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the later 1980s:% and the financial collapses of companies such as Enron.
WorldCom. Adelphia. HealthSouth, Tyco. and Parmalat at the twrn of the
century. There are three fuctors the three scandals have in common: (1)
there were alleged and established acts of fraud: (2) there were lawyers
involved in the structure of these businesses, the content of their financial
reporis and securities offerings, and in the overall corporate governance of
these companies: and (3) the lawyers involved felt sufficiently comfortable
10 continue their roles as counsel throughout what have been revealed o be
fairly novice schemes o defraud. and remained mute right through the col-
lupses of their clients.

There is a fourth factor common 10 the three great financial collapses:
intense and extensive regulation followed.* With cach densely lavered set
of new laws, regulations and coditied ethical standards, there was a
ravenesque pledee ot “never more.” The goal of the new laws, regulations,
and ethics code sections was to prevent future debacles. The pattern does
not hold much promise. The repairs are to the overall structure of markets
and the structure of hoards and corporations and all the statutes, regulations,
and rules governing these systems and institutions. However, in each of the
post-scandal reform modes, the very basic notion of individual reform is
ignored. That individual reform means a recommitment (o absolute values.
integrity. and ethics beyond codes and rules of professional responsibility.

In licu of the complex and often contradictory layvers of codified ethics
and statutory and regulatory standards. this paper proposes a return to virtue
ethics as a means of creating a simpler and ¢leaner guide for the conduct of
both luwyers and business executives as they perform their roles and duties
in the governance of the corporation. In short, individual ethical standards
and strength are the factors upon which we are ultimately dependent, no

3. For background on Michael Milken, Tvan Boesky und junk honds. see Thomas AL Smith.
Iestinngions cnd Enproprenears in American Corporate Finanee, 85 Calo T Revo | (1097 and
James B. Swewant, Den of Thivves (Simon & Schuster 1991)

4. The reforms from the Boeshy/Milken era included the frsider Trading Sanctions Aci. 15
S0 8 78u-lan (20000, which made it possible Tor the govermmnent w recover as a penalty three
tintes the amount of profit made or loss avoided front the inside deal. Alse. there was the fasider
Trading and Secririties Fraud Enforcement Act 15 USCALS T80 tWest 2002 that upped the
penalties for insider trading to 10 vears and $1.000.000. "The savings and loan collapse reforms
dre largety found in the Pinanciafl instiations Refors, Recovery and Enforcement Act of 1989, 12
LS00 § I8 Pub, Lo 101273, 103 Stat 183 tAug. 9, 1989y, which required new minimom
capital requirements for leans, sonkething that had o chilling etfect on junk bonds. Presently. the
retormis for this era’s scandal include the Serbanes-Oxlev Act of 2002, Pub. L. Na. 107204, 116
Stat. 745 (July 3L 2002, as well as changes in both the accounting and legal professions regard-
ing cthical standards. For example. Congress ereated federal oversight of the accouming profes-
sion throngh the ereation of the Public Company Accounting Oversight Bourd (PCAOB). See
gemerally PCAQB, chor Mission. htip:/www . peaobus.org (20031, Sarbanes-Oxley all bt patied
the accounting profession’s ethical standards on conflicts of interest with detailed sttutory defini-
tions an what constitutes a conflict in ternis of consulung work performed by the compuny’s
cxternal auditor. The final rule can be tound at Fiuad Rele: Revision of the Connnission s Aiditor
Independence Requirements, hitpdhaeww see.gov/rules/final/33-7919 hun (SEC Feb, 5020010,
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stages, the codified ethical standards and legal prohibitions are inapplicable.
Virtue is required and courage of convictions demanded.

A, The Enron Complexity®

Enron began as a stunning force in both the energy and broadband
markets. Prior to its collapse in 2001, Enron held twenty-five percent ot all
of the world’s energy trading contracts.” Tts aggressive trading practices
brought the company national attention and, at least in the initial years, high
earnings. However, it became impossible for the company to sustain the
initial double-digit growth in which it had basked for the first few years of
its growth explosion. There was new competition. a changing economy,
and challenges not faced in those early years when their innovation saw
them through. Maintaining earning levels, increases, and a phenomenal
share price required something more than the day-to-day trading that had
seen them rise to 4 position of the most innovative company in America. as
ranked by Fortune. Tts $100 billion in annual revenues made it number
seven on the Fortune 500 list®

Enron’s strategic plan was to utilize nuances in accounting standards
in order to preserve the status quo on their growth and solvency. These
accounting rule reprieves were undertaken with the good intentions of pre-
serving shareholder value. But even the initial decisions in those murky
areds of accounting were flawed. There were two areas of accounting prac-
tice-—at that time—that Enron used in order to make its financial state-
ments appear better than the company’s actual financial performance, The
first was mark-to-market accounting and the second was the spin-off of debt
1o oft-the-book entities.

“Mark-to-market” accounting applies to transactions that are entered
into presently, but which will realize revenue over long periods of time.
The types of transactions covered by mark-to-market accounting include
energy contracts, such as those in which Enron contracted to sell energy
over ten year periods.” Certainly the valuation of such contracts is subject
to some interpretation and discretion, and is a critical component in terms of

6. For details on the nise, fall and accounting impropricties at Epron. see Marianne M.
Jennings, A Primer on Enron: Lessons from a Perfect Storm of Financial Reporiing, Corporate
Governange and Ethical Culture Failures, 39 Cul. W, L. Rev. 163 (2003) |hereinafier A Primer
on Enron). Yor details on WorldCom and Tyco, see Marianne M. lennings, Restoring Ethicul

Gumption in the Corporation: A Federalist Paper on Corporate Governance — Restoration of

Active Virtue in the Corporate Strucrure to Curb the "Yeehaw Cuitre” in Organizations, 3 Wyo,
L. Rev. 387 (2003) fhereinafter Resroring Ethical Gumption).

7. Noclle Knox, Enron to Fire 4,000 from Headguarters. USA Today 1B (Dec. 4, 2001).

8. Enron was ranked ahead of 1BM and AT&T. Rebecca Smith & John R. Emshwiller,
Eunning on Empiy: Enron Faces Collupse as Credit, Stock Dive and Dynegy Bolts, Wall St 10 Al
{Nov. 29, 2001).

9. Most companies were affecied by FASB 133 hecause it also applied 1o derivative and
hedging financial instruments which are held by most companies in their financial management
portlolios,
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crgy trading through deregulation of their energy companies. So, Enron
was booking revenues from contracts that were illegal in many states, and
one of the managers™ assumptions in valuation of these encrgy trading con-
tracts was that deregulation would actually come to pass in that particular
state."™

A sccond area of murkiness that ripened into traud for Enron was its
extensive use of special purpose entities (SPEs), often called off-the-book
entities. The FASB standard expleited here was FASB 125, FASB 125
provides that a company need not disclose transactions with entities in
which the company holds an interest unless the company owns at least 50
percent of the rclated entity.'® At that time, under FASB 125, if a company
owned 49 percent or less of an entity, any debt obligations the related entity
carrics need not be carried as debt on the company’s balance sheet. Consol-
idation of the SPE’s losses, debts, and risk exposure into the parent com-
pany 15 not required until the company owns 50 percent or more of its
subsidiaries and other business ventures. The obvious benefit is that debt
can be spun off into satellite companies and the parent company’s financial
picture—in this case Enron’s—Ilooks much better to investors.

Enron began with one SPE, and with the blessings of its outside audi-
tor. Arthur Andersen, and the partner-in-charge, David Duncan—despite
his misgivings. In a May 28, 1999 e-mail to David Duncan, Benjamin
Neuhausen, a member of Andersen’s Professional Standards Group out of
Chicago, wrole, “[s]etting aside the accounting, idea of a venture entity
managed by CFQ is terrible from a business point of view. Conflicts ga-
lorc. Why would any director in his or her right mind ever approve such a
scheme?” David Duncan replied on June 1, 1999,

on your point 1 (i.e., the whole thing is a bad idea), I really

couldr’t agrec more. Rest assured that [ have already communi-

cated and 1t has been agreed to by Andy that CEO, General

[Counsel], and Board discussion and approval will be a require-

ment, on our part, for acceptance of a venture similar to what we

have been discussing,'

td Floyd Norris & Kurt Eichenwald, Frron's Many Strands: The Accounting: Fuzzy Rules
of Accowntting and Enron, NY. Times C1 (Jun. 30, 2002}

15, Fin. Acct. Standards Board, Statement of Acct. Standards No. 125 Acct, for Translers
and Servicing of Fin, Assets and Extinguishments of Liabilities ¢1996). FASB rules have been
changed dramatically in response to the discovery of Enron’s pushing of the envelope on these
off-the-book entitics. FASB 130, the revision of FASB 125 post-Enron, governs the consolidation
of off-the-heok entities in the parent’s financial statements. The rule provides that until the com-
pany owns 509% or more of the voling shares, consolidation reporting with the parent 15 not re-
guired. The effect of FASB 140 is to close the Enron loopholes, something that emerged as a
clear trend when Enron’s finances were finally revealed in whole. ™t lukes the FASB two youars
o issue i ruling and the investment bankers two weeks to figure out a way around it.” Mark P.
Holtzman, Elizabeth Venuti & Robert Fonfeder, Enron and the Raprors, 73 CPA I, 24 (Apr. i,
2003).

16, Sen. Rp 107-70 at 26 (July 8, 2002) [hereinufter P51 Reporr].
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In fzct. Mr. Fastow was earning commissions for brokering the sale of asset tors.%. i
deals between Enron and the SPEs. Durtng the 1999-2001 time frame, Mr, to main
Fastow, and possibly a handful of partnership associates, earned $7 million to the
in management fees and $4 million from his ownership interests in the mark-to-
SPES.ZI Oft
Those who were involved in these transactions understood the fine le- gg[?f;i
gal and accounting line that they were walking in terms of structure and venture
transparent financial reporting. The February 1999 audit comimittee meet- 5=
o . . _ . (JEDI).2
mg minutes retlect that David Duncan and other Andersen representatives ing ener
presented a harsh look at Enron’s accounting practices and financial report- © ¢
ing standards.” Within those minutes is a one page summary prepared by Inl
David Duncan, again the Andersen Houston partner in charge of the Enron back (f‘a],
account, that was titled, “Selected Observations 1998 Financial Report- $l.'6 bitli
ing.”** Duncan highlighted the key accounting issues for Enron including of JEDI't
“Highly Structured Transactions.” “Commedity and Equity Portfolio,” fo apply.
“Purchase Accounting,” and “Balance Sheet Issues.” These issues were pany inve
placed in a matrix in which Duncan characterized the accounting/reporting ment or
practices according to risk. The categories related fo financial reporting partners t
were: “Accounting Judgments,” “Disclosure Judgements [sic],” and “Rule the S]ITES
04

Changes.” Within each of these categories, Duncan determined whether the
practice was an “H” for High Risk, “M” for Medium Risk, and “L” for Low and - Ands

Risk.** Duncan had at least 2 “H’s” in every Enron practice that he re- Chewbacc
viewed. The minutes and the matrix demonstrate that the board’s and legal had to be
counsel’s claims that they knew nothing about the risky practices of Enron and any tr
management were not true. It seems that most board members understood f'““ij”” Wt
the SPEs transactions” overall effect. Notes from Enron’s corporate secre- ker for a -
tary at a meeting of one of Enron’s board’s committees reads, “[1]Joes not }}/Ir_ Kopy
transfer economic risk, but transfers P&L volatility,”* Im“;ag;i(
. . . . o mately
The relationships were actually far more complex with resulting liabil- ey o
. . T : purchase
ity exposure for Enron. In many of the SPEs, Enron was advancing the .
A o . . Calpers th
funds for the cutside party to invest in the SPEs. or the money that was
money rer

being used to finance transactions with the SPEs was borrowed from syndi-
cates of lenders who were accepting Enron stock as their security for the
loan. Additionally. Enron also served as the guarantor for front loans 1o the

other off-t

26. Kuth

SPEs partners and there was no disclosure in Enron’s financial statements Midlevel Pl

about its poteatial exposure as a guarantor—one of the factors that did 27. John

cause some discussion between company executives and Andersen audi- (N(’:;%Q-é“(;‘

249 ar

§ 78piai)

29, See

R - B . ficers” Clan:

21. Sinith & Emshwiller, supra n. 19 30, John
220 PST Reporr, supra n. 16, at 16, 20019,

230 Rdoat 30, 31, John

240 KLoal 6, 2001} Mr. K

resource for s

230 Jdow 45,
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Although the board. the auditors, and legal counsel were aware of the
complexities and the pushing ol the envelope, no action was taken to rein in
the activities. Each appeared to be hoping for someone else in the circle of
fiduciary responsibility to bring a screeching halt to the increasingly com-
plex structure and undue license with interpretation of accounting rules and
application of the law. The board was relying on the auditor’s judgment,
and the auditor was hopeful that the board would finally bring a halt 1o the
high-risk practices.™ Further, the board and legal counsel both approved
the two years of 10-Ks that were prepared with full disclosure of the
thousands of off-the-book entities.™ Joseph C. Dilg, Joe B. Allen, Thomas
P. Marinis, Ir., and Ray Hutchison were all lawyers with Vinsen & Elkins,
Enron’s law firm, and are listed as having furnished legal advice to Enren
with billings of $30 million in 2001.** Subsequent analysis of the role of
Vinson & FElkins, discussed below, has not reflected well on the diligence
of the profession or its execution of its duty to the client, the corporation.

Those who were the masterminds of this Byzantine financial empire
exhibited great chutzpah in letting the outside world know that they were
indeed capitalizing on technical interpretations of the law and accounting
stundards. Their behaviors and disclosures made it abundantly clear that 1t
was their intent 1o take advantage of the accounting standards and the laws.
Several of the off-the-book entities Enron created were named after FASB
125, as if the officers of Enron were issuing a double-dare to the linancial
community, analysts, and regulators with regard to their creative accounting
processes. For example, Raptor 125-0 was a name of one off-the-book en-
tity und the financial team referred to one group of off-the-book entities as
Hawaii 125-0.* Indeed, when Andrew Fastow was named CFO of the year
by CFO Maguazine, he was asked for his secrets in financial management.
His response was that he kept Enron’s credit rating high by spinning En-
ron’s debt off the books.*® In short, the activities were no secret, but it
appeared that no one was willing to ask for restraint or restructuring, despite
the tact that technical compliance with the accounting standards and the law
vielded a financial picture of a company that otfered little insight inlo the

wile, Kurt Eichenwald. Enron’s Many Strands: The Overview: Ex-Enron Officia! Admits Pay-
ments 1o Finanee Chief, NY . Fimes Al (Aug. 22, 2002).

320 The Muay 2000 audd commitice mecting minutes include the following, “Mr. Duncan
discussed the financial reporting arcas that [Andersen] had determined to be high priorities due to
inherent risks present. He staed that the ongoing high priority areas included stractured transac-
tions, the merchant portlolio. conmmodity trading activities, project development activities and
mtercompany and related party transactions.” PST Repore, supreer 16, a0 I8 (eiting Hrp Ex. 7o
2y

330 Enron Corp.. 1999 JO-K. supra n. 17, Enron Corp., 2000 10-K, supra n. 17,

34 Bllen loan Pollock, Limired Partners: Lawyvers for Enron Feaulted frs Deals, Didn't Foree
Fosne. Wall St L0 AT (May 22, 2002).

35, See David Barboza, Enron Fxaminer Raises More Questions. NY. Times 38 (Sepr, 22,
2002y

3. Burhorza & Schwurtz, supra no 180 at Al
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