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This question paper consists of ONE (1) case study with SIX (6) questions. Answer ALL
guestions based on the case study in the answer booklet provided. [50 MARKS]

Background:

Enron Corporation was once considered one of the most innovative and successful companies
in the United States. Founded in 1985 as a merger between Houston Natural Gas and
InterNorth, Enron quickly rose to become a dominant force in the energy trading and utilities
sector. By the late 1990s, it was hailed as a model of corporate success and was listed as one
of Fortune magazine's "Most Admired Companies” for six consecutive years.

However, beneath its facade of success, Enron was engaging in widespread accounting fraud
and deceptive practices that ultimately led to its spectacular collapse in 2001. Enron's $63 billion
bankruptcy was the biggest on record at the time. The scandal shook the financial markets,
resulted in massive losses for investors and employees, and led to significant regulatory reforms
aimed at preventing similar corporate misdeeds in the future.

Understanding Enron:

Enron was an energy company formed in 1985 following a merger between Houston Natural
Gas Company and Omaha-based InterNorth Incorporated. Afier the merger, Kenneth Lay, who
had been the chief executive officer (CEQ) of Houston Natural Gas, became Enron's CEO and
chairman.

Lay quickly rebranded Enron into an energy trader and supplier. Dereguiation of the energy
markets allowed companies to place bets on future prices, and Enron was poised fo take
advantage. In 1990, Lay created the Enron Finance Corporation and appointed Jeffrey Skilling,
whose work as a McKinsey & Company consultant had impressed Lay, to head the new
corporation. Skilling was then one of the youngest pariners at McKinsey.

Skilling joined Enron at an auspicicus time. The era’s minimal regulatory environment allowed
Enron to flourish. At the end of the 1990s, the dot-com bubble was.in full swing, and the Nasdaq
hit 5,000. Revolutionary internet stocks were being valued at preposterous levels and,
consequently, most investors and regulators simply accepted spiking share prices as the new
normal.

What Happened to Enron:

The Enron bankruptcy, at $63 billion in assets, was the largest on record at the time. The
company's collapse shook the financial markets and nearly crippled the energy industry. While
high-level executives at the company concocted the fraudulent accounting schemes, financial
and legal experts maintained that they would never have gotten away with it without outside
assistance. The Securities and Exchange Commission (SEC), credit rating agencies, and
investment banks were all accused of having a role in enabling Enron’s fraud.

Initially, much of the finger-pointing was directed at the SEC, which the U.S. Senate found
complicit for its systemic and catastrophic failure of oversight. The Senate's investigation
determined that had the SEC reviewed any of Enron’s post-1997 annual reports, it would have
seen the red flags and possibly prevented the enormous losses suffered by employees and
investors.
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The credit rating agencies were found fo be equally complicit in their failure to conduct proper
due diligence before issuing an investment-grade rating on Enron’'s bonds just before its
bankruptcy filing. Meanwhile, the investment banks—through manipulation or outright
deception—had helped Enron receive positive reports from stock analysts, which promoted its
shares and brought billions of dollars of investment into the company. It was a quid pro guo in
which Enron paid the investment banks millions of dollars for their services in return for their
backing.

Accounting scandals such as Enron's are sometimes difficult for analysts and investors o detect
before they unravel. Make sure to do your due diligence and analyze company financial
statements thoroughly in order to spot potential red flags.

The Role of Enron's CEO:

By the time Enron started to collapse, Jeffrey Skilling was the firm's CEO. One of Skilling's key
contributions to the scandal was to transition Enron's accounting from a traditional historical
cost accounting method to mark-to-market (MTM), for which the company received official SEC
approval in 1992. Mark-to-market is an accounting practice that invelves adjusting the value of
an asset to reflect its value as determined by current market conditions. The market value is
hence determined based onwhat a company would expect to receive for the asset if it was sold
at that point in time.

Problems, however, can arise when the market-based measurement does not accurately reflect
the underlying asset's true value. This can occur when a company is forced to calculaie the
selling price of its asseis or liabilities during unfavorable or volatile times, as during a financial
crisis. For example, if the asset has low liquidity or investors are feariul, the current selling price
of a bank's assets could be much lower than the actual value. It can also be manipulated by
bad actors like Skilling and Enron's top management. Some believe MTM was the beginning of
the end for Enron as it essentially permitted the organization to log estimated profits as actual
profits and opened the door for further accounting manipulations.

Forinstance, Skilling advised the firm's accountants to transfer debt off of Enron's balance sheet
to create an artificial distance between the debt and the company that incurred it. The company
set up special purpose vehicles (SPVs), also known as special purposes entities (SPEs), to
formalize its accounting scheme that went unnoticed for a long time. Enron continued to use
these accounting tricks to keep its debt hidden by transferring it to its subsidiaries on paper.
Despite this, the company continued to recognize revenue earned by these subsidiaries. As
such, the general public and, most importantly, shareholders were led to helieve that Enron was
doing better than it actually was, despite the severe violation of GAAP rules.

Skilling abruptly quit in August 2001 after less than a year as chief executive—and four months
before the Enron scandal unraveled. According to reports, his resignation stunned Wall Street
analysts and raised suspicions, despite his assurances at the time that his departure had
“nothing to do with Enron.”1 But, of course, it was related. Both Skilling and Kenneth Lay were
tried and found guilty of fraud and conspiracy in 2006. Other executives plead guilty. Lay died
in prison shortly after sentencing and Skilling served twelve years, by far the longest sentence
of any of the Enron defendants.
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The Leqgacy of Enron:

In the wake of the Enron scandal, the term "Enronomics" came o describe creative and often
fraudulent accounting techniques that involve a parent company making artificial, paper-only
transactions with its subsidiaries to hide losses the parent company has suffered through other
business activities. Parent company Enron had hidden its debt by transferring it (on paper) to
wholly-owned subsidiaries—many of which were named after Star Wars characters—but it still
recognized revenue from the subsidiaries, giving the impression that Enron was performing
much better than it was.

Another term inspired by Enron's demise was "Enroned,” slang for having been negatively
affected by senior management's inappropriate actions or decisions. Being "Enroned" can
happen o any stakeholder, such as employees, shareholders, or suppliers. For example, if
someone has [ost their job because their employer was shut down due to illegal activities that
they had nothing to do with, they have been "Enroned.”

As a result of Enron, lawmakers put several new proteciive measures in place. One was the
Sarbanes-Oxley Act of 2002, which serves to enhance corporate transparency and criminalize
financial manipulation. The rules-of the Financial Accounting Standards Board (FASB) were
also strengthened fo curtail the use of questionable accounting practices, and corporate bhoards
were required to take on more responsibility as management waichdogs.

The Bottom Line:

Atthe time, Enron's collapse was the biggest corporate bankrupicy to ever hit the financial world
(since then, the failures of WorldCom, Lehman Brothers, and Washington Mutual have
surpassed it). The Enron scandal drew atiention to accountiing and corporate fraud as its
shareholders lost tens of billions of dollars in the years leading up to its bankruptcy, and its
employees lost billions more in pension benefits.

Increased regulation and oversight have been enacted to help prevent corporate scandals of
Enron's magnitude. However, some companies are still reeling from the damage caused by
Enron. As recently as March 2017, a judge granted a Toronto-based investment firm the right
to sue former Enron CEO Jeffrey Skilling, Credit Suisse Group AG, Deutsche Bank AG, and
Bank of America's Merrill Lynch unit over losses incurred by purchasing Enron shares.
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6.

Briefly comment on the primary types of fraud involved in the Enron case. (3 marks)

Is Enron case considered fraud against an erganization or fraud on behalf of an organization?
Explain. (4 marks)

Who are the main perpetrators in the Enron case? Are they considered accidental fraudsters?
Draw the diagram to explain why people commit fraud in general, then connect the framework
with Enron case. (10 marks)

Would a whistle-blower system have helped to prevent or reveal these dishonest practices?
Comment based on the case study. (3 marks)

Based on your opinion,

a) Although it usually doesn’t involve physically stealing money, financial statement fraud
is commonly considered the most expensive type of fraud. Why is this true? (3 marks)

b) Draw a table summarising the key events, key takeaways, and the lessons learned.
Suppose you are.an-accountant for pre-fraud Enron. You have just been instructed by
the CFO to alter gpecific company accounts in order to boost the company’'s numbers.
You know the actions are unethical, but you fear that refusing to comply with executive
orders may result in punishment and possible termination of your job. What would you
do? (12 marks)

Suggested table format:
No. | Three Key Events: Three Key Takeaways:
1.
2
8.
Three Lessons Learned:

Do you think the Enron Case is related fo money laundering? Explain the concept of money
laundering and relate it with the case study. {15 marks)

** END OF QUESTION PAPER ***
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