces ended in Europe with
the rise of nation-smates thar could command nadonalistc loyalries.
People were bonded o the stare, and states where this bond was con-
seructed were simply able o defear armies and conquer rterritories
where this bond had not been created. Lack of bonding may be no less
damaging to the survival ability of business irms.

In America the goal is money. Stare with salaries ar che op. In keep-
ing with the practice of maximizing consumption, one would expect
American CEOs o be paid more than those running similar compa-
nies in the world of producer economics. And so they are. [n 1990
American CEOs were making 119 dmes as much as the average
worker, Japanese CEOs had a berter record in the 1980s (productivity
had grown three times as fast), yer they earned only 18 times as much
as their average worker. “When Steve Ross, the CEO of Time Warner,
pays himself seventy-eight million dollars and chen lays off six hundred
people because of declining advertising revenue, he is just practicing
what Americans preach. Income-maximizing generals pay themselves
the highest incomes they can get away with,” Thurow argues.

Orther areas of Thurow's concern are the increasing uncompetitive-
ness of the American industry and the growing made deficie. The two
issues are interconnected, imported goods are cheaper than locally pro-
duced. These leads o substicution of locally made goods by imported
and that creares loss of jobs. Unless the U.S. becomes competirive
again the deficie will only grow. The trade shordfall has to be borrowed
from abroad and this creates increasing interest paymenes to other
countries. Eventually, the rest of the world will be unwilling w lend
the necessary sums. Nations will refuse to lend because the risks of not
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being repaid by the Americans in currencies of equal value to those that
were lent is too high, or because the sums thar muse be lent require
them o save more than they are willing o save—they wish to consume
their income rather than lend ic o Americans.

In his final analysis Thurow concludes thar the barde for supremacy
15 still open. Japan, however, has a competitive edge, and is very much
future oriented. Japan invests enormously in future acrivities such as
education. Another advantage for Japan is that it enjoys the current
momentum. Europe is probably in the best strategic position. le has
the largest marker and the best average education and its economies are
extremely well balanced. IF the Unired States wants w play a role of
importance the country, according to Thurow, will have to shift from
being a high-consumprion, low-investment sociery in the 19805 w
being a high-invesement, lower-consumprion society in the 1990s,
From heing presenc-orienced, it will have o become future-oriented.
To raise mvestment, consumpeion (public and private) muse grow
more slowly than output for some extended period of time, so that
investment {public and privare) can rise as a fraction of GNP,

1t is very remarkable thar Thurow, in his asessment, does nor pay any
attention to fapans financial roubles. His book was published in 1992,
that means after vhe crash of the Tokyo Stock Exchange. Ar that poine in
time the serigusness of the frnancial simation in fapan was afveady guite
elear. This situation plunged the Japanese economy in a recesion that actu-
ally still continmes. Recently fapan’s cvedic ratings were even reduced, for
the provd fapanese a fumiliatng face.

As far as the U.S. is concerned wone of the problens cited by Thurow
were addressed in vhe last decade. The UL 8. competitiveness dropped fur-
ther, ity trade deficit dashed record after record and the U8, i more
present-oriented than ever before. In face the situarion deteriorated guite a
lot if we take ingo accouny the credit sitation. Nog ondy the U5, as a coun-
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try dives on foreign credis, its inhabitants drove the use of evedit cards w
umkngwn records,

Thurow was quite apeimistic abone Ewvope. Acoually in Envope only
good things bappened. The Ewropean Economic Community nor only
exparcled bur managed to synchronize ity policies and was able o introduce
twe common currency: the Exnro.

ENRON: THE BEGINNING OF THE END?

L{mlcin.g at the four books we discussed above and the Enron issue
there is one conclusion we can draw without risking being wrong, and
thar is thar predicting the economic furure is extremely difhcule. We
might say, almost as difhcule as predicring che weather. Bur there are
some other things we can conclude also:

1. After decades of breath-taking economic development Japan stum-
bled seriously. Japan’s derailment is caused by the keiretsu system
in combination with a failing Anancial system. The keiresu con-
plomerate is a system that is kept together by non-economic issues
such as communal support and cross share holdership. The finan-
cial system collapsed because of speculation in combination with
unrealistic land policies. It led to torally unrealistic stock prices. In
other words Japan’s problem is that it violates common economic
principles. The only way o address this is a return o proper eco-
nomic principles thar, however, means the dismanding of dhe
keiretsus and the retum to proper land and monetary policies.
These are very serious issues in post-war Japan. It is doubtful
whether or not there is sufhcient policical suppore for such chings,
among others, it would need a2 massive bailout of the Japanese
banking industry. From whatever point of view we look ar these
issues things will go wrong in Japan, The lack of social security in
Japan is another factor of imponance, it will push millions of Japa-
nese in poverty and as such it mighe create the collapse predicred
by Karl Marx,
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2. Japan's ever-increasing trade surplus cannot go on forever. It illus-
trates an economic in-balance thar also cannor continue indeh-
nitely. Japan’s trade surplus plus its own savings surplus leads w
the hoarding of enormous amounts of capital. This drains money
from the world-money circuir, and as such has a deflationary effect
of substantial proportions. This simnation mighe create serious
monetary problems. The problem hangs very narrowly ogether
with the LLS. trade deficit, which is in effect a so-called “mirror-
effect.”

3. The U.S. budget dehcit mighe have disappeared but the question is
for how long? President Bush's tax cus, together with substantial
increases in defense spending, might very easily wipe out the bud-
get surplus. Together with the ULS. trade deficit a budger deficic
would only worsen the iinancial problems of not only the LS. and
Japan, but would effect the whole world. The increasing rrade def-
icit proves that the United Stares is sull losing its competitiveness,
Such a situation cannot continue forever. In face the ULS. is selling
out. A situation where one party only sells, and one party only
buys ends automatically when the buying party mns out of money.

4. The unbridled and unhindered capitalistic economic vision of the
LL5. has put all emphasis on the production factors capital and
management. Very illustrative, in this regard, was the issue of the
Wall Streer analysts. Our of the 16 analysts covering Enron 11
qualified the stock as a "buy” as late as November 12, 2001, that
was two weeks after the SEC started its Enron investigation! Ar
that point in time the stock price was already down to less than
$10 a share from a high of $90 less than a year earlier. During con-
gressional hearings the analysts “explained” that they were fooled
by Enron with incorrect information! OF course, that was non-
sense, Coalifying Enron stock as a "sell” would have been equal for
many analyses as asking to be fired. There was informarion
enough, the problem is that the system is roren. Another issue
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that became very dear is the position of labor in the U.S. Labor is
pushed in a far-away comer, There is no social protection and no
social plan. More and more eldedy workers end up in the ranks of
the have-nots, the forgoten citizens. The Enron case illuserages
this very dearly. The severance plan for the worlers was simply
stolen, the 401 (k) pl:.ms were worthless, bur MANAZCMEnt amassed
millions of dollars at the same dme. Today there are some 35 mil-
lion Americans living in abject poverty with no chance ever to
improve their position. Some 40 million Americans do not have
any form of medical insurance. Income inequality in the U.S. has
risen sharply over the last 20 years. In other words also the ULS. is
threatened by a Mardan collapse,

5. Japan finally succumbed because of an overvalued stock exchange
caused by wrong economic fundamentals. The Enron case has
taught thar similar tendencies might be ar work in the United
Stares. The policy to do wharever it rakes in order wo show proficin
the books has lead to the so-called systems of “creative account-
ing.” These systems leave certain things out of the books or blow
certain things up. Creative accounting in combination  with
inflated asset values creares severely bloated stock prices, a sitvation
very similar to Japan at the end of the B0s. Stocks in the ULS., just
as was the case in Japan, are widely used as collateral or as invest-
ment in saving-plans such as for instance 401 (k)-plans, if dhese col-
|a|:r$|: a situation far worse than the Sa\-'il‘Lgﬁ & Loan scandal of dhe
B0s would erupt. Such a sitnation might lead to a meledown of the
LLS. hnancial system. The present stagnation at the DOW, for
almost three years prices are stuck up at a level of around 10,000,
might be an indication of what is brewing,

The bottom line of all of this is not so much “creative account-
ing,” the real problem is “wrong ecomomics”. Following Adam
Smith, with bis invisible hand policies, without designing a proper
context within which the system has to work is a misinterpretation
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nf FCOROIIT .!‘ﬁm:j.:. It is like P.fn}:ngﬁﬂsﬁaﬂ without rules and
withont re-fsrr:. that never works, any coach can mnﬁ'ﬁr that.

Since the election qunMH Reagan, the npmsfﬂ nfim HRregu-
lated marker, lavishly financed by business lobbyists, bave demol-
ished barriers to em:pn-mr-sgrrﬂfnnﬁ' corrEpiion rﬁarﬁr oSt uf.ﬁr
century bad served the country well.
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