Huge bets

paved way
to Enron’s
downfall

Illﬂrm‘u Marie Garza
Tribune staff reparters

Behind the murky bookkeep-
ing and the razzle-dazzle mar
keting, Enron Corp. offered a
simple sales pitch: Our crystal
bﬂhi; is better than everyone
else’s.

That's what Ken Lay Jeff
Skilling and the rest of the com-
pany’s brass meant when they
touted Enron’s “intellectual
capital"—their stable of MBAs
mﬂmm"mﬂidulshmd

on everything from electricity
to the weather and fiber-optic
bandwidth.

Yot it wasn't just the deals that
set Enron apart; it was how the
company crafted them. In es-

8, Emﬂm::uzrﬂm
the idea that they could lock ina
price for, say, electricity for a
decade or more when compet-
tors were offering far shorter
terms.

By making such long-term
bets on the fture price of elec-
tricity Enron encountered mas-
""“i‘:n “ﬂ;-'biilgriska 1t's virtual-
count for all the factors that

ting practices tha
later uuntrlhum-:l to its M]lapsu
The greater the company's ex-
posures, they 3a%. the Mtar
Enron’s need to shift losses and
debt off its balance sheet.
If & company wants to gauge
the price of pork bellles, grain
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charged with
assessing risk
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or natural gas, itcan look at data
‘ i 0's futures

that Enron itself ploneered, th

market was s0 thin and new that
its traders virtually inven

ployees and outside critics say.

“This |8 not the Chicago
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Portland,

was ENA, which was once run
by J. Clifford Baxter, the former
Enron executive who commit-
ted suicide last wesk,

Why Baxter took his life re-

mains unclear; police have vet
to disclose his suicide note, But
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Advance booking of profits

Analysts ara examining the role of mark-tn-marh:et’acmunting in Enron’s demise. The practice allows companies to book profit on the sale of a
futures contract at the time the contract is signed, instead of waiting for the actual payments to arrive years later. A hypothen:al example;
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@ An energy trading firm signs a contract with
Business X to sell electricity at 525 per megawatt-

hour for 5 years.

(2}

Evidence of how much Enron
may have artificially inflated
lomg-term  electricity  rates
showed up immediately after
the company filed for bankrupt-
ey o Dec, 2 The following day,
the 2003 price for 1 megawatt-
' hour of electricity dropped from
the low $30 range to the mid-
$20s, according to MeCulloy

“That raises the specter I:E;t n

the thin forward markets were
being affected by Enron in order
to protect their accounting re-
gults, MecCullough said. “If
they could show the right num-
bers to Arthur Andersen, they
could then use that to justify
their [accounting] caleulations.

.. Ifthe market is thin enotgh,
you can almost create your own
prices.”

A closer look at Enron's trad-
ing operations—the company's
major reyvenue generator that
wowed Wall Street—helps ex-
plain how Enron muted those
warning stgnals and eventually
paid the price when those sig-
nals got too loud to ignore,

One of the central problems,
former employees and analysts
now say, is that Enron hid losses
or shifted them to other parts of
the company rather than ac-
knowledge to investors and oth-

Based on its own estimates of the market value of
electricity, the trading firm expects to purchase
the electricity for 520 per megawatt-hour, giving it a
profit of $5 per megawatt-hour. The trading firm

ers that its erystal ball wasn't
quite as clear as advertised,
“We would go further out on
the futures contracts than any-
body else would. ... So you
could pretty much make up
vour own numbers," said Mike
Boutcher, a former Enron em-

rluif:ea who worked dlmﬂ{y with
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agaiust oltages, "We believed
we had the right people who
could guess 10 years uut. Appar-
ently we were wrong,”

But it took years for those bad
bets to catch up with Enron,
thanks in large part to the off-
the-books partnerships that hid
losses from investors and whose

disclosure pointed the company

toward disaster.

“¥ou have vour chips on the
table, Do youletitride, or do you
pull your chips off m:ui accept
your loss?" Boutcher said, "Ac-
cepting the loss I8 not some-
thing Wall Street would toler-
ate, So at some point someone
had to say, ‘Let itrlde—ur finda
way through these special fi-
nancing vehicles to take those
losses and move them off the

‘corporate books.' "

In fact, a small number of
analysts following Enron raised

counts this 55 profit In earnings for the current
guarter (the quarter jn which the contract was signed) :
even though payment has not been made,
Years go by and electricity costs go up—for
example, a lack of raln causes hydroelectric plants
to reduce production, lowering supply—and the
trading firm must actually pay $30 per megawatt-hour
to the electricity producer, |
® Because of its contract with Business X, however, the
trading firm must continue to sell the electricity at 525
per megawatt-hour, resulting in a loss of 55 per
megawatt-hour,
B To offset this loss, the trading firm must continue to
sell more futures contracts to maintain net earnings, |

B \With these new contracts, the trading firm
experiences the same price problems, creating an
even larger real deficit, even though itsearnings
continue to look good.

just those points in the last cou-
ple of vears as their peers were
heavily promoting its stock.
The few skeptics insisted that
Enron traders were inflating
long-term energy prices in or-
der to boost earnings.
Inevitably;, even Enron's crys-
tal ball couldn't defy any num
ber of variables that might mes
up the numbers built into thblr
longrange  deals—regulatory
changes, community opposition
to new power plants—not to
mention the volatile nature of
energy demand.

‘New way. of umﬂng’

Long-term contracts are ac-
tually nothing new in the elec-
tricity buainess, Utilities with
monopolies often entered into
long4term contracts to purchase
electricity, some for as long as 20
years and sometimes using de-
rivatives contracts.

What made Enron different is
that it “created not so much a
new market, but a new way of
operating in the market, with
their sophisticated computer
programs and their extremely
ageressive sense of what an ac-
ceptable deal might be, said Ar-
thur O'Donnell, associate editor
of the California Energy Mar-
kets newsletter in San Francis-

oo,

Individual traders had every
reason to keep the game going.
They earned bonuses based on
the projected value of the deals
thev struck, former employees
sald, so they often boogted those
figures even if it meant Enron
was on the hook for more money
than might be good for the firm,

The traders were in effect “pe-
onsg” who “wouldn't have a

i MARK TO MARKET AND
: ENERGY COMMODITIES

i Mark-to-market accounting
is practiced by traders of all
kinds of commadities.
However, electricity and

. other energy derivatives
aren't as commonly traded
as more traditional
commodities such as grain
and pork bellies; prices can

i therefore be more easlly

i manipulated. Under mark-to-

: market accounting. these

i manipulated prices can
i inflate a company's earnings.

i Seurces: Robert MeCullough,
1 McCudlough Research; Pearl Street ine.

! Chicago Tribune
clue’ what the company's over-
all value at risk was, McCul-
lough said. For "the estimates of
what the price would be in the
years to come, the guys on top
were the ones who were setting
the overall price structure.”

On Tuesday, MeCullough gave
the Senate Energy and Natural
Resources Committee a little
history lesson, noting that the
Enron drama has a clear histor-
ical precedent.

Commonwealth Edison’s own
Sam Insull, once Thomas Edi-
son's personal secretary, sought

,to protect his market share in

the 1920s by setting up a trust
that purchased the company's
owrn stock. When the stock mar-
ket crashed and the Great De-
pression struck, Insull's vast
holdingsz in e]ﬂm'ic!.t:f‘ mlplnded
in the largest bankruptcy in
1.8, history af the time.

Destroying the retirement
savings of millions of Ameri-
cans, the Insull Trust debacle
helped prompt creation of to-
day's regulatory structure,
MeCullough noted, from the
SEC to the Federal Energy Reg-
ulatory Commission.

“The right policy direction is
to guarantes transparency toin-
vestors, consumers and oper-
ators. The result of the collapse
of the Insull Trust in 1932 was to
make information available to
policymakers and the public,”
McCullough told the senators,
“The implication of the Enron
collapse of 2001 is that we have
allowed the resolve of our par-
ents and grandparents to dissi-
pate.”

MecRoberts reported this story
from Houston and Garza from
Washington,
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