DEPT. OF PUBLIC POLICY

OPEN SECRETS

Enron, intelligence, and the perils of too much information.

n the afternoon of October 23,

2006, Jeffrey Skilling sat at a table
at the front of a federal courtroom in
Houston, Texas. He was wearing a
navy-blue suit and a tie. He was fifty-
two years old, but looked older. Hud-
dled around him were eight lawyers from
his defense team. Qutside, television-
satellite trucks were parked up and down
the block.

“We are here this afternoon,” Judge
Simeon Lake began, “for sentencing in
United States of America versus Jef-
frey K. Skilling, Criminal No. H-04-
25.” He addressed the defendant di-
rectly: “Mr. Skilling, you may now make
a statement and present any informa-
tion in mitigation.”

Skilling stood up. Enron, the com-
pany he had built into an energy-trading
leviathan, had collapsed into bankruptcy
almost exactly five years before. In May,
he had been convicted by a jury of fraud.
Under a settlement agreement, almost
everything he owned had been turned
over to a fund to compensate former

_shareholders.

He spoke haltingly, stopping in mid-
sentence. “In terms of remorse, Your
Honor, I can’t imagine more remorse,”
he said. He had “friends who have died,
good men.” He was innocent—“inno-
cent of every one of these charges.” He
spoke for two or three minutes and sat
down.

Judge Lake called on Anne Be-
liveaux, who worked as the senior ad-
ministrative assistant in Enron’s tax de-
partment for eighteen years. She was
one of nine people who had asked to ad-
dress the sentencing hearing.

“How would you like to be facing
living off of sixteen hundred dollars a
month, and that is what I'm facing,” she
said to Skilling. Her retirement savings
had been wiped out by the Enron bank-
ruptcy. “And, Mr. Skilling, that only is
because of greed, nothing but greed. And
you should be ashamed of yourself.”
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The next witness said that Skilling
had destroyed a good company, the
third witness that Enron had been un-
done by the misconduct of its manage-
ment; another lashed out at Skilling
directly. “Mr. Skilling has proven to be
a liar, a thief, and a drunk,” 2 woman
named Dawn Powers Martin, a twenty-
two-year veteran of Enron, told the
court. “Mr. Skilling has cheated me and
my daughter of our retirement drearms.
Now it’s his time to be robbed of his
freedom to walk the earth as a free man.”
She turned to Skilling and said, “While
you dine on Chateaubriand and cham-
pagne, my daughter and I clip grocery
coupons and eat leftovers.” And on and
on it went.

'The Judge asked Skilling to rise.

“The evidence established that the
defendant repeatedly lied to investors,
including Enron’s own employees,
about various aspects of Enron’s busi-
ness,” the Judge said. He had no choice
but to be harsh: Skilling would serve
two hundred and ninety-two months in
prison—twenty-four years. The man
who headed a firm that Forfune ranked
among the “most admired” in the world
had received one of the heaviest sen-
tences ever given to a white-collar crim-
inal. He would leave prison an old man,
if he left prison at all.

“I only have one request, Your
Honor,” Daniel Petrocelli, Skilling’s
lawyer, said. “If he received ten fewer
months, which shouldn’t make a differ-
ence in terms of the goals of sentencing,
if you do the math and you subtract
fifteen per cent for good time, he then
qualifies under Bureau of Prisons poli-
cies to be able to serve his time at a lower
facility. Just a ten-month reduction in
sentence . ..”

It was a plea for leniency. Skilling
wasn't a murderer or a rapist. He was
a pillar of the Houston community,
and a small adjustment in his sen-
tence would keep him from spending

the rest of his life among hardened
criminals.

“No,” Judge Lake said.

he national-security expert Greg-

ory Treverton has famoush- made a
distinction between puzzles and myster-
ies. Osama bin Laden’s whereabouts are
a puzzle. We can’t find him because we
don’t have enough information. The
key to the puzzle will probably come
from someone close to bin Laden, and
until we can find that source bin Laden
will remain at large.

The problem of what would happen
in Iraq after the toppling of Saddam
Hussein was, by contrast, a mystery. It
wasn't a question that had a snnple, fac-
tual answer. Mysteries require judg-
ments and the assessment of uncer-
tainty, and the hard part is not that we
have too little information but that we
have too much. The C.I.A. had a posi-
tion on what a post-invasion Iraq would
look like, and so did the Pentagon and
the State Department and Colin Pow-
ell and Dick Cheney and anv number of
political scientists and ‘ournalists and
think-tank fellows. For k: t matter, so
did every cabdriver in Baghdac
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more closely at whar we zlxezdv know
about Al Qaeda. Yor'd want o send the
counterterrorism ez o e C.LA.
on a goliing wrip twive z moeth with the
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1 like to keep up with all the latest things I don’t care about.”

counterterrorism teams from the F.B.I.
and the N.S.A. and the Defense Depart-
ment, so they could get to know one an-
other and compare notes.

If things go wrong with a puzzle,
identifying the culprit is easy: it’s the
person who withheld information. Mys-
teries, though, are a lot murkier: some-
times the information we've been given
is inadequate, and sometimes we aren’t
very smart about making sense of what
we've been given, and sometimes the
question itself cannot be answered. Puz-
zles come to satisfying conclusions. Mys-
teries often don't.

If you sat through the trial of Jeffrey
Skilling, you'd think that the Enron
scandal was a puzzle. The company, the
prosecution said, conducted shady side
deals that no one quite understood. Se-
nior executives withheld critical infor-
mation from investors. Skilling, the ar-
chitect of the firm’s strategy, was a liar,
a thief, and a drunk. We were not told
enough—the classic puzzle premise—
was the central assumption of the Enron
prosecution.

“This is a simple case, ladies and gen-
tlemen,” the lead prosecutor for the De-
partment of Justice said in his closing
arguments to the jury:

Because it’s so simple, I'm probably going
to end before my allotted time. It’s black-
and-white. Truth and lies. The shareholders,
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ladies and gentlemen, . . . buy a share of
stock, and for that they’re not entitled to
much but they’re entitled to the truth. They’re
entitled for the officers and employees of the
company to put their interests ahead of their
own. They’re entitled to be told what the
financial condition of the company is.

They are entitled to honesty, ladies and
gentlemen.

But the prosecutor was wrong. Enron
wasn't really a puzzle. It was a mystery.

In late July of 2000, Jonathan Weil,
a reporter at the Dallas bureau of
the Wall Street Journal, got a call from
someone he knew in the investment-
management business. Weil wrote the
stock column, called “Heard in Texas,”
for the paper's regional edition, and he
had been closely following the big en-
ergy firms based in Houston—Dynegy,
El Paso, and Enron. His caller had a
suggestion. “He said, ‘You really ought
to check out Enron and Dynegy and see
where their earnings come from, ” Weil
recalled. “So Idid.”

Weil was interested in Enron’s use
of what is called mark-to-market ac-
counting, which is a technique used by
companies that engage in complicated
financial trading. Suppose, for instance,
that you are an energy company and
you enter into a hundred-million-dollar
contract with the state of California to
deliver a billion kilowatt hours of elec-
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Moody's investment-rating agency, and
to a dozen or so others. Then he went
back to Enror’s financial statements. His
conclusions were sobering. In the second
quarter of 2000, $747 million of the
money Enron said it had made was “un-
realized”—that is, it was money that ex-
ecutives thought they were going to
make at some point in the future. If you
took that imaginary money away, Enron
had shown a significant loss in the sec-
ond quarter. This was one of the most
admired companies in the United States,
a firm that was then valued by the stock
market as the seventh-largest corpora-
tion in the country, and there was prac-
tically no cash coming into its coffers.

Weil’s story ran in the Journal on
September 20, 2000. A few days later, it
was read by a Wall Street financier
named James Chanos. Chanos is a
short-seller—an investor who tries to
make money by betting that a compa-
ny’s stock will fall. “It pricked up my
ears,” Chanos said. “I read the 10-K and
the 10-Q_that first weekend,” he went
on, referring to the financial statements
that public companies are required to
file with federal regulators. “I went
through it pretty quickly. I flagged right
away the stuff that was questionable.
I circled it. That was the first run-
through. Then I flagged the pages and
read the stuff I didn’t understand, and
reread it two or three times. I remember
I spent a couple hours on it.” Enron’s
profit margins and its return on equity
were plunging, Chanos saw. Cash
flow—the life blood of any business—
had slowed to a trickle, and the compa-
ny's rate of return was less than its cost
of capital: it was as if you had borrowed
money from the bank at nine-per-cent
interest and invested it in a savings bond
that paid you seven-per-cent interest.
“They were basically liquidating them-
selves,” Chanos said.

In November of that year, Chanos
began shorting Enron stock. Over the
next few months, he spread the word
that he thought the company was in
trouble. He tipped off a reporter for
Fortune, Bethany McLean. She read the
same reports that Chanos and Weil
had, and came to the same conclusion.
Her story, under the headline “ISENRON
OVERPRICED?,” ran in March of 2001.
More and more journalists and analysts

began taking a closer look at Enron, and

the stock began to fall. In August, Skill-
ing resigned. Enron’s credit rating was
downgraded. Banks became reluctant
to lend Enron the money it needed to
make its trades. By December, the com-
pany had filed for bankruptcy.

Enron’s downfall has been docu-
mented so extensively that it is easy to
overlook how peculiar it was. Compare
Enron, for instance, with Watergate, the
prototypical scandal of the nineteen-
seventies. To expose the White House
coverup, Bob Woodward and Carl Bern-
stein used a source—Deep Throat—
who had access to many secrets, and
whose identity had to be concealed. He
warned Woodward and Bernstein that
their phones might be tapped. When
Woodward wanted to meet with Deep
Throat, he would move a flower pot
with a red flag in it to the back of his
apartment balcony. That evening, he
would leave by the back stairs, take mul-
tiple taxis to make sure he wasn’t being
followed, and meet his source in an un-

derground parking garage at 2 A.M.
Here, from “All the President’s Men,”

is Woodward's climactic encounter with

Deep Throat:

“Okay,” he said softly. “This is very seri-
ous. You can safely say that fifty people
worked for the White House and CRP to play
games and spy and sabotage and gather intel-
ligence. Some of it is beyond belief, kicking at
the opposition in every imaginable way.”

Deep Throat nodded confirmation as
Woodward ran down items on a list of tactics
that he and Bernstein had heard were used
against the political opposition: bugging, fol-
lowing people, false press leaks, fake letters,
cancelling campaign rallies, investigating cam-
paign workers’ private lives, planting spies,
stealing documents, planting provocateurs in
political demonstrations.

“It’s all in the files,” Deep Throat said.
“Tustice and the Bureau know about it, even
though it wasn’t followed up.”

Woodward was stunned. Fifty people di-
rected by the White House and CRP to de-
stroy the opposition, no holds barred?

Deep Throat nodded.

The White House had been willing to
subvert—was that the right word?—the
whole electoral process? Had actually gone
ahead and tried to do it?

Another nod. Deep Throat looked queasy.

And hired fifty agents to do it?

“You can safely say more than fifty,”
Deep Throat said. Then he turned, walked up
the ramp and out. It was nearly 6:00 a.m.

Watergate was a classic puzzle: Wood-

“Perbaps if I phrased the question differently.”



ward and Bernstein were searching for
a buried secret, and Deep Throat was
their guide.

Did Jonathan Weil have a Deep
Throat? Not really. He had a friend in
the investment-management business
with some suspicions about energy-
trading companies like Enron, but the
friend wasn’t an insider. Nor did Weil’s
source direct him to files detailing the
clandestine activities of the company.
He just told Weil to read a series of pub-
lic documents that had been prepared
and distributed by Enron itself. Wood-
ward met with his secret source in an
underground parking garage in the
hours before dawn. Weil called up an
accounting expert at Michigan State.

When Weil had finished his report-
ing, he called Enron for comment. “They
had their chief accounting officer and
six or seven people fly up to Dallas,”
Weil says. They met in a conference
room at the Journal’s offices. The Enron
officials acknowledged that the money
they said they earned was virtually all
money that they Aoped to earn. Weil and
the Enron officials then had a long con-
versation about how certain Enron was
about its estimates of future earnings.
“They were telling me how brilliant the
people who put together their mathe-
matical models were,” Weil says. “These
were MLI.T. Ph.D.s. I said, ‘Were your
mathematical models last year telling
you that the California electricity mar-
kets would be going berserk this year?
No? Why not? They said, ‘Well, this is
one of those crazy events.’ It was late
September, 2000, so I said, ‘Who do
you think is going to win? Bush or
Gore? They said, ‘We don’t know.’ I
said, ‘Don’t you think it will make a
difference to the market whether you
have an environmentalist Democrat in
the White House or a Texas oil man?”
It was all very civil. “There was no dis-
pute about the numbers,” Weil went on.
“There was only a difference in how you
should interpret them.”

Of all the moments in the Enron
unravelling, this meeting is surely the
strangest. The prosecutor in the Enron
case told the jury to send Jeffrey Skilling
to prison because Enron had hidden the
truth: You're “entitled to be told what the
financial condition of the company is,”
the prosecutor had said. But what truth
was Enron hiding here? Everything Weil
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learned for his Enron exposé came from
Enron, and when he wanted to confirm
his numbers the company’s executives
got on a plane and sat down with him in
a conference room in Dallas.

Nixon never went to see Woodward
and Bernstein at the Washington Posz.
He hid in the White House.

he second, and perhaps more con-

sequential, problem with Enron’s
accounting was its heavy reliance on
what are called special-purpose entities,
or S.P.Es.

An S.P.E. works something like this.
Your company isn’t doing well; sales are
down and you are heavily in debt. If
you go to a bank to borrow a hundred
million dollars, it will probably charge
you an extremely high interest rate, if it
agrees to lend to you at all. But you've
got a bundle of oil leases that over the
next four or five years are almost certain
to bring in a hundred million dollars. So
you hand them over to a partnership—
the S.P.E.—that you have set up with
some outside investors. The bank then
lends a hundred million dollars to the
partnership, and the partnership gives
the money to you. That bit of financial
maneuvering makes a big difference.
This kind of transaction did not (at the
time) have to be reported in the compa-
ny’s balance sheet. So a company could
raise capital without increasing its in-
debtedness. And because the bank is al-
most certain the leases will generate
enough money to pay off the loan, it's
willing to lend its money at a much
lower interest rate. S.P.E.s have become
commonplace in corporate America.

Enron introduced all kinds of twists
into the S.P.E. game. It didn't always put
blue-chip assets into the partnerships—
like oil leases that would reliably generate
income. It sometimes sold off less than
sterling assets. Nor did it always sell those
assets to outsiders, who presumably
would raise questions about the value of
what they were buying. Enron had its

- @

Own executives manage these partner-
ships. And the company would make the
deals work—that is, get the partmerships
and the banks to play along—bv guaran-
teeing that, if whatever thev had to sell
declined in value, Enron would make up
the difference with its own stock. In
other words, Enron didn't sell parts of it-
self to an outside entity; it effectively sold
parts of itself to itself—a strategy that was
not only legally questionable but extraor-
dinarily risky. It was Enron’s tangle of
financial obligations to the S.P.E.s that
ended up triggering the collapse.

When the prosecution in the Skilling
case argued that the company had mis-
led its investors, they were referring, in
part, to these S.P.E.s. Enron’s manage-
ment, the argument went, had an obli-
gation to reveal the extent to which it
had staked its financial livelihood on
these shadowy side deals. As the Pow-
ers Committee, a panel charged with
investigating Enron’s demise, noted, the
company “failed to achieve a fundamen-
tal objective: they did not communicate
the essence of the transactions in a
sufficiently clear fashion to enable a
reader of [ Enron’s] financial statements
to understand what was going on.” In
short, we weren’t told enough.

Here again, though, the lessons of
the Enron case aren’t nearly so straight-
forward. The public became aware of
the nature of these S.P.E.s through the
reporting of several of Weil’s colleagues
at the Wall Street Journal—principally
John Emshwiller and Rebecca Smith—
starting in the late summer of 2001.
And how was Emshwiller tipped off to
Enron’s problems? The same way Jona-
than Weil and Jim Chanos were: he
read what Enron had reported in its
own public filings. Here is the descrip-
tion of Emshwiller’s epiphany, as de-
scribed in Kurt Eichenwald’s “Conspir-
acy of Fools,” the definitive history of
the Enron debacle. (Note the verb
“scrounged,” which Eichenwald uses
to describe how Emshwiller found the
relevant Enron documents. What he

means by that is “downloaded.”)

It was section eight, called “Related Party
Transactions,” that got John Emshwiller’s
juices flowing.

After being assigned to follow the Skilling
resignation, Emshwiller had put in a request
for an interview, then scrounged up a copy of
Enron’s most recent SEC filing in search of
any nuggets.






