Presenting the Enron Case: Testing the Agency Theory

Re-evaluating the Shareholder and Management Trust relationship

Introduction 

     Over the past decade, institutional investors and other stakeholders have strongly criticized corporate boards of directors for failing to meet their perceived responsibility to monitor and control management decision making on behalf of shareholders (Wall Street Journal, 1995a, 1995b, 1996). Longstanding calls for board reform have emphasized specific changes in board structure thought to increase the board's ability to exercise control (Westphal, 1998). Such changes include increasing the presence of outside or non-employee directors on the board, allocating board leadership to someone other than the chief executive officer (CEO), increasing demographic diversity on the board, and selecting directors who lack social or other ties to the CEO (Economist, 1994). Moreover, descriptive surveys suggest that more companies are considering changes in board structure that are assumed to increase the board's power to protect shareholder interests (Korn/Ferry, 1995). 

     This dominant perspective on CEO-board relationships essentially suggests that structural board independence increases the board's overall power in its relationship with the CEO (Westphal, 1998). Many studies have simply equated structural independence with board power (e.g., Zahra and Pearce, 1989), while others have discussed how CEOs exploit structural bases of power to maintain ultimate control over the board. Conversely, recent empirical research has explored how structurally independent boards might limit top managers' ability to rely on such practices to maintain control. Abrahamson and Park (1994) provided some evidence that structurally independent boards limit the concealment of negative outcomes in letters to shareholders, and Westphal and Zajac (1994) found that structural board independence reduced the adoption of "symbolic" incentive plans that appeared to align management's and shareholders' interests without actually putting CEO pay more at risk. Board independence is also thought to limit the CEO's ability to mandate passivity among directors and force renegade directors to resign (Lorsch and MacIver, 1989). 

     In recent years, scholarly and popular concern about corporate governance arrangements in large corporations has increased in intensity. Institutional investors and the popular business press have decried the apparent absence in many corporations of strong governance mechanisms that adequately promote managerial accountability to stockholders (e.g., Charan, 1993; Economist, 1994; Pozen, 1994). This concern has been reinforced by extensive academic research on the effectiveness of existing governance structures in protecting shareholders (Westhal and Zajac, 1998). Thus, while agency theory suggests that managerial incentives and boards of directors represent the primary mechanisms by which differences between managerial and shareholder interests are minimized (Jensen and Meckling, 1976; Fama and Jensen, 1983), a large body of empirical research suggests that neither mechanism is used sufficiently to represent shareholders. For example, research on executive compensation has led many observers to conclude that traditional management incentive practices are inadequate to reduce agency costs significantly (Finkelstein and Hambrick, 1988). 

     Large-scale empirical research on corporate boards suggests that boards have traditionally lacked the structural power needed to monitor effectively (e.g., Wade, O'Reilly, and Chandratat, 1990), and extensive qualitative evidence also indicates that boards have often been minimally involved in monitoring and controlling management decision making (e.g., Mace, 1971; Lorsch and MacIver, 1989). 

     This stream of research has bolstered claims by dissatisfied shareholders, and institutional investors in particular, that significant changes in governance structure are needed to enhance managerial accountability to shareholders. This is particularly true when the Enron scandal broke out- prompting shareholders to guard their investments from their managers. 

     While prior research has tended to emphasize the overtly political nature of top executive behavior, Westphal and Zajac (1994) and Zajac and Westphal (1995) have recently introduced a symbolic management perspective on corporate governance (Wade, Porac, and Pollock, 1997). They suggest that top managers can satisfy external demands for increased accountability to shareholders while avoiding unwanted compensation risk and loss of autonomy by adopting but not implementing governance structures that address shareholder interests and by bolstering such actions with socially legitimate language. Their research focused on the antecedents of symbolic action, however, and thus did not examine either the targeted audience or the likely consequences of such alleged symbolic actions. 

     Compared to private companies, shareholders in public corporations have very limited rights compared to the "owners" found in other legal forms of organizing such as partnerships (Kang and Sorensen, 1999). Under the legal doctrine of limited liability, shareholders of public corporations do not bear the risk of facing legal claims against their personal assets. By contrast, partners not only risk their initial investment, but they also are personally liable for legal claims brought against the partnership. Therefore, shareholders' legal powers within the corporation should be viewed as highly limited in scope and very different from the broad legal powers given to "owners" of other organizational forms or other types of assets. 

Statement of the Problem 

     In the sociological and economic literature on organizations, the modern firm is usually seen as a large organization with four main groups of actors: shareholders, boards of directors, top executives and other managers, and workers (Kang and Sorensen, 1999). Shareholders are thought of as "owners"; they provide financial capital and in return receive a contractual promise of economic returns from the operations of the firm. Directors act as fiduciaries of the corporation who may approve certain strategy and investment decisions but whose main responsibility is to hire and fire top managers. Managers operate the firms; they make most business decisions and employ and supervise workers. Workers carry out the activities that create the firm's output. 

     Companies can see scandals unfold and think that it could never happen to them. But when seemingly reputable businesses run afoul of legal and ethical rules, one of two things has happened (Barefoot, 2002): (1) Employees have broken the rules intentionally and; (2) They have broken the rules without realizing it. The scandals of Enron, WorldCom, Global Crossing, Tyco, et al., have exposed a cesspool of fraud and corruption at the highest reaches of corporate power. Even prodigious corporate tool Tom DeLay now chirps about the need for more federal oversight (Reed, 2002). 

     At Enron, the alleged wrong-doing occurred at the very top of the company--the CEO and other senior executives stand accused of personally. At the heart of the Enron scandal is the allegation that the independent judgment of the firm's outside accountants, lawyers, consultants, and board was compromised. 

     In the wake of apparently dishonest practices by Enron Corp. executives, and apparent negligence by members of its board of directors, many are asking how people believed to be so smart could have lacked the moral courage to seek and tell the truth (Berlau, 2002). As there is after every financial scandal, a call is being made for more courses in "business ethics" in the leading universities. This pervasive view among faculty that successful businesses are by their very nature corrupt is itself corrupting to students in business-ethics classes, says Stephen Hicks, chairman of the philosophy department at Rockford College in Rockford, Ill (Berlau, 2002). Hicks says business-ethics professors need to stress that business is a creative endeavor, like art or music, in which integrity must play a central role (Berlau, 2002). 

     This proposed study seeks to investigate the financial scandal that faced Enron using the manager-shareholder power division using the Agency Theory. Enron shall be examined using MCKinsey’s 7 S in order to depict and illustrate the internal dynamics of Enron. The analysis of Enron’s internal environment shall be the basis of the Agency theory analysis. It is proposed in this study that the internal capability of Enron, the structure of Boards, the role of the manager, the role of the shareholders and the relationship between the board and the managers needs to be examined in order to avoid the Enron scandal. Thus, the Agency Theory shall be instrumental in proving or disproving this claim. 

Research Objectives 

     This proposed study aims to illustrate the manager-shareholder relationship at Enron using McKinsey’s 7 S. The interplay of the internal dynamics depicted in Mc Kinsey’s framework shall be used as the basis of the analysis on the management-shareholder relationship using the agency theory. Moreover, it aims to evaluate and reexamine the manager-shareholder relationship and suggest the means of controlling large corporations such as that of Enron. 

…………………………………………………………..
Chapter II

The Agency Theory 

     Despite the widespread referencing of the principal-agent model, only in rare instances does a researcher actually discuss the model and how its assumptions fit the problem to be studied. For this reason it is useful to review the model in its various incarnations and to examine its basic assumptions. The principal-agent model, as applied in such disciplines as sociology, political science, and public administration, is in essence a theory about contractual relationships between buyers and sellers (Meier, 1998; Pratt and Zeckhauser 1985). As described by Perrow: 

In its simplest form, agency theory assumes that social life is a series of contracts. Conventionally, one member, the `buyer' of goods or services is designated the `principal,' and the other, who provides the goods or service is the `agent'-hence the term `agency theory.' The principal-agent relationship is governed by a contract specifying what the agent should do and what the principal must do in return. (1986, 224) 

     The legal limits in shareholder power are important in understanding control of the corporation because shareholders seldom have physical control over the complex assets of the corporation (Kang and Sorensen1999). However, in the modern corporation it is not the shareholders, but rather the managers and workers, who come closest to physically "possessing" the firm's assets (Kang and Sorensen1999). 

……………………………………………………………
     Agency theory is an alternative explanation of how owners (principals) control managers (agents) to operate the firm in the owners' interests when there are market-control imperfections. In agency theory, principals (owners) monitor agents and seek to design incentive structures to align the interests of owners and managers. 

     Thus, the interests of owners in management-controlled firms must be represented by persons or groups chosen by, or a part of, management. This condition may lead to the decoupling of CEO compensation from performance because the influence over pay is moved more deeply into the firm, separating control from owners and their representatives. CEOs may take advantage of this freedom and set their pay to protect them against uncertainty. 

     There are two ways in which this study contributes to agency theory. First, the results suggest that the levels and effects of monitoring vary as a function of ownership dispersion. Second, the theoretical and empirical work in agency theory has some direct application for organization studies. Certain aspects of the theory extend the notions of organizational equilibrium and inducements/contribution balance. Monitoring, for example, suggests processes by which organizational equilibrium is maintained. Information asymmetries in the principal/agent imply that equilibrium may be achieved, even though there are significant differences in the inducements and contributions of different parties. 

     Positive accounting research relies on agency theory to explain and predict accounting choices of managers (Peltier-Rivest and Swisky, 2000). The incentives of the contracting parties affect accounting choices because accounting numbers often are used in contracts or serve as monitoring mechanisms. This result is consistent with the bulk of the evidence on mixed samples of firms, but contrary to the evidence provided by DeAngelo et al. (1994) and Peltier-Rivest (1999) on troubled firms. 

     The problem in the primary relationship in agency theory, those of the shareholder (principal) and the managers (agent), subsists when the contract of the relationship is not fulfilled and the diverging interests of the shareholder and the manager collides. This is the reason why in the United Kingdom, certain legislative impositions were imposed by the Cadbury (1992) and Greenbury (1995) reports on corporate governance indicating the compliance to monitoring costs of the agents1. According to (McColgan, 2001), since it is the agents that will bear the monitoring costs, agents will likely set up structures that will see them act in the shareholder’s interest.2 Denis (2000) looked at this as a way of making managers decide in behalf of the shareholder’s interest, thus, reducing conflict of interest. 

     McColgan (2001) identifies four areas where agency conflict arises: moral hazard, earnings retention, risk aversion and time horizon. 

     Jensen (1993) suggested that moral hazards may be more present to larger firms than small ones. Due to this rationale, Conyon and Murphy (2000) emphasized that since UK companies tend to be smaller than US firms, the occurrence of moral hazard may not be as much as that of the US experience. Moreover, when managers have smaller stakes on the company, moral hazard is also more prevalent. In terms of earning retention, Jensen (1986) argued that shareholders prefer higher levels of cash distribution whereas managers prefers to retain earnings. Thus, the problem of over investing is debated by the two conflicting stakeholders. This is because compensation for managers increases as the company expands (Jensen and Murphy, 1990; Conyon and Murphy, 2000) thus, managers, tend to focus on size growth rather than on shareholder interest. 

     The time horizon dimension of the agency theory according to McColgan (2001) can also create conflict between shareholders and managers in terms of timing of cash flows. While shareholders will focus on the future earnings of the company, managers will focus more on the earnings within their term (Dechow and Sloan, 1991). According to Healy (1985) such problem may also lead to subjective accounting practices that will manipulate the earnings of the company. 

     Denis (2000) comments that most managers are tied to the company they work for thus they are risk averse. Thus, their compensation is dependent on the performance of the company. As such, they are likely to avoid investment decisions which increase the risk of the company and pursue other investments that minimizes risk. 

     An agency relation is one where a "principal" delegates authority to an "agent" to perform some service for the principal. These relations may occur in a variety of social contexts involving the delegation of authority, including clients and service providers such as lawyers, citizens and politicians, political party members and party leaders, rulers and state officials, employers and employees, and stockholders and managers of corporations (Kiser 1998). Sociologists have recently used ideas regarding principal-agent relations to explore a wide range of social phenomena (Kiser 1998). Sociological research using agency theory approaches includes Adams' (1996) discussion of agency problems involved in colonial control, Kiser's (Kiser & Tong 1992, Kiser & Schneider 1994, Kiser 1994) work on the organizational structure of early modem tax administration, Gorski's (1993) analysis of the "disciplinary revolution" in Holland and Prussia, and Hamilton & Biggart's (1985) arguments about control in state g overnment bureaucracies. Similarly, current work in political science has also used agency theory approaches to explore state policy implementation (Kiewiet & McCubbins 1991). 

     Agency theorists suggest that the separation of ownership and control is often the best available organizational design, as the benefits of increased access to capital and professional management typically outweigh the costs associated with delegating control of business decisions to managers (Fama & Jensen 1983). However, in the absence of strong corporate governance systems, public corporations may suffer in performance when self-interested managers pursue their own interests rather than the interests of shareholders (Jensen 1989). Managers have opportunities for pursuing their own interests--in prestige, luxurious accommodations and modes of transportation, and high salaries--because they have been delegated rights through their contracts to control cash flows and information in their firms. Modern public corporations often are faced with considerable agency costs. It is expensive to gather information and assess managerial actions, and particular shareholders only gain a fraction of any pecuniary benefit s produced, proportional to the percentage of total equity they own (Shleifer & Vishny 1989). This creates collective action problems. Gains are available to all shareholders regardless of whether they have incurred the costs of monitoring, a problem that contributes to the separation of ownership and control (Berle & Means 1932). Because the costs of participating in corporate governance typically exceed the benefits, and because of the problem of free riding, dispersed shareholders are generally unlikely to participate in corporate governance. 

The McKinsey 7-S Framework 

     The McKinsey 7-S Framework provides a systems view for describing the major differences between a traditional view of an organisation and a learning organisation (Hitt 1995). In the McKinsey 7-S Framework, seven key elements of an organisation, namely, the structure, measurement system, management style, staff characteristics, distinctive staff skills, strategy/action plan, and shared values are identified. The first six elements are organised around the organisations shared values. 

     The McKinsey 7-S Model is a widely discussed framework for viewing the interrelationship of strategy formulation and implementation. According to one of its developers, Robert H. Waterman Jr., the framework suggests that it is not enough to think about strategy implementation as a matter only of strategy and structure, as has been the traditional view: The conventional wisdom used to be that if you first get the strategy right, the right organization follows. The 7-S framework views culture as a function of at least seven variables: Strategy, Structure, Systems, Style, Staff, Skills and Shared values (Waterman, Peters and Phillips, 1980). 

     If a 7-S analysis suggests that strategy implementation will be difficult, managers either can search for other strategic options, or go ahead but concentrate special attention on the problems of execution suggested by the framework (Peters and Waterman, 1982). 

     The Seven S Framework is systems-view of organisations. It identifies seven attributes, and like all systemic approaches stresses the fact that they interact: change one of them - usually in response to an environmental stimulus, and any or all of the others may need to be changed for optimal effectiveness. The value of this model is as a framework for identifying the internal changes necessary to respond to environmental change, and is based on a wealth of previous research. 

     The Seven Ss are (Waterman, Peters and Phillips, 1980): (1) Structure: The emphasis is not on how to divide up tasks, but how to co-ordinate them; (2) Strategy: Actions planned in response to environmental changes in order to achieve organisational objectives; (3) Systems: How the organisation gets things done; information systems, training, budgeting, distribution, and so on; (4) Style: The way managers manage. (Note, this may vary in different parts of the organisation); (5) Staff: "People " issues; i.e., Human Resource Management, both 'hard' such as recruitment and payment, and 'soft' such as appraisal, development and motivation; (6) Skills: What the organisation and staff do best - or need to do well in order to succeed; (7) Superordinate goals/shared values; The organisation's guiding principles, ethos, values, aspirations, mission. 

Chapter III

Methodology 

     This study shall utilize the case study research method. An empirical investigation of a contemporary phenomenon within its real-life context is one situation in which case study methodology is applicable. Yin (1994) cautioned that case study designs are not variants of other research designs. Yin (1984) presented three conditions for the design of case studies: a) the type of research question posed, b) the extent of control an investigator has over actual behavioral events, and c) the degree of focus on contemporary events. In the Levy (1988) study and this study, there are several "what" questions. This type of research question justifies an exploratory study. 

     The guide for the case study report is often omitted from case study plans, since investigators view the reporting phase as being far in the future. Yin (1994) proposed that the report be planned at the start. Case studies do not have a widely accepted reporting format - hence the experience of the investigator is a key factor. Some researchers have used a journal format (Feagin, Orum, Sjoberg, 1991) which was suitable for their work, but not necessarily for other studies. The reason for the absence of a fixed reporting format is that each case study is unique. The data collection, research questions and indeed the unit of analysis cannot be placed into a fixed mold as in experimental research. 

     The research described in this document is based solely on qualitative research methods. This permits a flexible and iterative approach. During data gathering the choice and design of methods are constantly modified, based on ongoing analysis. This allows investigation of important new issues and questions as they arise, and allows the investigators to drop unproductive areas of research from the original research plan. 

     This study basically intends to the financial scandal that faced Enron using the manager-shareholder power division using the Agency Theory. The analysis shall lead to the conclusion on who should take control of the corporation- managers or shareholders. Furthermore, transparency and ethical responsibility among managers shall also be illustrated. 

Analysis 

     The primary source of data will come from published articles from business and business management journals, theses and related studies on agency theory and business management. For this research design, the researcher will gather data, collate published studies from different local and foreign universities and articles from law and business journals; and make a content analysis of the collected documentary and verbal material. Afterwards, the researcher will summarize all the information, make a conclusion based on the statement of the problem. Moreover, a content analysis shall also be used in order to pinpoint the problems and the challenges agency theory. 

     The output from these interviews, content analysis and observation shall be processed using McKinsey’s 7 S framework. Upon the determination of the internal dynamics of Enron, the agency theory shall be used to evaluate the management-shareholder relationship. 

Chapter IV

Case Study: Agency Theory and the Enron Case 

     This chapter evaluated the corporate scandal of Enron using two models: the agency theory and the McKinsey’s 7-S model as a supplemental framework in evaluating the internal dynamics within Enron using the McKinesy 7-S framework and in assessing the relationship between the shareholders and the managers in the fall of Enron using the Agency theory. This research seeks to contribute to the existing literature on the agency theory by exploring its applicability on the agency theory in examining the manager-shareholder relations in Enron’s case. Moreover, it aims to assess the limitations of the agency theory in explaining the dynamics of corporate financial scandals. 

Company Profile: Enron 

     Enron’s case was chosen for the study because of the impact it had created on the world economy. Moreover, as the biggest financial scandal involving the thrust of manager and shareholder and its timing, it presents an opportunity for agency theory to validate its claims. 

     Formed in 1985 by a merger between Houston Natural Gas and InterNorth of Omaha, Neb., Enron started as a natural gas pipeline company. But when gas and electricity deregulation hit in the late '80s, the company moved into the business of buying and selling those commodities by phone or fax. Traders took orders from buyers, such as independent power companies, then tracked down potential energy supplies. The gambit worked: Within a year of deregulation, Enron's gas services group had captured 29 percent of the electric power market. And as the traders looked for new and better ways to aggregate and analyze market information, they realized that an online marketplace may be the answer. 

     Enron's marketplace is principal-based, meaning that the company acts as the conduit between the buyer and seller in every transaction. Because Enron deals with players on both sides of the market every day, its traders know where the supply and demand lies. This positioning assures sellers that they can always find a home for their natural gas or power (Enron buys it at a posted price), and assures buyers that they can rely on Enron for dependable delivery. Buyers and sellers that deal with Enron also get predictable pricing because the company bundles a variety of financial risk management products-futures contracts and options, for example-with its commodities as a hedge against volatile market pricing. 

     Enron's end run around its energy rivals has come to an end. The company, which transformed itself from a gas pipeline operator into the world's largest energy trader, has filed for Chapter 11 bankruptcy protection and has sold its primary energy trading unit. Once the largest buyer and seller of natural gas and electricity in the US, Enron also traded numerous other commodities and provided risk management, project financing, and engineering services. It still owns interests in utilities, power plants, and other energy projects around the world, including 15,000 miles of gas pipelines in North, Central, and South America. 

     The fall-out from the ENRON scandal pointed to a number of apparent weaknesses in the US system of oversight, based on checks and balances, which appear to have allowed certain types of abuses to the detriment of investors, creditors, employees. In general the market has proved itself to be vulnerable to fraud and unable to ensure an adequate level of security (The Integrity of Financial Markets, 2002). 

     At Enron, the alleged wrong-doing occurred at the very top of the company--the CEO and other senior executives stand accused of personally. At the heart of the Enron scandal is the allegation that the independent judgment of the firm's outside accountants, lawyers, consultants, and board was compromised. The fall of Enron presents speculative capital with a particularly vexing crisis; its history reflects in many ways the role and workings of speculative capital (Davis, 2003). Skilling's success in the speculative side of Enron propelled him past the assets development group, which focused on old-style projects like building power plants, and in 1997 he became President and Chief Operating Officer of Enron (Davis, 2003). Although the process was never completed, Skilling pushed to shed Enron of its `hard assets' in power plants and pipelines. Enron built a sophisticated speculation operation, EnronOnline, and then began branching out past energy trading, introducing trading in weather futures (Business Week, 2001). 

Enron’s Internal Dynamics: The McKinsey 7-S Framework 

     Enron’s supposedly strength had been that of their financial statement- the organization had been registering trades that they conduct as their income whereas it is not supposed to be so. This section analyses the 7 S of Enron and how it affected their internal operations. 

     In terms of structure, Enron presents a logical distribution of tasks. The internet as being a very effective means of serving clients and Enron, being a moderator of transactions presents an efficient coordination of employees. Each employee is involved in team that operates and monitors a given company’s transaction. Moreover, the expansion of Enron also presented the dividing of the employees on the different aspects of Enron’s vast business interest. 

     Enron in terms of Strategy had expanded to include online stores- they served as mediators between companies seeking to sell and consumers seeking to buy goods. This expansion illustrates that Enron’s business strategy is sound and is future-oriented. One of the more efficient part of Enron is its System. The transaction cost using the internet is reduced to a minimum thus, giving them a profitable share of the mediator fee. Moreover, they also utilizes the most up to date technologies. 

     The management style of Skilling at Enron is a high profile style of management. Enron has been very open of their financial books to investors and the public. While business analysts has been commenting on the hugeness of Enron’s asset, there are no proofs to dispute it. So the financial management of Enron had been largely kept confidential that even the shareholders does not know of the real financial condition of Enron. The employees of Enron are also considered as paid above the average compensations compared to other companies in the industry. This is because Enron’s employees are highly skilled. One proof is that when Enron collapsed, several employees were able to land good jobs at other companies. 

     To sum, Enron presents a healthy and seemingly dynamic corporation except for one flaw in their internal dynamics- the management style adopted by the top executives of the firm. By keeping the books away from the public and the shareholder, they have led the shareholders to believe Enron is worth more than what it really is. This is also where the problem arose. 

Enron: Perspective from the Agency Theory 

     Agency theory presents four ways in analyzing the Enron case: moral hazard, earnings retention, risk aversion and time horizon. In terms of moral hazard, the relationship between managers (agents) and shareholders (principal) at Enron is governed with the presumption that the managers and the shareholders will honor the relationship by complying on their respective roles. This include their advancement of their own interest. At Enron however, the relationship was severed as the managers had concealed the real value of the company. This is mainly to attract investors and create a healthy financial portfolio when it sells the company. However, the interest of the interest of the investors to get their share of Enron was not fulfilled. Their expected return of investment was not accomplished due to the fact that the managers’ distorting of the assets of the company does not reflect the real worth of Enron. The issue of moral hazard is best highlighted by the converging interests of the managers- that Enron get more investments so that it is perceived as a big company thus, the managers profiting. 

     The moral hazard argument was supplemented by the earnings retention to a certain degree. The earnings retention holds true for Enron in two ways: (1) Enron managers’ were not investing in liquid investments because liquid investments requires cash. This is something that Enron does not have as much as they claim to be. Second, the shareholders have given the managers of Enron the near absolute power to make decision thus, the future earnings of the company since it looked good on paper was not contested. 

……………………………………….(omitted)
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